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~ Chapter 4--Motives of NCE Traders
As discussed in Chapter 3;‘&6 NCE has the classic characteristics of a thin market:
During ‘1’988"-1’99’3; Iess than 0.3 percent of all cheese manufactured was sold on the Exchange,
and trading was concentrated among a few traders.' 'Alt?hough thin markets may arise for a
variety of reasons, they inevitably raise questions of their effectiveness in generating

compcﬁﬁVely dc‘termined‘pric':es,‘ including w;hether they are susceptible to, or facilitate, market

dominance or manipulation.

In this’ chépter we shaﬂ (a) review alternative beliefs ~0r'hypotheseé régardingthe '
function of the Exchange; (b) test the conflicting ‘hypothés’es of trader motivation by examining
overall tradingi patterns; (c) examine the business charactcristics of leading tradefs to determine
whethcr they beneﬁt financxally from hlghcr or lower NCE prices; (d) analyze why tradcrs may

prcfcr to seli m the spot market as an altematlvc to thc NCE and (c) examine docurncntary

cvxdcnce of trader motlvcs

A. Functions of thé NCEk

'Ihc National Chccsc Exchange serves two functions: (a) it provides a centralized cash
market at which members may buy or scll checsc cach Fnday mormng for about 30 mmutes
beginning :at ”10:0’0 a,m.; ;a.nd ®) it cstabhshes a bloc’k’ and barrel price or market op1mon" based

on t‘hek'las;"syalé,'khighest bid or lowest offer. The "market opinion" or settlcment price is used as

! Although there are about 40 members of the’Exchan‘ge representing over 90 percent of
the cheese manufactured in the United States, only a few members actualiy trade on the
Exchange

% The NCE does not issue the barrcl/block “market opimon” at the end of cach tradmg day.
Rather, The Cheese Reporter, a trade publication not affiliated with the NCE, reports a
"Market Opinion" as to the price level at the end of each trading day. It began doing so
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the basis or reference price in formula pricing 90-95 percent of all cheese transactions made off
the NCE.> Many marketers also use NCE prices to establish the wholesale selling price of
cheese, both for private label brands sold to grocery retailers and food service cheese customers
and, to some degree, forwcalﬂccr company brands.

There are conflicting views as to the primary function of the NCE and the motives of
leading traders on the Exchange. One view holds that traders use the N CE primarily because it
provides a cash auction market for the sale or purchase of cheddar cheese. An alternative view
is that traders use the Exchange in order to influence the price.

Amonfg those holding the first view is the long-time president of the NCE, Richard J.
Gould. As he sees it, |

[Tlhe primary purpose of the Exchange is to furnish facilities for those who want the
Exchange as an alternative source of supply and as a place to dispose of a surplus. Itis

~ an alternate market but it cannot be used for distressed or otherwise unmarketable cheese.

The Exchange can and does furnish a comfortable market alternative in a highly
competitive business. Most trading in cheese, however, is done in regular commercial
channels--rctaﬂ and wholesale outlets. The pnmary value of the NCE lies in its
availability.* /

all transactions on the Exchange. Subsequently, the USDA assumed responsibility to act
as the market reporter and to report Exchange prices in its Market News Reports. "All
About the National Cheese Exchange," The Cheese Reporter, Madison, Wisconsin,
October 21, 1988, pp. 47-48. Thereafter, the Cheese Reporter has continued to publish a
market opinion based on the "last significant transaction” on the Exchange as reported i in
USDA Market News reports.

3 Kraft Gencml Foods, Inc., Natzonal Cheese Exchange, May 10, 1990, KGF 16971,
- 16978. '

4 Richard J.Gould, "The National Cheese Exchange," in M.L. Hayenga (ed.), Pricing
‘Problems in the Food Industry (with Emphasis on Thin Markets), Northwest Re gional
Research Bulletin 261, College of Agriculture and Life Sciences, Umversny of
Wisconsin-Madison, February 1979, p. 80.
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Although NCE pnces are used asa bas1s for pncmg 90-95 percent of manufactured
cheese transactions made off the Exchange Mr Gould explams that settmg cheese pnces is not
~ the "real function" of the NCE:

[T]he emphasis placed on the meaning of Exchange transactions (Exchange prices) often
overshadows the real function of the Exchange. Perhaps this is a result of the
transactions being of such great interest to so many people other than the members of the
Exchange. However, the Exchange does not exist to furnish an index as to the value of
- cheese. It serves as an index because it more openly and acnvely reflects supply and
e ':demand condmons than other som'ces of mformanon o

Some dany markenng econormsts have accepted this view of the Exchange As Harold

W. Lough has put it

The primary purpose of the Exchange is as a source of supply and a place to dispose of
surplus. Itisan alternanve market since most trading in cheese is done through regular
commerc1a1 channels.®

~ Many leading industry members also characterize the NCE solely as a place to sell and

¢ eese.? Two prominent cheese executives described the National Cheese Exchange as

Id., “Hlstory and Funeuon of the Nanonal Cheese Exchange Inc.”
; eegraph), p. 11, attached to letter from R.J. Gould to Wesley ngo, Securities
ommissioner, State of Wisconsin, May 17, 1991.

_Harold W. Lough Cheese Pncmg, Agncultural Econoxmc Report No 462 USDA,

i In the;course of our interviews of leadmg traders on the NCE practlcally all company
officials interviewed characterized the NCE as an alternative outlet or source of supply
and stated that they believed it accurately reflected overall market conditions. In follow-
up questions some offi cials acknowledged it also served purposes other than an
alternative outlet for, or source of, bulk cheese. Some persons interviewed questioned
 the effectiveness of the NCE as an efﬁcwnt pnce dzscovery mechamsm and beheve itis
i susceptxble to price manipulation.
; - The unanimity of responses by some leadmg companies suggests that they may
%g have dlscussed with the Exchange president and others the “strategy” to follow in
i ' response to the i 1nvest1gat10n of the Department of Agriculture, Trade and Consumer
“Protection. This inference is supported by an internal memorandum of one leadmg
company, which stated, in part: :




Public Report IV-4 0

...a facility for trading by members who have extra cheese inventory on hand to dispose
of or who have need for supplies over and above what they have on hand or can assemble
before needed.®* g £ s : -

The publicly stated position of Kraft General Foods, Inc., is that it buys or sells on the

NCE in order to balance inventories with demand. = Kraft expressed this view ina 1991
"position paper” as follows: M

Kraft manufactures approximately 30 percent of the natural cheese it uses in and sells as

- natural and process cheese products. Nonetheless, Kraft maintains substantial inventories
of cheese and attempts to match its inventories with expected sales to the retail grocery
trade and, ultimately, to the consumer. When the demand for Kraft cheese products is
less than anticipated, as it has been in the past year, Kraft sometimes finds itselfina
position of having excess inventory. Consequently, although Kraft is a net buyer of
cheese, the company sometimes has excess inventories.

" The National Cheese Exchange (NCE) is under investigation by the Wisconsin
Department of Agriculture....There are also rumours that Congress, the House
Subcommittee on Livestock, Dairy and Poultry, may hold a hearing on the NCE.
We have met with the NCE to discuss a strategy and we plan to meet with other
members when appropriate. Emphasis added. [[Source deleted in public report as
not essential.]]

8  Vincent L. Zehren and DD. (bavé) Nusbaum, Process Cheese, SChrciber Foods, Inc.,
Cheese Reporter Publishing Co. 1992, p. 92. This source was summarizing the views of
D.D. Nusbaum and H.A. Palmiter, expressed in an article in The Cheese Reporter, June
1983,p.8. i ol e ey | g

®  The posiﬁon paper was prepared in iopposition toa pmpdsed stockhbldcr rcsbhition
 which, among other things, would have prevented Kraft from selling on the NCE.

Donald Fried, Vice President of Philip Morris, to Reverend Seamus Finn, O.M.L, Re: -
Stockholder Resolution, November 15, 1991. An internal Kraft Position memorandum, *

evidently prepared for the purpose of rebutting a stockholder resolution, explained in

more detail than did its public "Position Paper" why Kraft traded on the NCE. Kraft

General Foods, Inc., National Cheese Exchange (NCE) KGF 16913-16917. Although

the document is undated, it discusses the manner in which Kraft disposed of surplus

cheese in 1991. e B
L
i
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, - Cheese is sold both on the National Cheese Exchange in Green Bay Wisconsin ,
and in private transactions. Kraft uses both methods for buying or sellmg cheese in order
to balance zts mventones wzth demand for zts products i
In thlS v1cw, the NCE is no dlfferent than other cash commodlty auctlon ma:rkcts, such as
hvestock or tobacco leaf auct:ons, wherc each partlmpant s posmon in the market 1s predlctable

(a) producers of thc commodlty are sellcrs, (b) processor—markctcrs of the commod1ty are

buyers, and (c) brokers are buycrs or scllers dcpendmg on whorn they reprcsent In compcutxvc

‘ commochty markets pnces are set by the nnpersonal mtcractmn of many buycrs and sellcrs

Hence pnccs arc the end result not thc object of tradmg

Others howevcr, accept the alternatlvc v1ew of the NCE—-that lcadmg parumpants trade
fcr the cxphcxt purpose of mﬂuencmg pnces For cxamplc thrce promment dany markctmg
economists obscrved that at the NCE i ’ |

[T]rades are not normally made for merchandising, but instead are made primarily when
- product traders feel price adjustments are needed to reflect supply-demand conditions.”

- Some traders also explicitly reject the notion that the NCE is 'simply a place to buy and

sell cheese. As one trader interviewed in the course of this study stated,

The Exchan ge is nota place where you go with a load of cheese with expectations to sell
lt.n ’

Another cheese industry executive interviewed stated that the NCE served two functions:

°  Fried, op. cit., p. 4; cmphasis added.

' Robert E. Jacobson, Jerome W. Hammond, and Truman G. Graf;Pribi::gGrade A Milk
Used in Manufactured Dairy Products, Research Bulletin 1105, Ohio Agricultural
Research and Developmcnt Ccnter Woostcr Oh:o, December 1978 P 36

12

: Waync Hocckcr Gencral Counscl Mld-Amenca Dalrymcn Inc., typedtranscnpt of
recorded interview, August 2, 1993, p. 59. Rt
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My opinion is that it serves both functions [trading to satisfy one's commercial needs and

“to influence price discovery]. At times...people are selling cheese on the Exchange
because they have no other place to go.... But it also serves...the price discovery thing. I
think there are times when people offer to buy or sell, not because they really want to

- change their supply, but because they have some strong opinion about the long-term
supply and demand that they don't think is being registered properly in the price."

Some industry members’ intervicwéd believe that buyers and sellers of chééée have had a

specific interest in influencing the direction of NCE prices. As one company executive putit: |

AMPI and Mid-Am have generally been buyers and Kraft has more often than not been
selling. And, you know, I don't think there's anything abnormal about that. If Kraft had
any bias toward an overall price, I should think it would be a bias toward wanting to buy
as efficiently as they can buy--at as low a cost as they can. That's their business. That
doesn't mean that they want low prices, because they need to maintain enough of a price
‘to maintain a supply. You know, but it would be logical that they would want to buy at
the best price that they could and still accomplish their objectives of buying enough good
quality cheese to fulfill their business purpose. AMPI and Mid-Am, on the other hand, if
we have any bias, it would be toward wanting higher prices. We certainly want higher
prices, but we must accomplish this within the constraints of the marketplace...."*

- In addition to :thcl abové monves for trziding on thé, NCE, some trading may occur solely

to influence the spread between block and barrel prices. One executive said that whilek his

company’s principal reason for trading on the NCE was to buy or sell cheese, “the other thing

nls

that would be important to us is the value between blocks and barrels.””

13

14

15

Interview of Mark Firth, Regional Manager AMPI North Central, typed transcript of
recorded interview, July 29, 1993, pp. 34-35. , :

‘Mark Firth, AMPI North Central Regional Manager, typed transcript of recorded
“interview, July 29, 1993, p. 39. ~ e o

Douglas Johnson, Vice—President of Dairy Food Operations, typed tfanséﬁpt of recorded
interview of Land O' Lakes, April 29, 1993, p. 28. See Chapter 5, Section E, for more
on pricing to influence the block-barrel spread. :
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- An internalmemo/ran/dumof another company explicitly included such trading as part of

its current strategy: "Bid barrels if necessary to prevent block/barrel spread increase."'®
~ In summary, some dairy marketing specialists and some leading traders acknowledgc that

participants on the NCE trade not merely to obtain or dispose of cheese but to register their view
as to the most appropriate price, given 4market~sxipply and demand conditions. Thus, participants
may often tradc fo‘r"f'the"explig:it purpose of inﬂue’ncing prices. | In this situation, leading traders
énjoy some discretion in influencing or managing prices, at least in the short run. The extent of |
diséretibn,‘ depends f'on‘thekrelativé’makrket power of participants and on whether they act
independently or cooperatively, either by tacit or overt agreement."” Iffzthcrc are numerous
buyers and Sellers, each with a small share of the market, it is not possible for individuals to
influence price. In that case, a trader's only motive for trading would be to use the market as an

altcmatlvc cash market However, in h1gh1y conccntratcd markets like tha NCE, individual

' traders havc the potenual and mcentlve to mﬂucnce the market price. Dctcrnnnmg whether such

traders use this potential requires cxammatx’on of their actual trading conduct.
' B. Purchases and Sales Patterns
- Here we examine facts helpful in testing the conflicting hypotheses of trader motives. If
those trading on the Exchange use it primarily as an outlet for or source of cheese, one can
predict whether particular participants will be primarily buyers or sellers: (a) firms that are.

primarily cheese manufacturers that sell more bulk cheese than they buy off the NCE will use

16 Schreiber Foods, Inc., Vice President-Purchasing to top corporate managers, "SFI Market
Position and Current Strategy,” July 24, 1989, Bates 4724.

7" F.M. Scherer and David Ross, Industrzal M arket Structure and Economzc Performance
1990, pp. 235-274. e ‘ « £ e
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the NCE mainly as an alternative outlet for surplus cheese; (b) firms that are primarily marketers
of cheese and that buy most of their manufactured cheese requirements from other companies off
the NCE will:bé primarily buyers on the NCE; and (c) brokers will either buy or sell on the
NCE, depending on whom they represent. -

Not all NCE traders fit neatly into these categories. At times companies buying most of
their cheese requirements from manufacturers may commit for cheese exceeding their needs. If
such firms have inflexible supply agreements, they may be forced to dispose of the excess
supply, though typically they do not do so on the NCE. Likewise, a cheese manufacturer selling
more cheese than it buys may at times find itself short of cheese to fill its commitments to cheese
converters/marketers, food retailers or finished product customers, forcing it to look elsewhere
for supplies. But in general one would expect that a participant's trading activity on the
Exchange would follow the overall pattern outlined above. Hence, one test of the hypothesis
that‘ thé’ NCE is used maihly as an outlet for or source of cheese is whether the participants’
trading conduct follows a pattern consistent with whether they are primarily buyers or sellers of
bulk chéese off the NCE.

Tables 4.1 and 4.2 display the total cheese purchases and sales of companies on the NCE
during 1980-1993. (The companies are grouped by the categories described abovc.)”3 Since
some leading participants abruptly cﬁanged their tradihg conduct about 1987-1988, we divided
trading activity after 1980 into two periods: 1980-1987 and 1988-1993. (Only companies
accounting for more than 1 percent of all transactions are shown in the body of the tables; others

appear in footnotes.)

18 See Chapter 2 for the basis of this characterization. |
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¢ - ,'Dgﬁng.1980-1987 , firms that engaged primarily in cheese manufacturing and that sold
more bulk cheese than they bought off the NCE, also were primarily sellers on the NCE, selling
6.2 loads for every load they bought(’l’ablek,’,fl.l). 'Firms that are primarily marketers of cheese
and that bought more bulk cheese than they sold off the NCE, also were primarily buyers on the
NCE, buying 2.9 loads for every load they sold. These trading patterns are consistent with the
hypothesis that during this period the NCE was used as another cash market to dispose of or
obtain cheese. ’

- When viewed aggregately, the facts displayed in Tables 4.1 and 4.2 indicate that in 1988 a
reversal dccurred in the trading patterns of leading market participants. During 1980-1987 the
firms that sold more bulk cheese than they bought off the NCE were primarily sellers on the
NCE. But during 1988-1993, they became primarily buyers on the NCE. The opposite is true for

the firms that bought more bulk cheese than :t}xey sold off the NCE. Whereas during 1980-1987

‘they weré“primérilymyers on the NCE, during 1988-1993 they became primarily sellers.

- However, the overall patterns conceal important shifts within the groups of traders. In the
marketing group, fbr exaxﬁple,‘ two leadiﬁg participants did not changs their buying patterns:
Beatﬁce and Schreiber bought much more during 1988-1993 than they sold, just as they had
during 1980-1987. Kraft alone accounts for practically all of the reversal in aggregate trading by
cheese marketers: whereas during 1980-1987 Kraft sold 1 2 loads for each one it bought durmg
1988- 1993 Kraft sold 73.5 loads for each one it bought. Two other leadmg checse markcters
Borden and Alpme Lace, also sold more than they bougkt durmg 1988-1993. Some differences in
busmess charactenstlcs betwecn ﬁrms ‘within the markenng group appear to account for

dlfferences in tradmg conduct Kraft, Borden and Alpmc Lace market prcdonnnanﬂy branded
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cheese products, whereas Beatrice and Schreiber market mainly private label or weaker company
brands to food retailers and to food service and other non-retail outlets where brand preferences
are unimportant. The significance of these differences amo'ng marketers is discussed below.

A similar shift occurred in the manufacturing group: during 1980-1987 this group sold 6.2
loads for each one they bought, but during 1988-1993 they bought 5.6 loads for each one sold. As
in the marketing group, only a few traders are responsible for the reversal. Mid-Am, Land O’
Lakes and AMP], three large agricultural cooperatives and the lérgest manufacturer-traders of
1988-1993, bought 11.2 loads for each load they sold, thus making 39 percent of all barrel and
block purchases on the NCE. During 1980-1987, these three traders bought only one load for
each 8.5 loads they sold, amounting to only 4.3 percent of all NCE purchases.”” As with the
marketing groﬁp, some traders did not change their behavior from one period to the next:
Bongards’, a smaller cooperative, remained a seller-trader throughqut. :

Kraft's transition to exclusively seller-trading actually begaxi in August 1986 andi
continued thereafter.”® The fact that the cooperatives did not become primarily buyc;-traders
until 1988 suggests they were responding to Kraft's change to a seller-trader more than one year

earlier.

19 AMPI made no trades on the NCE during 1980-1987 (Table 4.1).

% From January through July 1986, Kraft bought 94 loads and sold no loads of barrels and
blocks. Beginning August 29, 1986, through December 1986, Kraft sold 104 loads and
bought none. Thereafter it was exclusively a seller-trader on the NCE. It bought 22
loads of blocks in 1990, but these purchases evidently were made to affect the block-
barrel spread, not to buy blocks, since Kraft had a surplus at the time. See Chapter 5,
Section E.

P ——

L
L

JS———

P




i
L

T

Public Report - IV-13
Thus the facts indicate that during 1980-1987 various firms conducted their trading ina
way one would anticipate, given their primary functions, and in consistency with the first view
of the NCE discussed earlier: cheese manufacturers used the NCE as an alternative outlet for
surplus cheese and cheese marketers used it as a supplemental source of supply. Conversely,
during 1988-1993 trading conduct assumes a pattern one would expect to see if traders were
interested primarily in using the NCE to influence prices. Among cheese marketers, Kraft's
revcisal véf role fro;h "a b’uyef‘to a seller is particulé.rlyk signiﬁcant; if"thc,N CE ;wei‘le being used
as a?SﬁPﬁlémeniai cash market, one would expect marketers (like Kraft) that buy all or most of
their bulk cheese to be on both sides of the market. Although we expect such firms to be mainly

buyers, from time to time they are also likely to have surpluses, some of which they may dispose

- of on the NCE. It is, therefore, difficult to reconcile Kraft's change in trading behavior with the

~ contention that traders use the market mainly to dispose of surpluses or to remedy shortages.

~ There are significant differences in the trading pattcms of barrels versus blocks sold on

~ the NCE. More carloads of barrels than of blocks are sold on the NCE: barrels accounted for 67

percent of allsalés, during 1980-1987 and 68 percent during 1988—1993. During 1988-1993,
Kraft had a larger share of barrel than block sales, 83 percent versus 53 percent (Appendix
Tables4.2aand 4.2b).

- The reversal of trading roles of some leading NCE participants was great in both barrels

and blocks. Kraft's share of total NCE barrel sales rose from 25 percent during 1980-1987 to 83

- percent.during 1988-1993. Kraft's share of total block sales rose from 16 percent during 1980-

1987 to 53 percent during 1988-1993.
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* Brokers may trade for either buyers or sellers of cheese on the Exchange. In fact,
however, during both the 1980-1987 and 1988-1993 periods leading brokers were predominantly
seller-traders. Brokers' share of NCE sales were 10.2 percent in 1980-1987 and 7.0 percent
during 1988-1993 (Tablcs4~1 and 4-2). Their shares of purchases in these two periods were 0.0
percent and 2.8 percent, respectively. In both periods, Dairystate was the leading broker.

Because a broker may represent a number of different companies, its total Exchange
transactions do not reflect the importance of the individual companies it represents. Although
brokers generally represent mainly small cheese makers on the NCE, as is shown in Chapter 6,
they may, at times, represent large cheese manufacturers. ‘

Alpine Lace, which is included in the cheese marketers group above, also has operated a
brokc‘rage business, Market Cheese Traders. We have not included Alpine Lace among the
brokers because it is predominantly a marketer of specialty cheeses. Moreover, the NCE acﬁvity
reports do not identify whether Alpine Lace trades are made for Market Cheese Traders or made
in its own behalf.*"

The above facts indicate the following:

1. The overall trading patterﬁ of major cheese manufacturers and marketers during 1980-
1987 was that expected in a cash commodity auction market. Thus their conduct was consistent

with the hypothesis that they were using the NCE as an alternative cash outlet or source of

supply.

2 See the following section for a discussion of the business characteristics of Alpine Lace.
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2. The overall trading conduct of cheese manufacturers and marketer-traders during

1988-1993 was nof consistent with that expected in a commodity auction market serving solely

oty

as an outlet or source of ‘shpply.' Rather, their trading behavior was consistent with the
hypothesis that the leading traders on the NCE were motivated primarily by a desire to influence
price.

The difference in trading ‘patternsduﬁng the two periods coincides with the change in the
role of cheese price supports. During 1980-1987, cheese prices were determined primarily by
the government price support program; the NCE played a minor role in prices (Fig. 2.8).
However, during 1988-1993, cheese prices were largely above the support price and market-
driven; consequently, there was a sharp increase in the volatility and range of cheese prices. :

" ‘"A"majcry‘Cheesemarketef commented on this change in a 1988 letter to its customers:
: For more than ten years, you had to pay little attention to the cheese market Pnces
~ rarely moved more than a fraction of a cent. The only major changes were when
~governmental price supports took effect and these were generally signaled wellin
advance of the effective dates. As we all know, this pattern of predictability has changed

radically....What once was a docile market for cheese has now taken on a completely
, dlfferent character

In ﬂus envxronment cheese compames have both greater epportumty and greater

mcenuve to mfiuence NCE prices.

P—

C. Business Charactenstlcs of Leadmg Traders

The preceding section documents that in recent years overall tradmg pattems on thc NCE

are conmstent w1th the hypothems that most tradmg on the NCE occurs to mﬂuence pnce Here

we exarmne the leading traders’ busmess characteristics that may ‘motivate them to engage

S s,
o

2 Schreiber Foods, Inc., Senior Vlce-Presment and General Manager, letter to retaﬂ
customers, Sept. 30, 1988, Bates 109. : ;
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primarily in either buying or selling on the NCE. This analysis involves determining how
changes in the level of NCE prices,may affect each trader's profitability and, therefore, its
motive for attempting to influence NCE prices in one direction or the other. We also need to
understand both the nature of their business and the extent to which their input costs (of milk or
bulk cheese) and selling prices (of bulk or finished cheese) are related to the NCE. We examine
the business characteristics of the nine leading traders that accounted for 93 percent of all
purchases and 92 percent of all sales during 1988-1993.

In Dcccmber-1988fKraft, Inc. (established in 1903), was acquired by the Philip Morris
Companies Inc;, who merged Kraft with General Foods, Inc. (acquired by Philip Morris in 1985)
to form Kraft General Foods, Inc., a division of Philip Morris. In 1989 Kraft ’Gcneral Foods,
Inc., reportedly had sales of $23.3 bxlhon and made about 10 percent of all retail food sales.”?
Kraft U S. A (a d1v181on of Kraft General Foods, Inc. ) whlch conducts Kraft s chcesc business,
had estimated sales of $4 5 bllhon in 1989.%

Kraft buys about 60 pcrcent of its bulk cheese (70 percent cxcluding cream cheese),
nearly ali from connrﬁttcd sﬁpﬁlieis at NC’Ek—basedkfonnula prices. Tﬁe cbét of cheese ‘
manufactured in Kraft plants is also mﬂuenced heavzly by NCE prices since pay prices for milk

used in makmg cheese are largcly driven by NCE pnccs

A M. Freedman, “Corporate Focus: Miles will Lead Kraft General Foods, Marketing
* Whiz Must Smooth Merger at Philip Morris,” The Wall Street Journal, September 28,
1989. , : ,

* I

¥ See Chaptef 2, Section E for a discussion of milk pricing.
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~ In 1990, Kraft reportedly sold through retailers 852 million pounds of finished cheese
products with a retail value of about $3 billion under Kraft consumer brands.® In 1990 Kraft
brands, which command significant price premihms, reportedly accounted for the following
shares of retail cheese sales: cream cheese, 70 percent; processed cheese, 58 percent; natural
cheese, 30 percent; combined share, about 44 percent of total retail cheese sales.”
- Before 1985, Kraft’s cheese prices charged to retailers were apparently tied to NCE
prices. In January 1985 Kraft informed its reta,xl tradc customcrs that,
Effecnve January 31, 1985, Kraft will no longer automatically link its cheese pnces to
the National Cheese Exchange's weekly opinion. Rather Kraft will change prices as
business conditions, costs and competitive situations dictate. This is consistent with the
pricing practlce on other Kraft products, such as salad dressings, margarine and pasta

products

Thc decouphng of Kraft s wholesale pnces ﬁ.'om the N CE also changed the nnpact of the

. NCE pnce on Kraft s margms Before 1985 both Kraft s purchases and salcs were pnced off the

NCE, After Kraft decoupled Wholesalc pnccs from NCE pnces, changes m wholesale hst prices
were made much lcss frequenﬁy than changes in NCE pnces Although Kraft cannot pncc

ennrely mdependently of other company brands or of the pnvate label brands of retaﬂers, during

% SAMI 1990 Million Dollar Brands. Another source estimated Kraft retail sales as 2,647
: rmlhon in 1990 Appcnchx Table 6. 4d

a SAMI 1990 Mﬂhon Donar Brands

B Kraft, Inc “Tc Our Customers,” KGF 20822-20823 Kraft gave several rcasons for the
- change in pricing policy mcludmg the need to "protect our customers and ourselves from
- wide cheese price fluctuations...."; response to customer "complaints about the many
~ price changes that take place as a result of the weekly transactions on the National
~ Cheese Exchange.” The NCE “does not consider changes in the costs of packaging,
 labor, distribution, administration and the cost of aging cheese.” Kraft said that reducing
the frequency of pnce changes would "lowcr admlmstranve cost for both you and Kraft."
Id. KGF 20823. G 5 e s
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1981-1990 it apparently commanded substantial and increasing premiums over other leading

company and private label brands.” Until 1988 it did so without losing market share.*

In the short run Kraft's profit margins for cheese are determined largely by the spread

between the cost of cheese it buys or makes and the wholesale price of cheese it sells. Since the

cost of cheese purchased by Kraft is tied directly to the NCE, whereas its selling prices are not,

Kraft has a financial interest in the level of prices established on the NCE.*» Leading Kraft

com‘i)etitors generally acknowledge that Kraft, like other sellers of strong brands, benefits from

lower NCE prices.®? This price relationship is documented in Section F, Chapter 6. -

o sy

29

30
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Appendix Tables 6.10 and 6.11; Chapter 6, Section E.

Kraft’s dollar share of all processed natural and cream cheese was about 46 percént in
1981 and in 1988. SAMI Million Dollar Brands. (T

 Chapter 6, Section E, includes a statistical analysis of the relationship between NCE

prices and Kraft’s gross margins. It documents that Kraft’s gross margins increase as
NCEpricesdecrease.. . 0 00 00 e
An additional analysis of the relationship between NCE prices and Kraft's gross

_margin used data supplied by Kraft and revealed a statistically significant negative

relationship between NCE prices and gross margins. Although this is as expected, the
data submitted by Kraft were for list prices and were aggregated across all types of Kraft
cheeses. Because of this limitation in the data, we consider the results only a rough
estimate of NCE-gross margin relationships for Kraft.. The analysis was based on data
provided by Kraft in response to a Demand for Document Production by the Wisconsin
Department of Agriculture, Trade and Consumer Protection. o

During an interview by an investigator of the Wisconsin Justice Department, Mr. Jerome
Folz, Beatrice's trader on the Exchange since 1984, expressed his belief that Kraft has a
financial interest in lower NCE prices. The investigator's report stated, in part:
- ...Mr. Folz explained that Kraft has a fixed price on all of its retail products that it
- sells. However, the purchase price on all of the cheese products that Kraft
purchases is variable. Therefore, Mr. Folz related that Kraft would have a good
reason to want to lower the purchase price in order to provide a greater margin of
profit on the retail end. Rosemary Perrizo, Investigator to Matt Frank, Assistant
~ Attorney General, Wisconsin Department of Justice, February 3, 1988, p. 5.

Another large cheese company executive interviewed for this study,gave a similar
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Borden, Inc., incorporated in 1899, had annual sales of $5.5 billion in 1,993.5 Itsﬁh@ﬁ@
business is conducted by its Refrigerated Products Division. Borden brand cheese sales had a
reported retail value of $232 million in 1990. Borden is predominantly a marketer of processed
cheese that buys all its raw material cheese from manufacturers. Practically all these purchases
are cheddar barrels and blocks purchased at NCE-based formula prices. Borden procures most
of its‘ bulk cheese ,requircments under committbd~supplyagrcemcnts,purchasing‘th,e remainder in
the spot :mérkét and on the NCE*® ’

Thc:great majority of Borden's cheese is sold to retail outlets under the Borden brand,
which in 1990 reportedly accounted for 8.1 percent of all grocery store sales of processed cheese

and 0.5 percent of natural cheese.* Although its brand share is a distant second to that of Kraft,

explanation of how Kraft's selling on the NCE could enhance its margins:
They [Kraft] buy a lot of their product based on the barrel market [NCE
opinion]...Kraft doesn't always sell their finished product based on the market at
all; they have a fixed price. So as they are a bigger offerer on the Exchange and
they drive...the cost lower for them, they've enhanced their margins because they
sell at a fixed price. James Lauderdale, Vice-President Sales and Marketing,
Mid-America Dairymen, Inc., typed transcript of recorded interview, August 2,
1993, p. 43.

% Borden, Inc., Han Kim, Vice President-General Manager, Refrigerated Products, typed
transcript of recorded interview, August 31, 1993, p. 23. Data submitted by Borden
revealed that it bought over one-third of its bulk cheese from spot suppliers during 1989-
1991. Borden, Inc., “Refrigerated Comparative Analysis Summary of Receipts by
Vendor for Bulk Cheese.” It bought only four loads on the NCE during these years
(Table 4.2).

¥ SAMI 1990 Million Dollar Brands. I.R.I. Infoscan data as reported by Cotterill and
Franklin, op. cit., state that in 1992 Borden accounted for 9.1 percent of American
processed slices and loafs sold in grocery stores.
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Borden brands command a substantial premium over private label and lesser processed cheese
brands (Appendix Figure 6.2).

Until 1985, Borden's wholesale prices to retailers were formula-priced off NCE prices.
When Kraft discont‘inucd‘formula-pricing‘in 1985, Borden did likewise and sold at list prices
that generally followed Kraft's, though at a somewhat lower level.

* Since Borden formula prices the cheese it purchases while selling its branded cheese to
retailers at list prices that since 1985 change infrequently, it has the same financial interest as
Kraft in lower NCE prices; i.e., Borden cheese profit margins are determined largely by the
spread between its wholesale prices and NCE prices. Because Borden's private label business to

Tretailers is relatively more important than Kraft's, NCE price changes may affect Borden's -

‘margins less than Kraft's. On balancc’, however, its financial interest in the level of NCE prices

P
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is the same as Kraft's.® Since Borden is a much smaller factor in the market than Kraft, Borden

tends mostly to follow Kraft's moves in wholesale pricing and on the NCE.*

- Borden Inc., Han Kim, Vice President-General Manager, Refrigerated Products,
acknowlcdgcd that although Borden has some private label and food service business,
"Borden...and most branded people...would like to see a lower cheese market. That will
gwe us the best.. proﬁt opportunmes [Such opportumnes occur because] they have list

 see.. ccrtam 1ow pomts in the chcese market » Typed transcnpt of recorded mtervmw,
- August 31, 1993, typed transcnpt, pp. 68-69. L

An analysis of the relauonship between N CE,pnccs and Borden's average gross margins
did not yield conclusive results. Gross margins were negatively associated with NCE

- prices as expected, but were not statistically significant. The analysis was based on data

for 1989-1992 submitted by Borden in response to a Demand for the Production of

- Documents by the Wisconsin Department of Agriculture, Trade and Consumer

Protecnon
~ This was an atypical pcnod in which to examine the rclatlonshlp between NCE

k pnccs and Borden’s gross margins. Kraft increased its gross margins by unptccedented
- amounts during 1990-1991, following a largc pncc increase in late 1989. When this

move resulted in a substantial widening of the price gap between the retail price of Kraft

‘brands and private-label brands, Kraft lost market share (Appendix Table 6.4a). Since

Borden brand retail prices followed Kraft brand prices upward (Appendix Figure 6.2),

Borden also lost market share. Kraft rcsponded to its lost share with a large trade

allowance program and several deep price cuts. As Borden responded to Kraft’s conduct,

the result was a substantial variation in Borden’s list prices, which probably explains our

findings of no significant statistical relationship between NCE pnccs and Borden’s gross
margins.
A trade source reported that,
Kraft’s offensive has hurt rival Borden, Inc. Although Borden’s cheese sales
began to pick up in the 12 weeks ended Dec. 27, dollar volume for cheese still
fell 3.5% for the period and 9.7% for the year....Borden’s promotional spending
increased 20% to 30% last year, according to Mitch Wienick, senior vice
president for dairy products.... S.L. Hwang, “Kraft Puts Cheese Market in
Ferment,” Wall Street Journal, March 18, 1993, p. B3.

Han Kim, Vice President-General Manager, Refrigerated Products, Borden Inc., stated

~that: "We are not rcally the pace setters; rather we are more followers,.. you know, we

are trying to survive in the market place maintaining what sharc we can gct. Typed
transcript of recorded interview, August 31, 1993, pp. 53-54. :
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Alpine Lace Brands, Inc

Alpine Lace Brands, Inc., (First World Cheese until June 1991) has two principal
businesses, a branded cheese business that develops, markets and distributes specialty cheeses
under its own brand, and a cheese commodity business operating as Market Cheese Traders. In
1993, Alpine Laee had total sales of $180 million, a relatively small percentage of which came
from Market Cheese Traders | k e vt o
‘ Alpme Lace sells pnmanly nutrmonal cheese that is low’ in cholesterol and sodrom,
mcludmg non-fat cheese Market Cheese Traders serves as a broker for buyers and sellers,
trading pnmanly in the spot market but sometlmes on the NCE

Alpme Lace rehes predommantly on bulk cheese bou ght ﬁom others and makes some
cheese under co—pack arrangements While it buys bulk cheese using NCE—based formula prices,
Alpme Laee cheese brands are sold to retailers at hst prices not coupled to the NCE These
pncmg practlces grve Alpme Lace the same f’maneral interest in lower NCE pnces as that of

Kraft and Borden Although Market Cheese Traders busmess asa broker does not. grve it an

mterest in the drrectron or level of NCE pnces busmess logic suggests that, when trarhng on the

NCE it will act ina manner consrstent wrth the overall ﬁnancral mterest of Alpme Lace.®

3 Moody's OTC Industrial Manual, 1994, 1061.

% The trader on the NCE is an employee of Alpine Lace, not of Market Cheese Traders.
[[Source deleted in public report as not essential]] ,

3

-

o
gr




Vo
S

i,

sy
e

o,

e —

e —

Public Report . Iv-23

Beatrice Cheese, Inc., is an independent operating company of ConAgra, Inc., with sales
of $23.5 billion in 1993. ConAgra acquired Beatrice in 1986 after Beatrice had expanded its
cheese business in 1984 by acquiring Esmark, Inc., owner of the Pauly Cheese business.

‘Beatrice manufactures 50-75 percent of the cheese that it sells. In recent years it has
become a large manufacturer of mozzarella cheese, which it sells to pizza companies. It also has
a siz‘;ble,»processéd?cheesc operation where it mainly uses"puIChaséd cheddar barrels. Beatrice
does not have a strong consumer franchise fof its finished cheese products, which are sold
predominantly as private label brands to food service outlets, retailers, and industrial users.”
The whoiesale prices charged customers in these various market segments are either formula
pricedtoff the NCE or else they are competitive with other formula priced products.

Bcatncc s pay prices for Taw material chccse are formula priced off N CE pnccs, and its
pay pnccs for mllk used in its own manufactunng plants are also driven by changes in N CE
prices. Although both Beatrice's buy and sell prices are coupled to Exchange prices, it may
benefit from higher NCE i)ricés‘ because of its processed cheese business. Consider the
following hypothetical example provided by a marketer of processed cheese: (a) Assume a
company formula prices its processed cheese products to retailers based on the NCE barfcl price
plus an "overage" to cover processing and distribution costs including a profit margin; and (b)

assume that raw material cheddar cheese represents 70 percent of the cost of making one pound

* In 1990, Beatrice brands reportedly accounted for 0.7 percent of total retail processed
cheese sales and 3.0 percent of total retail natural cheese sales. SAMI 1990 Million
- Dollar Brands. Beatrice’s brands had much smaller price increases between 1981 and
1990 than did Kraft brands (Appcndxx Table 6.11). ‘ ‘




Public Report ' IV-24
of finished product. In this example, holding other things constant, a 10 cent per pound increase
in the NCE barrel price increases the whoklesale price of the finished product by 10 cents per
pound and increases the cheese manufacturing cost by 7 cents per pound, thereby adding 3 cents
per pound to the price-cost margin.*’ The effect of changes in NCE prices on a seller's price-cost
margin varies with the type of processed cheese sold. The effect is largest in "cheese food and
spreads," where non-cheese ingredients may account for as much as 49 percent of the weight of

| the finished product. The 'efféct of NCE prices on Beatrice also depends on the importance of
processed cheese products in its sales mix. 'Sinéc we esﬁmate processed cheese products account
for only about one-fifth of Beatrice cheese sales, the source of potential profit enhancement
described above is probably quite modest.*

Beatrice has another financial incentive to buy on the NCE. It manufactures only a small
part of its bulk cheddar cheese requirements, procuring the rest from committed suppliers and
the ‘spot' m;afket. Insofar as ‘Beatricé raw matcrial cheese needs exceed the volume available
from committed suppliers, it has an incentive to buy cheddar barrels on the NCE when the NCE
price is below that in the spot market, as has normally been true in recent years. In short, the
NCE often is a cheaper, though less dependable, source of supply than the spot market. This

may have been an important consideration in Beatrice's large purchases on the NCE at market

% [[Source deleted in public report as not essential.]] This assumes that other costs remain
unchanged.

4t An analysis of NCE prices and Beatrice's average gross margins during 1989-1992
indicates that gross margins were positively and 51gn1ficant1y related statistically to NCE
prices one month earlier. However, Beatrice's margins were only modestly enhanced by

- higher NCE pnces The analysis was based on price-margin data supplied by Beatrice
Cheese, Inc., in response to a Demand for Production of Documents by the Wisconsin
Department of Agriculture, Trade and Consumer Protection.

|
p

g



s

i

Public Report ; IV-25

bottoms. If so, this buying may not have been an attempt to raise prices but to exploit a buying

opportunity.*?

Schreiber Foods, Inc., is a private corporation founded in 1945 and headquartered in
Green Bay, Wisconsin. It reportedly had 2,300 employees and total sales of about $900 million
in 19942 |
~ During 1988-1993, Schreiber bought the bulk of its raw chees’ekrequircments (from
committed sui)plicrs,fffrom the spot ﬁmarket, and on fhc NCE). Schreiber's purchases were
formula-priced off NCE prices. Schreiber’s primary business is marketing processed cheese
products; whereas Beatrice is the major supplier of pizza chains, Schreiber is a leading supplier

of fast food hamburger chains.* Less than 50 percent of its sales are to retail supermarkets,

- where it primarily supplies private label products.*’ Schreiber's wholesale prices are either

~ formula priced off the NCE or are cbmpctiﬁve with prices of other products formula priced off

the NCE. 'In‘sofarfas' changes in both raw material costs and processed cheese prices are coupled
to NCE prices, Schreiber benefits from increases in NCE prices and loses from decreases in

NCE prices.** In this rcSpect, its financial interest is similar to that of Beatrice and others sellers

@ [[Source deleted in pubhc report as not csscntlal }]
e lehon Dollar Dzrectory, Leadmg Publzc and Przvate Corporatwns, 1994 P: 4564
“ [ Source delcted in pubhc report as not cssennal.]]

4 In 1990, Schreiber brands reportedly represented only 0.8 percent of total branded cheese
sold to retailers. SAMI, 1990 Million Dollar Brands. This source does not report
| 1nd1v1dua1 sales of private label cheese by the name of md1v1dua1 supplier.

“  For explanatlon of the reasons for this, see dlscussmn of Beatrice above



Public Report IV-26

of NCE formula-priced processed cheese.*’ Like Beatrice, Schreiber may look to the NCE as a.
cheaper source of cheese than its committed suppliers or the spot market, depending on its

flexibility in adjusting the amount taken from committed suppliers. In practice, Schreiber buys a o
small percent of its total needs on the NCE.**

A ericultural C

Three of the leading traders in 1988-1993 were agricultural cooperatives: Associated

Milk Producers, Inc. (AMPI), San Antonio, Texas; Mid-America Dairymen, Inc. (Mid-Am),

Springfield, Missouri; and Land O’ Lakes, Inc., (LOL), Minneapolis, Minnesota. In 1992 AMPI

had 14,729 members with a total milk volume of 16.5 million pounds; Mid-Am had 13,108
members with a total milk volume of 16.5 million pounds; and LOL had 5580 members with a zi
total milk volume of 4.2 million pounds.* These cooperatives have an economic interestin -

NCE prices from at least two standpoints. ‘First, the farmer-members of cooperatives benefit

directly from higher NCE prices because of the linkage to farm milkpﬁces. Indeed,

cooperatives that have sold on the NCE have at times been criticized by their farmer members

because such sales are perceived as potentially lowering cheese and milk prices. Some

cooperatives have become very hesitant to sell cheese directly on the NCE. Thus, cooperatives

4 Analysis of margin data supplied by Schreiber for 1989-1992 reveals a statistically close ;
but lagged linkage to NCE prices. The gross margins were positively related, with a
several-week lag, to changes in NCE prices. An increase in NCE prices yielded only a B
modest increase in gross margins. Based on data supplied by Schreiber in response to a
Demand for Production of Documents by the Wisconsin Department of Agriculture,
Trade and Consumer Protection. ; f ~ f

4 During 1988-1993, Schreiber's average annual NCE purchases of 54 loads per year were
an insignificant percent of its total annual purchases (Table 4.2). -

4 “Mijlk Up 2 Billion Pounds in Top 50 Co-ops,” Hoard's Dairyman, 0cfober 10, 1993, p.
720. i e '
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have a public relations incentive for not selling on the NCE. During 1988-1993, Land O' Lakes
sold more loads on the NCE (74) than Mid-Am (4 loads) and AMPI (18 loads).*
~ Each of these cooperatives converts and markets some cheese to supermarkets, food

service accounts and industrial users. The linkage of NCE prices to the profitability of this part
of their business is difficult to sort out. Mid-Am has no processed cheese operation. Its sales of
natural cheese to food service and retail customers ére'direcﬂy or indirectly linked to the NCE,
but this may not affect Mid—Am"sc margins in the same way they do those of Beatrice and
Schreiber (through increased margins on processed cheese). |

- AMPI processe‘szroﬁghly 10 percent of the cheese it sells. Since AMPI does not have a
strong brand, all of its finished product is formula-priced off the NCE or is sold in competition
‘with other NCE formula priced products. AMPI's shoft-temx profits from its cheese

manufactunng busmess are probably posmvely linked to price mcrcascs on the N CE its proﬁts

, from then‘ conversmn—marketmg busmcss may also be shghﬂy hlghcr w1th hxgher NCE Pprices,

all else remaining the same.
The Land O' Lakes processed cheese accounts for a substantial part of its total cheese -
business. In addition, Land O' Lakes is the only cooperative with moderately strong consumer

brands for cheese (Land O' Lakes and Lake to Lake).” Insofar as these Land O' Lakes brands

% AMPI sold 10 of these loads through a broker as dlscussed in Chapter 6 Secuon A

3 Land 0’ Lakes has the strongest consumer brands among these cooperanves A public
source reports that in 1992, Land O' Lakes retail brands accounted for 1.7 percent of ali
processed cheese, 3.7 percent of natural cheese, and 2.1 percent of natural shredded
cheese. I.R.I. Infoscan data, Andrew W. Franklin and Ronald W. Cotterill, Pricing and
Marketing Strategies in the National Branded Cheese Industry, Food Policy Center
Research Report No. 26, Department of Agricultural and Resource Economics,

‘University of Connecticut, September 24, 1994. In 1990, Land O' Lakes reportedly sold
53 million pounds to supermarkets. SAMI 1990 Million Dollar Brands. Neither of the
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are sufficiently strong to price somewhat independently of NCE prices, Land O' Lakes gross
margins for these sales may be negatively related to NCE prices. Since we do not know the
extent to which their converted products are formula priced off the NCE and the e,xtent to which
they are list priced, we cannot estimate the effect of changes in NCE prices on the profits of
Land O' Lakes' 'conversion/markeﬁngbusiness. The evidence indicates that Land O' Lakes
brands are not nearly as strong as Kraft brands '(Appcnc}ix Tables 6.9a and 6.11).

A farmer-owned coOpcrative interested in maximizing the joint profits of farmer-
members and the cooperatively owned cheese operation is affected adversely when NCE prices
decline and favorably when they rise. Insofar as the above three cooperatives engage in joint-
profit maximizing, they have a financial interest in higher NCE prices, although they cannot be
indifferent to the effect higher prices have on milk consumption and production. Unless they act
in concert and control the supply of milk for manufactured products, in the long run the highest
price they may achieve is the competitive equilibrium price, al;sent govemment support
programs. They do, of course, have a strong incentive to prevent NCE prices from going below

this price, which may occur if NCE prices are manipulated downward.

Since Dairystate Brands differs from the traders discussed above, we are unable, a priori,
to predict whether it has a ﬁnanc1a1 mtercst in hlgher or lower NCE pnccs The fmanc1a1
interests of brokcrs, qua brokers, are ncutral with Tespect to the levcl of pnces since brokers

receivc the same fee r,egardless of pﬁcc. However, the party’ a brokcr represents may have an

- other two cooperatrves had sufﬁment retail brand sales to be rcportcd by SAMI or IRI
Infoscan
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interest in the level of prices. Small cheese companies that have cheese to sell presumably
expect their brokers to obtain the highest available price, whether on the spot market or on the
NCE. But some parties using a broker may have a different objective. As discussed in Chapter
6, on at least one occasion Dairystate represented a large company apparently interested in
lowering the market. Finally, a broker may trade for speculative purposes, either acting in its
own behalf or for others.

 Because of the disparate interests of a broker or of its customers, we are unable to
hypothesize whether Dairystate has an interest in higher or lower NCE prices. In Chapter 5 we
seek insights into Dairystate's motives by examining its overall trading pattern on the Exchange.
Other Traders

" Thirteen other concerns traded at least once on the Exchange during 1988-1993.

“Together they accounted for 7 percent of all purchases and 8 percent of all sales.

- Bongards’ Creameries, Bongards, Minnesota, was the largest of these, selling 75 loads on

the NCE in three different years and buying none. Bongards’ is an agricultural cooperative,

primarily ‘a‘checsemanufécturcr, and was primarily a seller both in 1980-1987 and in 1988-1993

(Tables 4.1 and 4.2).
Masters Gallery Foods, Inc,, which began operating in Plymouth, Wisconsin, in 1974,

sold seven loads and bought 62 loads on the NCE during 1988-1993. Masters Gallery, a seller in

" two years and a buyer in two years, is a cheese marketer that manufactures no cheese; i.e., it

purchases all the cheese it converts and markets. Its trading pattern on the Exchange is

consistent with that expected of a cheese marketer that does not have a strong consumer brand.
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Northern Wisconsin Produce Company, a cheese broker in Manitowoc, Wisconsin, sold
18 loads and bought 33 loads during 1988-1993. It was a seller in three years and a buyer in five
years.

Marathon Cheese Corporation, Marathon, Wisconsin, sold 35 loads--all in 1990--and
bought none. Marathon is a specialized cheese converter that engages primarily in the business
of converting cheese into finished products for other companies, especially Kraft with whom it
has had a co-pack arrangement for several decades.’ It manufactures very little cheese. About
40 percent of the cheese it co-packs for other companies is supplied by those companies. Since
Marathon is a co-pack converter, its financial interests appear to be unaffected by the level of

cheese prices.

, a cheese broker in Beetown, Wisconsin,

sold seven loads and boﬁght 20 loads on the NCE during 1988-1993. It was a seller in one year
and a buyer in two years. k

‘The remaining eight concerns each accounted for less than 1 percent of all NCE
transactions during 1988-1993, most trading during only one or two years. All but three of these
are located in Wisconsin. The three out-of-state concerns were Dairygold, Inc., Seattle,
Washington, an agricultural cooperative (sold 14 loads); Golden Cheese of California, Corona,
California, a cheese manufacturer and marketer (sold 10 loads of blocks); and Empire Cheese,
Inc., Cuba, New York, a cheese manufacturer and marketer (bought 5 carloads). These concerns

each traded during a single year and during relatively few sessions.

52 Interview of Wayne Hangartner, former Director of Cheese Procurement and Inventories
for Kraft, typed transcript of recorded interview, December 8-9, 1992, pp. 134-135.

.

e




Public Report . Iv-31
Summary

* The business characteristics of cheese companies determine whether, other things
remaining the same, they benefit from lower NCE prices or higher NCE prices. We hypothesize

that the leading traders on the NCE benefit as shown below.

- Total Loads Traded on NCE
1988-1993
Benefit Financiallyif
Company NCE Price is: Sales Purchase

Kraft | Tower o e 1617 0 228

Borden Lower 59 32

- Alpine Lace T Lewer e e B0 el B

Beatrice Somewhat higher 0 773
Mid-Am SR b Highepss Bl s senady ff w 491

~ Schreiber Neutral to Higher 7 322
- AMPI ~ Higher o e 172
Land O’ Lakes Higher 72 189
© Dairystatet =~ Unclear e gl 129 : 29

. Source: Sales and purchases Table 42,

The remamder of thxs chapter exammes (a) the nature and purpose of tradmg (m the spot
market versus the NCE and (b) documcntary ev1dence reIatmg to trader monves :
D Spot Tradmg as Alternative to the NCE
| | Whereas the NCE centrahzes spottradmg at onewlocation for 30 mmutes each Friday,
there is a much larger spot market 'i’nv‘ol”ving’ direct trensacﬁons atfnegoﬁated prices among

cheese compames with short—term shortages or surpluses In recent years about 5 to 10 percent

3 Kraft's purchase of 22 loads of blocks in 1990 apparent’lyk\iv;as motivated by'a desire to
influence the block-barrel price spread, not because it needed blocks. See Chapter 5,
Sectwn E _

% NCE salcs are also spot sales, but herem the term spot sales shall refer only to those spot
sales made off the NCE. B ; :



Public Report ~ 1V-32
of all manufactured cheese has been sold in the spot market, whereas 0.2 percent has been sold
on the NCE.*® The fact that spot sales are more than ten times greater than NCE sales raises
further questions as to whether the primary purpose of the NCE is to provide an "alternative
source of supply and a place to dispose of surplus."*® Some of those believing this function to be
the primary purpose of the NCE viewitasa merket of last resort,”” a place buyers or sellers turn
to because other alierhatiﬁes are unavailable.

- The mafket of last resort rationale for Eichange trading is most plausible for small
cheese manufacturers with llrmted knowledge of merket alternatives; such companies ‘m,ight
logically employ brokers te dispose of surplﬁs cheese; ~'This explanation does not imply,
however, that they must sell on the NCE. Indeed v1m1a11y all smaller cheese compames rely

entirely on the spot market in disposing of their surplus cheese. And even those usmg brokers to

5 Chapter 2, Section G. Company estimates of the size of the spot market vary. The 5 to
10 percent estimate is based on industry interviews.

All but two companies were unable to break out their spot sales or purchases As
shown in Appendix Table 4.3, during 1987-1992, Kraft, the largest seller on the NCE,
reported sales of 61.3 million pounds of cheese on the NCE and 87.8 million pounds in
the spot market. It also sold 23 million pounds of Swiss cheese in the spot market during
1989-1992. Kraft General Foods, Inc., Raw Material Cheese Sales, KGF 23755-23766.

Another large cheese marketer that bought virtually no cheese on the NCE during
1989-1991 made spot bulk cheese purchases representing over one-third of its total

 purchases. Borden, Inc. “Refrigerated Comparative Analysis Summary of Receipts by
Vendor for Bulk Cheese.” ' ‘

- Kraft responded on this point: “Overtime, approximately [...]% of the cheese
Kraft purchases is cheese Kraft had previously committed to buy.” Letter from Roibin
Ryan, Kirkland and Ellis, to Reid Klopp and Bruce Marion, February 21, 1994.
Information has been temporarily redacted pending judicial resolution of trade secret
issues. See statement in Appcndlx Table 4.3.

% See notes 4-8 above

%" Kraft General Foods, Inc., Wayne Hangartner, former Director of Cheese Procurement
' and Inventories, said that the NCE may be viewed as a market of last resort. Typed
transcript of recorded interview, December 8-9, 1992, p. 103.
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dispose of sUrplus cheese on the NCE typically sell more in the spot market than on the
Exchange : O A |

Possessmn of hmlted market knowledge is an nnplausxble reason for large compames to
trade on the Exchange ,Suchi compames ‘have extensive knowledge of market condmons and

commumcate frequently Wrth prospecuve buyers and sellers Those exploﬁng spot market

opportumttes need expend little effort to learn whether any of the few companies trading on the

Exchange are 1nterested in buymg or selhng cheese Accordmg to Kraft s former purchasing
dl!'CCtOI‘, there are no spec1a1 costs mcurred in selhng on the spot market rather than on the NCE,
wh1ch has a charge of 0.25 cents per pound for both the buyer and the seller In fact, even the
kleadmg traders on the NCE typ1ea11y do much more busmess in the spot market than on the
Exchange Many sxzable propnetary and farmer-owned cooperatwe cheese companies never use
the NCE prefemng to rely enttrely on the spot market in dealing thh short-term surpluses or
shortages | | ’ ‘

Spot market volume greatly exceeds NCE volume because spot trading has substantial
advantages over NCE trading. | |

a. Spot traders are able to establish more precise delivery, age and quality

specifications than are NCE traders. NCE trade specifications allow elements of

uncertainty not present in spot trades This problem is much less serious for

barrels than for blocks.
b, Spot transactions may occur during all hours of each busmess day rather than
~ during the typlcal‘NCE trading period of 30 mmutes each Friday. In addition,

58; In response to a legal demand by DATCP for this study, most large companies reported
~ having regular ccmmumcattons wrth many other companies in the normal course of

busmess

4 Kraft General Foods, Inc., Wayne Hangarm$ former Director of Cheese Procurement
and Inventories, typed transcript of recorded interview, December 8-9, 1992, pp. 96-97.
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spot trades can be made by telephone from any location, whereas NCE trading
requires physical presence or representation in Green Bay, Wisconsin.

c. NCE sales are F.O.B. Green Bay, Wisconsin or within 200 miles of Green Bay.

Plants located some distance from Green Bay may avoid the frelght charges
- associated with NCE transactions by trading in the spot market.

d. Spot traders need not pay the 0.25 cent per pound charge assessed on both the

buyer and the seller on the NCE transactions. (Those using brokers typically pay
1 cent per pound for this service on both spot and NCE sales.)

e.  Spot market trading provides an opportunity to trade at prices not immediately

known to competitors. In competitive oligopolistic industries firms departing
from the prevailing price generally do not wish to communicate this information
to all compctltors

f.  Spot sales give a seller control over who buys its product. For example, a distress

sale made on the NCE may end up in the hands of a direct competitor that may

~ useit to undercut the seller in its "natural market."® ;

g. The thinness of the NCE market and its wxdesprcad use in formula pncmg
discourage large cheese manufacturers and marketers from using the Exchange as
an alternative outlet or source of supply. Cheese manufacturers are unwilling to

~ sell on the NCE if doing so reduces NCE prices that are the basis for their sales
under committed supply agreements. Cheese marketers with strong brands sold at
list prices are reluctant to buy on the NCE if doing so increases NCE prices that
serve as the basis for all their bulk purchases under committed supply

- agreements. Hence, the logical buyers and sellers in competitive cash auction

~ markets are discouraged from using the NCE for these purposes. Spot trades do

not create this conflict becausc the prices of committed supply agreements are not
linked dxrcctly to spot prices.®!

60

61‘

For example, an internal company memorandum explains an inéident occurringin
September 1990 whcn NCE pnccs were falhng

‘Golden MUST move 40 to 50 loads of blocks in Septcmber that they have not
sold and they will send them to the market and lower [the price] till sold. They

“don't like [this] method of disposal because they may be purchased by a cutter
and come back to California to dampen their own natural market. Consequently
they have offered them to us in white form for processing at $0. 1500 under block
f.0.b factory with two weeks market protection after shlpment. [[Sourcc deleted
in pubhc report as not essential.]]

The prices ncgotxated by spot traders may vary grcaﬂy, even ina smglc day, and may be
above or below NCE prices, although the average spot price is usually some premium
over the NCE price. When supplies are short, spot price premiums over the NCE
increase and sometimes remain at that level for several weeks. When this happens, it
suggests that the NCE price is not fully reflecting changes in supply and demand.
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- Ttis difficult to identify reasons why large companies would rather sell on the NCE than
in the spot market, other than to influence the market price. In recent years, cheese sold on the
NCE generally has commanded a lower price than cheese sold in the spot market. The lower
prices can make the NCE an attractive, though less reliable, source of supply for buyers that
need cheese beyond what they get from committed suppliers.

The thinness of NCE trading prevents the Exchange from serving as a reliable outlet for
surplus cheese. A recent incident involving Pizza Hut illustrates this point. Pizza Hut reportedly
accepted delivery of a futures contract of block cheddar cheese and attempted to dispose of it on
the NCE. On May 13, 1994, Pizza Hut offered three loads of blocks on the NCE, initially at
$1.2925 per pound. By the end of trading, Pizza Hut had reduced its offer 18 times but had

never sold a load. As a result of the actions of Pizza Hut and other seller-traders, block prices

~ dropped 10% cents on that day with only one sale of 4 loads Pizza Hut is no longer a member

of the NCE, apparcnﬂy concludmg that it 1s an unreliable outlet for surplus cheese.
In sum, "the market of last resort" justification for the NCE appears specious, particularly
for those few large companies that account for virtually all barrel trading. It is reasonable to

assume that a seller could just as readily, and perhaps more readily, find a buyer by persistently

Sometimes the NCE price will rise sufﬁcicntly to eliminate the premium. Often,
however, during periods of nsmg prices the premiums on spot sales may persist, and they
do not disappear until NCE prices begin to fall (Appendix Table 4-4). The Federal and
State Market News Service collects information on spot prices, which it calls "Wisconsin
Assembly Point prices (WAP) and publishes a WAP price range each week. Industry
representatives interviewed durmg the course of this study had mixed views concerning
the accuracy and value of this price information. Some were not even familiar with it
and others were very critical.
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lowering the offer price in the spot market as by lowering the price on the NCE. At times such
spot sales might require deeper price cuts than the seller wishes to accept. But selling at a less
than desirable price also frequently happens on the NCE; indeed, at times N CE prices drop
precipitously without any takers.”” Often large buyer-traders appear to cover offers by a small
company selling a few loads to “protect” the price the buyers receive for their committed supply
sales. In such cases, of course, the purchases are made as a by-product of trader activity
designed to influence NCE prices, not because the buyer needs the cheese.

If the NCE is indcc(dvthe market of last resort, as some traders claim, then can it be an
appropriate basis for formula pricing virtually all other bulk cheese? Certainly, prices based on
"distress” sales in a market as thin as the NCE are not an economically rational basis for formula
pricing.

The economic conditions giving birth to the NCE and its predecessors are rooted in the
fragmented cheese industry extant in the 1870s ihrough the early decades of the 20th Century.
Since then there has been a continuing consolidation of manufacturing operations among fewer
and fewer cheese factories. Whereas in 1910 there were over 3560 cheese factories, by 1987
there were only 508 cheese ﬁrms, of which only 216 had sales of $100,000 or more. By 1987,
the 20 largest manufacturers made 68 percent and the 50 largest made 82 percent of all natural
and processed cheese sales (Appendix Tables 3.1 and 3.2).

Cheese manufacturing has also become geographically more disperse. Western and
northeastern states havé grown in cheese manufactﬁriﬁg while the north central stateé have

declined. These changes and the great improvements in communication have decreased the need

62 See Chapter 6.
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for a central auction market at which buyers and sellers are physically present. Experience in
other food and non-food manufacturing industries demonstrates that spot markets function
effectively without centralized trading. Food manufacturers, such as fruit/vegetable processors
and meat-packers, frequently have surplus or deficit problems, which they solve largely by
dealing directly with one another in spot markets.* Viewing the NCE in the context of
orgamzatlonal changes W1th1n cheese and othcr food and non—food manufacturing industries

ralses the qucstlon, has the NCE become an anachromsm"

As explalnsd above, many factors make the NCE an unattractwc outlct for sellers of

checse, partlcularly large sellers. Why then has Kraft the leadmg buyer of chcese off the NCE,

% For example, each year vegetable canners attempt to "book" (commit) their entire
expected pack from their own acreage and contracted acreage. After canners have
processed their crop they frequently end up with a surplus or shortage, especially of some
can sizes. They solve this problem in several ways: (1) they buy from or sell to other
canners; (2) they sell surplus product to a food wholesaler or retailer with whom the
canner had not previously booked any product; (3) they bid on government contracts; and

~ (4) they place the remaining'fSurpluses in inventory. The industry refers to the first kind
of transactions as "inter-company" sales and the second as "spot" sales. Intercompany
sales most closely resemble the definition used to describe spot sales in the cheese
industry. Canners sometimes use brokers to make inter-company and spot sales, as well
as to get bookings. As canners have become fewer and Iarger they have relied
increasingly upon their own sales departments or their own "in-house" brokers in making
spot sales. Whereas there were many canner brokers four or ﬁve dccades ago, today
there may be no more than a dozen nationally.

There is still a cash auction market for butter located at the Chicago Mercantﬂc
Exchange. Although we have not studied this market in any detail, it has virtually no
trading volume: During 1989-1993, actual transactions on the butter exchange averaged
0.16% of total butter manufactured annually. Dairy Market Statistics, Annual Summary,

- AMS, USDA, 1989-1993. This extremely thin market apparently has survived solely
because industry members wish to use it as a basis for establishing a public price for
butter, not because it represents a meaningful alternative market outlet or source of

supply.
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often sold heavily on the NCE rather than in the spot market? Kraft's public position is that it
trades on the NCE to buy and sell cheese in order "to balance its inventories with demand for its
products."® Kraft's former Director of Cheese Procurement and Inventories, Wayne Hangartner, i
gave a similar explanation in interviews. He said Kraft sells more than it buys on the Exchange E
because of the way it manages its inventories:

...with the exception of going into a surplus cycle late in the year, our tendency is to
insure that we have just a little bit more cheese than what we think we're going to need,
so we don't run that risk of being off the shelf; the other primary reason is our
relationship with our suppliers that we take their entire production irrespective of what

develops throughout the year, and that more often than not has put us on the long side
rather than the short srde

But Hangartner s contentton that Kraft always plans to carry a surplus does not explain
its relatlvely large sales on the Exchange Nor does it explam the sharp change in Kraft s trading
activity on the NCE beginning in August 1986.66 Hangartner's rationale implies that the NCE g

has been an 1mportant outlet for 1ts surplus However, our analysrs demonstrates that Kraft

usually handles planned or unplanned surplus in other ways and that much 1f not all, surplus
cheese sold on the NCE could have been sold elsewhere

As one method of handlmg surplus, Kraft does not always take the "entlre producuon" of

commxtted supphers as Hangartner implies above. For example, in 1991 Kraft faced the largest

See at note 10 above.
: Typed transcript of recorded interview, December 8-9, 1992, pp. 63 64

% Fora chscusswn of Kraft's explanation as to why it apparently became a seller in 1986-
' 1987 see Chapter 5; Appendtx A : : !

7 See Chapter 6.
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unplanned surplus in recent years. During the first eight months of the year alone, Kraft reduced
procurement receipts by 35 million pounds and reduced production by 12 million pmm,ds.63
During the entire year Kraft disposed of surplus by selling [...] million pounds in the spot market
and [...] million to the CCC. On the other hand, Kraft's reported total sales on the NCE in 1991
were 13.8 million pounds. Examination of Kraft?s;k1991 NCE sales suggests that they could have
been disposed of more profitably elsewhere (ignoring the cost effect if the NCE sales reduced
the price Kraft paid for raw material purchases).” Whereas in 1991 Kraftf;calcu‘latc:d that it
incurred losses of $240,468 on NCE sales, 1t enjoyed a gain of $1,041,225 on spot market sales
of barrels and blocks ($1,984,297 including,si)ot sales of 640-pound squares) and $89,824 on

CCC sales (Appendix Table 4.3).°

% See Chapter 6, note 51.

® See Chapter 6, Section C. Some of the above information has been redacted from the
report at this time pursuant to an agreement with Kraft General Foods, Inc., that there
will be a subsequent judicial resolution of a good-faith dlspute over the trade secret status
of the information. }

™ Wayne Hangartner, former Director of Cheese Procurement and Inventories, stated that
he had directed that the losses and gains for spot, CCC and NCE sales as summarized in
Appendix Table 4.3, be calculated to show the actual gains or losses on each transaction:
..Iinitiated this report some years ago; it’s to include all costs of that specific
cheese as opposed to the way...we use inventory averages as far as accounting for
the volume of cheese. I wanted to know specifically on the exact cheese that I
would sell, either to the government, to the trade or on the Exchange, whether I -
- was making a profit or making a loss; so I would include what we pay for the
cheese, if it was in storage, what it cost to ship it to that storage, the storage and
handling cost, any cost associated with that specific lot of cheese that I sold.
- Kraft General Foods, Inc., typed transcnpt of recorded interview, December 8-9,
1992, p. 97.
e v 'The spot salcs may mclude some Colby and an occasmnal load of
Monterey Jack but no hard stylcs 1d. 107. > :
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Kraft also experienced losses on its total NCE sales during 1987-1992 while experiencing
gains on spot and gbvcmmcnt sales. For all years combined, Kraft calculated that it fared as
follows on barrel and block cheese sales to the various outlets: it lost an average of 2.4 cents per
pound on NCE sales, and gained an average of 3.3 cents per pound on outside spot sales and 0.2
cents per pound on government sales. If 640-pound squares (which are close substitutes for 40-
pound blocks) are included, the gains on spot sales were 4.1 cents per pound (Table 43)™"

To determine 'tlié”éitétif to which differences in price affect the relative profitability of
spot and NCE sales, we compared cheddar cheese of comparable age (4 weeks or less) sold in
carlots at'approximatelyﬂlc same time in the spot ‘market and on the NCE. Table 4.4 shows
Kraft spot sales of 500-pound barrels and 40-pound blocks and 640-pound squares made within
three days of comparable sales on the NCE.™ The table makes two comparisons: (a) For each
day Kraft sold on the NCE, the price it received on the Exchange is compared with the price
received for any spot sales made within 3 days of the NCE sale; and (b) for weeks in which
Kraft c,lid"not sell on the NCE, the price Kraft received for each spot sale is compared with the

NCE price'within threc days of the spdt sale.

' These values are based on Kraft's own method of calculating gains and losses. See note
0. - |

72 Although only loads of 40-pound blocks were sold on the NCE during 1988-1993, we
have included spot sales of 640-pound blocks in the comparisons because there appears
to be no significant difference in the average price Kraft received for spot sales of 40-
pound and 640-pound blocks of cheddar cheese sold in carlots. See note in Table 4.4.
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21865
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21869

21870

21875
21876
21877
21878

21879

21909
21931

21939

21960

- 21961

21976
22002

22046

22047

22376

22377
22379

122380

22381
22382
22383
22384
22385
22386

22387

22388

22391

22392
22393
22394
22395
22396
22397
22400

22401

22402
22403

22404

22406

22409
22410

22411

22412

22414
22417
22418

22419

22420
22421
22422
22423
22424

22425

22428

22428

22430
22431
22436
22444

22445

22447

22451
22453

22454

22457

22464
22472
22479
22595
22599
22602
22603
22604
22606

Table 4.4 (cont.) Bates Numbers for Kraft Sales Confirmation Letters:
- Showing Information on Spot Sales of Cheese Used in Table

22607
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22609
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22667
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These comparisons document that for the four-year period 1989-1992 Kraft received an
average of 2.9 cents per pound more for comparable age 500-pound barrel cheese sold in the
spot market than for such sales made on the Exchange. During weeks when Kraft did not sell on
the NCE, its price for barrel 6he¢sc sold in the spotkmarket a?craged 2.2 cents per pound more
than the average NCE price at the time.

For 40- and 640-pound block cheese, Kraft received an average of 4.75 cents per pound
more for cheese sold in spot sales than for ckomparable'agc éhét:sc sold on the NCE. In weeks
when Kraft did not sell on the NCE, its pricc for BIOCk cheese fsold in the spot market averaged
4.5 cents more per pound than the average NCE pncc at the ﬁme’(Table 4.4).

In order to compare the above pricé diffcréncewith the profit differences calculated by
Kraft for NCE and outside spot Sales, v}e examined the ﬁgu:és for 1991, the year of Kraft’s

greatest spot and NCE trade volume. In 1991 the price per pbund differences between spot and

NCE barrel sales using the two ¢omparisons reported in Table 4.4 were 3.0 cents per pound and

1.6 cents per pound; for blocks the two comparisons yield price differences of 4.3 cents and 4.1
cents. These differences weré smaller than the differénccs in profitability between NCE sales
and outside spot sales that Kraft calculated for 1991: 5.1 cents for barrels and 6.7 cents for
blocks (Appendix Table 4.3). ‘;Apparcnﬂy,' not only did Kraft’ receive lower prices for NCE sales
than for spot sales, but also the costs'assoéiated with Kraft’s NCE sales were higher than the
costs associated with spot sales. Several factors may ‘explain this difference. First, Kraft

sometimes sells cheese on the NCE from plants as distant as Stephenville, Texas, and Tulare,
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California.” Whereas transportation costs on spot sales can be minimized by shipping directly
between plants, all NCE sales are priced FOB within 200 miles of Green Bay. Also, the NCE
charges 0.25 cent per pound for the seller and 0.25 cent per pound for the buyer. Kraft also
incurs extra storage costs if it temporarily places cheese in Green Bay warehouses to have
available for trading purposes.

There is also documented evidence that Kraft sold on the NCE at times when it could
have sold in the spot market. A Kraft memorandum dated Apnl 6, 1992 from Jeffrey C.
Voermans, Regmnal Procurement Manager, to Wayne Hangartner, DlI'GCtOI‘ of Procurement,
mcluded a list of requests for cheese made to Voermans on or after the Exchangc ™ On March
30 one company requested 4-5 loads of barrels aged 2-4 weeks. Rather than sell these loads to
the compény“fin‘the spot market, Kraft sold two truck loads to it on the NCE the following
Friday, April 3, 1992. On March 30 and 31 three other companies also expressed a desire to buy
barrel or block 'cheese aged 30 days or less (the age of cheese sold on the NCE). The
memorandum reports that no action was taken in one case involving a request for 4-5 loads of
barrels; a second party requestmg 2 loads of banels was told that Kraft sold 1ts excess cheese
directly to customers, a third party requestmg 4 loads of blocks was told none was avaxlable In
fact, howcver the foliowmg Fnday, Apnl 3, 1992 Kraft sold 27 loads of barrels and two loads -
of blocks on the NCE Thus, Kraft had cheese avallable for sale when the rcquests were made
but chose to sell on the NCE rather than the spot market, desp1te the fact that Kraft generally

received higher prices in the spot market than on the Exchange (Tables 4.3 and 4.4). Evidence

™ Stephenville is over 1,000 miles from Green Bay and Tulare is about 2000 miles from
Green Bay. This involves a freight differential of almost 2 5 cents per pound.

™ Kraft General Foods, Inc., Jeff Voermans to Wayne Hangartner, Dn'ector of Cheese
Procurement and Inventories, "Requests for Cheese," April 6, 1992, KGF 16023-16024.
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clearly indicates that spot prices in early April were higher than NCE prices: the average WAP
premium was 2.5 cents above the NCE price for barrels and 5.0 cents for blocks (Appendix
Table 4.4).

Other evidence shows that Kraft retained surplus cheese for NCE trading purposes even
when it could have sold more profitably in a "tight" spot market.”> An internal memorandum of
a large cheese marketer stated:

Barrels continue to be in tight balance. Kraft has agreed to sell [us] 10 loads of barrels to

be delivered next week. Wayne [Kraft Director of Purchasing] said that Kraft's usage is

up for a couple weeks due to buying as a result of price increases. Wayne believed that
they don't want to carry more than they need for their own requlrcmcnts however, he

wanted to have some trading inventory (emphasis added).” ,

Kraft generally had “trading inventory” available since its policy was always to carry
some surplus cheese.” Because Kraft had first call on the cheese from committed suppliers,
Kraft could prevent such suppliers from selling surplus cheese in the spot market if Kraft wished
to sell it on the NCE. A July ‘13, 1990, memorandum of a Kraft competitor explained such a
situation.

Stephenville [an AMPI cheese plant in Stephenville, Texas] cut us 1 load of blocks this

week and I understand they cut Mid-Am more in favor of shipping Kraft more.

However, the blocks that Mid-Am bought from Kraft last week [July 6] on the exchange

was filled with Stephenville blocks.™

The timing of these cvents is s1gmﬁcant. NCE barrel and block prices had xisen about 20

cents per pdund between thck cnd of March and the end of June 1990. Beginning the week of

5 The week of September 20, 1991, the average WAP spot market price for barrels was 3.5

cents per pound above the NCE barrel price (Appendix Table 4.4).

6 [[Source deleted from public report as not essential.]]

See at Chapter 6, note 95.

. [[Source deleted from public repott as not essential.]]
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July 6, Kraft began selling into the market until prices peaked July 17. The following weeks
Kraft offered cheese and pﬁces declined steadily. This illustrates the manner in which Kraft
may use its control over committed suppliers to direct sales away from the spot market to the
NCE.

‘The Assistant Manager of the North Central District of AMPI (a large Kraft supplier)
informed an investigatdr of the Wisconsin Department of Justice that Kraft had carried excess
supphes to "keep thc market lcvcl o ‘

[D}urmg the last couplc years Kraft has had more checsc undcr contract than thcy need

for their own production. Mr."Mammen explained that Kraft makes these purchases in

 anticipation of market trends as well as to keep the market level.”

“ These facts are consistent with the hypothesis that Kraft sells on the NCE, not to sell on

the most profitable market alternative available, but rather to influence prices.

- Rosemary Perrizo, Investigator to Matt Frank, Assistant Attorney General, Wisconsin
- Department of Justlce Intervxew of Harlan Mammcn, AMPI March 31, 1988, p. 4.
(Emphasis added.)
- Inaninterview w1th Mark Firth, Manager of AMPI North Cemral, the lattcr said
that Mammen's remarks "would have had to have been speculation. There's no logical
~way that Harlan could have any...first hand knowledge of exactly what Kraft's internal
- needs were, their deczszons, you know." Typcd transcnpt of recorded i mtervww, July 29,
, 1993 p. 24.
' We believe that, as Kraft's largest supplier, AMPI management personnel were in
an especially advantageous position to interpret Kraft's conduct.
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-~ E. Evidence of Trader Motives
~ Here we discuss various documentary evidence relevant to the issue of trader motives.
Because of its prominent role in NCE trading we begin with Kraft.
Evidence of Kraft's Motives
The following rationale for Kraft trading appears in a 1989 internal document under the
section heading, "Kraft--National Cheese Exchange Strategy."
-As one of many participants in the competitive cheese market, Kraft's primary objective
at the NCE is to contribute to price discovery--i.e., by bidding and offering Kraft's view
of mdustry supply and dcmand conditions are conveyed to the markct place.
-Kraft should be ina posmon to buy or sell chcese to remforce thc market fundamentals
-Tactical procurement decisions on whether to buy, hold, or sell, how much and what
price are made weckly and reflect thc most current information available about the
industry.* , s o , , ,
Various other references suggest that Kraft views its trading activity on the NCE as an
important factor in managing cheese costs. Because Kraft planning documents usually consist of
outline presentations with little or no text concerning the various subjects included in the outline,

these references tend to be quite cryptic. As an example, Kraft's Refrigerated Products Groups

1990 Strategic Plan states that "Cheese commodity cost management must be a strategic

8 Kraft, General Foods, Inc., 1990 Cheese Inventory and Procurement Strategy,
Operations, December 12, 1989, KGF 3002, 3011. Wayne Hangartner, former Director
of Cheese Procurement and Inventories, said that he disagreed with the document. He
said that the "[E]xchange is not there as a price discovery mechanism...it's there solely
for the purpose of people selling cheese if they so desire, or to buy cheese if they so

~ desire; as a result of that, the industry has chosen to use that activity to develop an
opinion as to what supply and demand conditions that dictate the value of cheese shall
be." Typed transcript of recorded interview, December 8, 1992, p. 61. Marcia Glenn,
Director of Dairy Economics, Kraft General Foods, Inc., characterized the difference
- between her and Hangartners view of the Exchangc as: "An economist's view versus a
~ businessman's view." Id. : :
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priority." Among the "Key issues to consider" in achieving this objective the Plan lists four
items including the "Role of the Green Bay Exchange."® A December 6, 1989, document, -
entitled "Cheese Procurement Strategy," lists various objectives, one of which is to maximize
profit.?® The first item listed under its "Plan" to achieve the profit maximizationobjecﬁve is,
"-Utilize industry price discovery m’echanism--NCE.""i,3 A somewhat similar cryptic statement
appears in Kraft's Refrigerated Products Group 1988 Strategic Plan,* which discusses how
“Kraft Can Realize 3 Key Advantages with an Efféctive Milk Procurement Strategy.”® It lists
sevei'al items under the topic heading: "Developing Analysis, Conclusions and Strategic
Formulation to Guide Decisions," with one of the items being, "-What Basis/When Should Kraft
Move Cheese Prices?"*

None of the above sources elaborates as to how Kraft could use the NCE to manage

cheese costs. However, the planners’ repeated allusions to the Exchange in the context of -

~ cbntrbﬂing costs and mmnnuzmg proﬁts iinply‘ 2 belief that trading conduct on thc‘ NCE could

playa strategie role in managing cheese procurement costs.

?’ Kraft General Foods, Inc. Refrzgerated Products Group, 1990 Strategtc Plan, Deccmber,
1989, KGF21183,21192.

8 Kraft General Foods Inc Cheese Procurement Strategy, Operauons, December 6, 1989.
KGF 2948 2992

8‘? I, KGF 2996

u Kraft Gcneral Foods Inc 1 988 Strategzc Plan, Sources of Value Addztzon~—
| Procurement/Mamfacturmg Strategy, KGF 21 1 12

¥ I, KGF21114
% 14, KGF 21115,
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On April 12, 1990, a document entitled Short-Term Cheese Options® was prepared (with
the assistance of Kraft personnel) by McKinsey Company consultants for purposes of discussion
with senior Kraft management.® The document summarized the short-term problems facing
Kraft, including the likelihood that, "If the current relationship between Kraft wholesale price
and raw material costs does not improve, the result will be a [...] per month shortfall versus
financial plan." The document then spells out several "options” open to Kraft, including trading
on th;a,NCE,to influence barrel prices. This document is discussed in greater detail in Chapter 6,
Section B, where we examine it within the context of market conditions before and during A;)ril
1990. Suffice it to say here that, in our opinion, this document implies that Kraft believed it -
could enhance profitability by influencing prices on the NCE.*

-In sum, the various Kraft documents cited above provide further support for the

hypothe31s that Kraft parﬂmpated in NCE t:radmg for the cxphc:lt purpose of influencing price.
These various rcfcrenccs to the NCE imply that Kraft decision-makers believed that trading on

the NCE could play a strategic role in maximizing profits by managing cheese procurement

costs.

®  Kraft General Foods, Inc., Short Term Cheese Options, Kraft, USA, Discussion Outline,
April 12, 1990, KGF 3026, 3027.

8 Typed transcnpt of recordcd interview, Dcccmbcr 8 1992, pp. 66~69 Semor ,
management who met with McKinsey included Jim Kilts, president, and Dick Baily,
Vice-President of Operations, Kraft USA. Wayne Hangartner, Director of Cheese
Procurement and Inventories, said that senior management hired the McKinsey company
personnel. Typed transcript of recorded interview, December 8, 1992, p. 67-68. '

Kraft personnel interviewed in the course of this study said that the McKinsey document
does not reflect Kraft policy and was not acted upon. See Chapter 6, note 28, for the
reasons we believe this document does indicate that Kraft believes it can influence NCE
prices to its benefit.
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