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; Appendix Table 6.2: Adjusted CCC Purchases (Contract Basis) by Regions,
o Weekly, October 12, 1990 - September 27, 1991 1/

. Block Cheese Barrel Cheese Barrels & Blocks
o % Date Midwest West Fast  Total Midwest West East Total Total
1,000 1bs
; g 901012 0 0 0 0 0 0 0 0 0
o 901019 0 0 0 0 0 0 0 0 0
901026 0 0 0 0 0 0 0 0 0
% 901102 0 0 -0 0 0 0 0 0 0
o 901109 495 0. Y 495 o 0 0 0 495
901116 784 0 0 784 42 0 0 42 826
901121 303 129 .0 432 46 0 0 46 478
) 901130 1837 43 0 1880 833 0 0 833 2713
| 901207 598 115 0 713 1122 0 0 1122 1835
901214 1158 515 0 1673 1602 0 0 1602 3275
901221 510 582 0 1092 1031 0 0 1031 2123
901228 706 41 0 747 912 0 0 912 1659
910104 0 0 0 ‘0 854 0 0 - 854 854
910111 893 316 0 1209 1862 0 0 1862 3071
910118 969 263 0 1232 2003 0 0 2003 3235
910125 1279 576 0 1855 534 © 0 0 534 2389
910201 1236 526 0 1762 741 0 0 741 2503
910208 260 230 0 490 588 0 0 588 1078
910215 503 1029 0 1532 988 0 0 988 2520
910222 1095 1133 0 2228 811 - 0 0. 811 3039
910301 552 641 0 1193 53 0 0 53 1246
910308 620 663 Y 1283 476 0 0 476 1759
910315 577 239 237 1053 324 0 0 324 1377
- 910322 370 466 0 836 -1496 0 0 -1496° = -660
o 910328 299 289 314 1902 -1186 0 0 -1186 -284
| 910405 622 535 0 1157 268 0 0 268 1425
910412 218. 652 0 870 679 0 0 679 1549
910419 923 175 62 1160 335 0 0 335 1495
§ 910426 365 162 0 527 -58 0 0 -58 469
o 910503 216 426 0 642 -116 0 0 -116 526
910510 ~ 574 408 138 1120 -548 0 0 -548 572
910517 184 -82 240 342 -874 0. 0~ -874 , -532
910524 146 58 0 204 0 0 0 0 204
910531 0 0 0 0 0 0 0 0 0
910607 0 0 0 0 0 ] 0 0 0
910614 0 11 0 11 0 0 0 0 11
910621 -436 0 0 -436 -85 0 0 -85 -521
910628 0 0 0 0 0 0 0 0 0
910705 0 0 0 0 0 0 0 0 0
910712 ~ -222 0 0 -222 0 o 0 - 0 -222
910719 -101 0 0 -101 0 0 0 0 -101
910726 0 0 0 0 0 0 0 0 0
910802  -219 0 0 -219 0 0 0 ] -219
910809 0 0 -0 0 0 0 0 -0 0
910816 0 0 0 0 0 0 0 0 0
910823 0 0 0 0 0 0 0 0 0
910830 0 0 0 -0 0 . 0 0 0 0
910906 0 0 -700 -700 0 0 0 -0 -700
910913 0 0 0 0 0 0 0 0 0
910920 0 0 0 0 0 0 0 0 0
910927 0 0 0 0 0 0 0 0 0
Total 17314 10141 291 27746 11741 0 0 11741 39487

= Source: Dairy Market Statistics, AMS, USDA, Annual Sunmary, 1990 and 1991.

1/ Adjusted purchases are total purchases, contract basis,less cancellatlons Negative numbers can
result when previous week(s) cancellations exceed current week purchases (contract basis).
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Appendix Table 6.8 Average Retail Price Per Pound of Kraft, Borden, and
Private Label Brand American Cheese.

Presttiouss

Private - Kraft Kraft
- Kraft Borden Label Less Less
L Yr & Qtr Brand Brand Brand Borden ~ - PL
;é 88.1 $2.488 $2.198 $1.859 $0.290 $0.629
88.2 2.461 2.261 1.844 0.200 0.617
o 88.3 2.535 2,294 1.850 0.241 0.685
O 88.4 2.659 2.333 1.961 0.326 0.698
i 89.1 2.687 2.387 1.992 0.300 0.695
89.2 2.641 2.426 1.965 0.215 0.676
89.3 2.745 2.446 2.041 0.299 0.704
89.4 3.049 2.686 2.261 0.363 0.788
90.1 3.205 2.852 2.318 0.353 0.887
90.2 3.188 2.815 2.273 : 0.373 0.915
90.3 3.304 2.909 2.317 0.395 0.987
90.4 3.395 2.956 2.314 0.439 1.081
91.1 3.407 2.935 2.153 0.472 - 1.254
91.2 3.308 2.779 2.080 0.529 - 1.228
91.3 3.328 2.794 2.139 0.534 1.189
91.4 3.411 2.925 2,228 0.486 1.183
92.1 3.290 2.961 2.221 0.329 + 1.069
92.2 3.225 2.852 2.146 0.373 1.079 §
92.3 3.211 2.760 2.201 0.451 ‘ 1.010
92.4 3.238 2.646 2.210 0.592 1.028

Source: Franklin and Cotterill, op.cit.
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Appendix Table 6.11. Retail Prices of Natural and Processed Cheese, §
Leading Brands, 1981-1990

NATURAL CHEESE
Price Per Pound - o Percent Change é
1981 1985 1990 © 1981-1985  1985-1990  1981-1990 /

Private Label $2.53 $2.67 $2.91 5.5% 9.0% 159%

Cracker Barrel 330 13.58 4.50 85 257 364

Harvest Moon 2.67 291 3.80 9.0 30.6 423

Kraft Brand 3.02 3.38 4.80 119 420 589
Land O’ Lakes .

Lake to Lake 2.75 311 346 13.1 113 258
Beatrice ‘ . ‘ b : Gt

County Line 3.06 3.30 392 7.8 18.8 281

Pauly 245 229 2.49 -6.5 7.0 1.6
NCE Blocks 1358 1248 1315 81 Sd B2

| PROCESSED CHEESE - “

Private Label 2.05 208 2.37 1.5 139 156 =

Velveeta 1.74 2.09 2.89 20.1 383 66.1

Cheez Whiz 2.35 2.59 3.53 102 36.3 502

Kraft Brand 1.91 241 326 26.1 35.3 707
Borden 2.45 2.48 3.09 12 245 261
NCE Barrels 1308 1211 1219 14 56 22

Source: SAMI Million Dollar Brands.
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Public Report ’ VII-1
Chapter 7--Summary, Conclusions, and Policy Initiatives
A. Introduction

Cheese is the most important manufactured dairy product in the U.S. commanding 85
percent of the milk from Wisconsin and 33 percent of all milk in the U.S. However, the price of
cheese has even more effect on the nation’s dairy farmers than these figures suggest. Cheese
prices largely determine the manufactured grade milk price (previously the M-W price but now
the Basic Formula Price), which is the main driver of farm milk prices throughdut the country.

In 1992 sales of cheese manufacturers and marketers were about $16 billioq. Bulk
natural cheese generally goes from the cheese manufacturing plants to one of two types of
converting operations: abqut three-fourths of natural cheese goes to cﬁt and wrap operations
which convert bulk cheese into the form, size and package desired by end»users; the remaining
one-fourth goes to processing plants which grind, emuisify and blend natural cheese (usually
with the aid of heat) to make processed cheese, cheese foods and cheese spreads.

Most’cheeseconverters market finished natural or processed cheese produets to one or
more of three main types of customers: rou ghly 40 percent of all cheese is sold tokretail food
stores, 44 percent to food service, and the remaining 16 percent is sold to other food
manufacturers (indust:ial accounts). Brands such as Kraft, Sargento and Borden are primarily
important in cheese sold through food stores. Leading brands of cheese are sold at substantial
premiums over private label or store brand cheese. Mafgins on cheese sold to food service and
industrial accounts are similar to those en private lebel eheese.

We estimate that the largest four manufecturers of natural cheese aceounted for about 29

percent of total pounds made in 1992. Most of the leading manufacturers are also involved in
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exther cheese processmg or the markeung of natural cheese. However, some of the leadmg
processors/marketers make httle or no natural cheese (1 e., Schrerber, Borden Sargento). The
largest four marketers of processed and natural cheese account for about 38 percent of the total
pounds sold. The Census Bureau reported that in 1992 the four Iargest cheese compames made
42 percent of the value of all natural and prot:essed cheese shipments. Thus, overall both cheese
menufactcring and cheese marketing are only moderarely concentrated.
B. Cheese Pricing and the NCE

The cornmercial cheese industry in the United States began in the 1840s and by 1870
boasted over 1300 cheese factories, located predominéntly in Wisconsin and New York State.
Initially cheese factones conducted business mchvrdually w1th dealers. But by the 1870s so-

: called "deury boards" were established, where factory representauves and cheese dealers met and
engaged in orgamzed tradlng. These daxry boards and then‘ SUCCESSOTS evolved into the current
Nationaj Cheese Exchange located in Green Bay; Wiseonsi:n.‘

The Natiena1' CheeseExchenge, often :re‘ferred to herein as the NCE or the Exchange, is a
centralized cash auction market trading 40-p0und blocks (640-pound blocks were added in 1994)
or SOO-peund barrels of cheddar cheese in carlots of 40,000 pounds. In reCent years the NCE
has had 30 to 40 members consxstmg of cheese manufacturers, marketers, brokers and
cnstomers Tradmg typrcally occurs from 10 00 a.m. to 10: 30 a. m. each Fnday

| Dunng 1988 to 1993 just 02 percent of all bulk cheese was traded on the NCE. About

- 90- 95 percent of bulk cheese sales mvolved dxrect supply arrangements usmg wntten or verbal ,

"committed supply" agreements,koften one year in duration. Another 5 to 10 percent involved

spot market transactions.
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Although only a tiny share of all bulk cheese transactions occurs on the NCE, it serves as
the primary price discovery mechanism for bulk cheese transactions.. Virtually all long-terrﬁ
bulk cheese contracts (not merely cheddar cheese) use so-called formula price contracts, which
spell out various terms of trade as well as an agreed upon price premium over the closing weekly
NCE opinion or price. Spot sales also are priced "off the NCE"; however, premiums are
negotiated for each transaction and may vary somewhat from week to week. On committed
supply 'agrecments, prenegotiated premiums often apply for extended periods so that transaction
prices move in lock-step with NCE prices.

NCE prices are also used in formula pricing some cheese sold wholesale to retailers and

food service companies, especially private label and weak cheese brands. Historically, this

practfce tended to "couple" the wholesale price of cheese with the NCE price. Since about 1985
the extent and closeness of such coupling has declined, as some companies adopt wholesale list
prices that change infrequently or modify the terms of formula price contracts.
C. Potential Problems of Thin Markets

‘Because such a small share of total bulk cheese transactions occur on the NCE, it is what
market analysts call a "thin" market. Formula pricing and thin markets often go together. As
firms adopt formula pricing--i.e., trading off a price established by someone else--the residual
market declines in volume. Thin markets like the NCE are primarily a potential problem where
they serve as a widely used reference price and hence become highly leveraged. The incentive
to influence the NCE would be very different if it were used to price 5 percent of bulk cheese

sales rather than the estimated 90 to 95 percent. As it is, during 1988-1993, the price on 0.2
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-percent of all cheese produced was used in setting the price on 90 to 95 percent. : Thkatk simple
fact creates a great incentive for attempting to influence the NCE.

Economists have identified several possible adverse consequences of thm markets
including manipulation of price, incorrect price signals causing misallocation of resources, and
increased price volatility due to market illiquidity. Thinly traded markets do ’n{ot nccgssaﬁly
perform poorly if there is sufficient volume "waiting in the wings" and if no single firm (or
group of cooperating firms) is large enough to inﬂﬁencepricc to its (their) advantage. The
critical issue lies in having a sufficient volume of potcnti’al traders who will participate mpncc
determination should price depart from the competitive level. Supply and demand m the thin
central market may not accurately represent aggregate supply and demand conditions, especially
if only a few firms trade in the central market, but virtually all firms use prices genérated thgre
in formula price arrangements. Even if a non-trader bclievcs that the central market price is,k\:
inaccurate, he may continue to use formula pricing since doing so reduces his transaction costs.
Thus, for a given product the competitive structure of a thin central market may‘ differ

 significantly from that of the aggregate market. The cheese industry illustrates this principle
since the NCE is far more concentrated than eithc:r the buying or selling side of the aggregate
market. The nature of competition in a central market is affected when some of its traders enjoy

- strategic competitive advantages ovér other actual and potential traders. As shown below, such
advantages may cause the thinly traded central market to become a submarket within the la;ggr
aggregate market, with prices for both set in the central ma:kct.

The various stages of the cheese subsector fit they cconyonﬁc;deﬁniﬁon of moderately

concentrated oligopolies. In sharp contrast, NCE trading is highly concentrated in both buying -

3
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and selling, and it has a dominant seller-trader--Kraft General Foods, Inc., owned by Philip

Morris Companies Inc. During 1988-1993, Kraft made 74 percent of all NCE sales and the next

largesr seller akmere 6 percent, with the top four seller-traders together accounting for 88
percent. Dnn'ng this period, the leading buyeerrader made 35 percent of all NCE purchases
whﬂe the top four buyer-traders together came in at 81 percent. The degree of concentration
was even greater in banel trading, which accounted for 68 percent of all NCE sales and often
appeared to dnve block pricesk. During 1988-1993, Kraft made 83 percent of all barrel sales, a
substant1a1 percentage increase over the 1980-1987 penod when Kraft made only 25 percent of
all barrel sales | |
D. NCE Functions and Trader Motivations

Essenual to understandm g the tradmg conduct on the NCE is the proper identification of
its functions: (a) to provrde a cash market where members may buy and sell cheese and ®) to
establish a “market Opinion” price for nbulk cheese, based on the day’s last‘sale; highest bid, or
lewest offer. There are, howe\}er; conﬂicting beliefs as to the primary reason traders use the
Exchange. One r/iew is that leading traders use ‘theExchange primarily as an alternative outlet
or source of cheese; the secend vieW kis that they trade primarily to influence NCE prices, which
are used in formula p'ricing'bulk cheese B’ouyght and sold eISewhere.

If traders use the NCE primarily as an alternative outlet or source of supply, their trading

patterns on the Exchange should be similar to those in any bona f de cash agncultural auction

market: (a) traders that manufacture and sell most of thexr bulk cheese off the N CE should be

: mamly sellers on the NCE and (b) traders that normally buy most of their bulk cheese from

others off the NCE for processing and marketing purposes should be mamly buyers on the NCE.




~ NCE. During the seven years, 1980- 1986 Kraft bought 411 Ioads on the NCE whlle sellmg
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On the other hand, if ﬁxms trade pnmanly to mﬂuence NCE pnces, theu' tradmg conduct may

e ca

often be thc reverse of that expected in bona fi de cash agncultm'al auction markets

7
-

We tested these conﬂrctmg hypotheses by exarmnmg tradmg pattems over the 1980-1993

penod Durmg 1980-1987 cheese compames that sold bqu cheese off the NCB were

predommantly sellers on the NCE while cheese marketers that bought bqu cheese off the NCE

G

were predominantly buyers on the N CE--as expected ina bona fide cash auctlou market. Thxs
trading pattern was reversed durmg 1988 1993, when some leadmg marketers becamc
predommantly sellers and several 1ead1ng manufacturers became predommantly buyers

'Ihe most significant reversal was that of Kraft, the largest buyer of bulk cheese off the

only 175 loads However, begmmng in August 1986 Kraft became excluswely a seller-trader
on the N CE AIso, begmmng in 1988, three leadmg agncultural cooperatwe cheese
manufacturers reversed their role, from bemg mainly sellers to bemg mamly buyers on the NCE
The ccoperat'rves reversed their trading conduct more tlran one year after Kraft had become kthe
leading seller-tradcr, suggesting that their reversals were a response to tbat of Kraft f

The shift i in tradmg patterns occurred at the same time that the NCE became more

important in the cheese price discovery process. Dunng 1980-1987 cheese pnces were strongly

1 From August 1986 through 1993, Kraft sold 2,043 loads and bought 22 loads. The 22
loads of blocks were evidently purchased for the purpose of influencing the price spread
between blocks and barrels on the NCE, not because Kraft needed blocks at the time..
Also, on two occasions Kraft bid to buy barrels; neither bid was filled. However, these

" bids evidently were made to signal its approval of an increasing price trend, not because
Kraft needed more barrels. See Chapter 5, Section E. Thus, the above buyer-type
actions were actually ancillary to Kraft’s seller-trading acuvrty, not the actions of a bona-
fide buyer-trader.
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influenced by the government price support program. There was little opportunity for firms
trading on the NCE to have much influence. As support prices declined, cheese prices became
more market driven. The volatility and range of cheese priceé increased sharply during 1988-
1993. | In this environment, cheese companies had both greater opportunity and greater incentive
to influence prices.

In sum, the trading patterns of leading cheese manufacturers and marketers during 1980-
1987 is consistent with the hypothesis that leading traders use the NCE as an alternative outlet or
source of cheese. Trading conduct during 1988-1993, however, is consistent with the hypo-
thesis that some leading traders are motivated primarily by a desire to influence NCE prices.

E. Busin‘éss Characteristics of Leading Traders

Differences in the business characteristics of leading traders help explain why some were .
primarily bﬁycrs and others primarily sellers on the NCE during 1988-1993. Essentially some
traders benefit from higher NCE prices and some from lower NCE prices, other things being the
same. To understand this concept, one must determine how an individual company’s input costs
and selling prices are related to NCE prices.

We examined the business characteristics of the nine leading traders on the NCE, who

together accounted for 94 percent of all purchases and 94 percent of all sales during 1988-1993.

'Five of these traders-~Kraft,‘Bordcn, Alpine Lace, Beatrice, and Schreiber--are primarily cheese

marketers; three are agricultural cooperatives and major manufacturers of cheese: Mid-America,
Land O' Lakes, and AMPI; and one is a broker: Dairystate Brands.
As cheese marketers, Kraft, Borden, Alpine Lace, Beatrice and Schreiber have certain

characteristics in common. They all buy bulk cheese from manufacturers at NCE-based formula
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prices. NCE prices also largely determine the cost of milk used in making chcesc an;l th‘3§,31f¢
the dominant influence over the cost of cheese-making in supplier plants.

There arc,howevgr, significant differences among these ﬁve cheese market:;rs. Kraft, |
‘Borden, and Alpine Lace all sell cheese under their own brand names. Kxaft sells about 75
percent of its finished cheese products to retailers under highly differentiated Kraft«b:ands that
command significant price premiums over lesser brands. Borden, the secénd largest marketer of

branded processed cheese to retailers, sells nearly all of its chees¢ under the Borden brand,
which also commands a substantial price premium over private label and weaker brands but a
lower premium than KraftAbrands. | | i

Begiﬁning in 1985, Kraft quit linking wholesale cheese prices 3&0 NCE prices and instead
sold its brands at wholesale list prices, which frequently femain ixnchanged for many nkaontﬁ'sy.
Since then there has been little correlation between NCE prices and the wholcsal;: prices ;o‘fj G
either Kraft brands or those brands that often follow Kraft’s prices. Although Kraft cannot set
 list prices entirely independently of other cheese brands, the relative sUength ’of ; 1ts brands givg:s

it a significant degree of discretion in pricing. Like Kraft, Borden andVAlpine Lace also s(:nl
ﬁnisheci product to ;etailersiat;ist prices not coupled to NCE price. ’

Raw material inputs fdr processed cheese and finished n,aturg.l cheese are p:edOn}ina;}t}y
bulk natural cheese and other dairy products. These inputs account for roughly 75 to 85 percent
~of the cost of finished cheese prdducts. Proﬁt margins for these three companies come P‘stﬂy
from the difference between the cost of cheese they buy or make and the wholesale price qf ’
finished product they sell. Since the bulk cheese they buy is priced off the NCE, and since the

cost of bulk cheese constitutes such a large part of total manufacturing costs, Kraft, Borden and
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Alpine Lace all have a strong financial interest in lower NCE prices, all else remaining the same.
There is also documentary evidence that implies Kraft believed it could influence NCE prices.
Beatrice and Schreibér differ somewhat from the other three marketers in that neither has

strong consumer brands for its finished cheese products. Beatrice sells its products
predominantly as private label brands and weak company brands t‘dfood service companies,
food retailers and industrial users. Schreiber, which is predominantly a processor and marketer
of processed cheese products, makes a substantial majority of its sales to food service customers,
particularly fast food chains. Most of its remaining sales are to food retailers, largely as private
label or store brands and weak Schreiber brands. Therefore, both Beatrice and Schreiber sell to
their customers at wholesale prices that are either forhiula-priccd off the NCE o else Whicﬁ
cbmpeté with products of other sellers that formula-price.

\ S‘incc Beatrice and Schreiber appaxenﬂy sell their products ai essentially NCE-based

formula prices rather than for a list price, both their buying and selling prices are expected to-

‘generally follow the NCE. Thus, their ultimate interest in the level of NCE prices is likely to

differ from that of Kraft, Borden, and Alpine Lace. Even though a marketer may buy a good
share of its bulk c:heése,2 the fact that it b\iys bkulk cheese and sells processed cheese and cheese
foods at NCE-based formula prices means it may profit from higher NCE prices. Since bulk
cheese cbéts may réprcsenyt\k 70 percent or less of the total cost for making processed cheese
pryoduct‘s,‘kan'i{ncrcase in NCE price will increase the wholesale price of the finished products by

more than the cost of making thésc cﬁheekscs,k all else being the same. |

Beatrice makes between 50 and 75 percent of its total cheese sales needs, although it buys
practically all of the barrel cheddar used in making processed cheese. During 1988-1993,
Schreiber bought the bulk of its cheese requirements (from committed suppliers, from the spot
market, and the NCE).
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Beatrice and Schxexber also may have other motlvcs for NCE trading. Both were
primarily buyers on the Exchangc dunng both 1980—1987 and 1988 1993. Thus, thexr tradmg
pattern has been c’o,nsistcnt‘ with that exp¢cted ofa chce;sfc markcte: kwhohlookks kto the Exchangc
asa supplcmcntal sourceyofﬁ supply. The NCE’ is often the lowest cost source of kbulk‘ chegse. ’,
Thus, both Beatrice and Schreiber have an incentive to buy when NCE prices are below thQse in
the spot market. But the amount they can purchgse is limited by how much their bulk cheesé
needs exceed the gmount;hey get from committed supp}iers. B‘,’thx may also have purchased on
the NCE in a’n’keffort to prevcnt'decrcases in the value of their inventories. Howcver, bqth also
appear to sometimes participate in bidding up prices in rising markets for th¢ apparent p@ose
of raising NCE prices rather than expecting to buy since none of their bids are filled. On i
balaﬁce, however, the potential benefit of higher NCE prices to either company séems mgdcst
compared to the potential bgncﬁts marketers with strong brands may derive f:om lower NCE
prices.

The three leading agricultural cooperative buye:—traders,havc two reasons for preferring
highcr NCE prices.. ,Fir’skt, the farmer-members of c’ooperati,ves bgngfit directly frqm hlgher
prices for milk used in making cheese. Second, insofar as coopgratf;vgs sellk some cheese undér
private label or weak brands of processed cheese, they have the same interests as Beatrice and
Schreiber in higher NCE prices, althbugh the potential benefits from this source are modest.

Since Dairystate is a broker, its interest in NCE prices presumably reflects those of its
customers. Insofar as its customers érc mostly small cheese manufacturers, it should b‘?‘*.
primarily a seller on the NCE, as it was during botﬁ 1980-1987 and 1988-1993. We are not

satisfied, however, that we hndérsﬁ&r@d they ﬁiotivatibn foif much of Déirjstate’s NCE trading,
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particularly its acﬁvity in prblongcd rising or declinin g price trends when there is little or no real
prospect of consummating a transaction.

In suth, the business characteristics of traders determine whether, other things being the
saihe, they benefit from lbwcr NCE prices or highcr NCE pﬁces. Based on our analysis of the
business characteristics of icéding Vtraders,‘ we hypothésizc that the leading cheese traders fall
into three categories: (a) traders benefitting from lower prices: Kraft, Borden and Alpine Lace;
(b) traderé benefitting somewhat from higher prices: Beatrice, Mid-Am, Schreiber, Land O'
Lakes, and AMPI; (c) a trader with a neutral intcrést: DairyStatc Brands. Thus, if traders use the
NCE primarily to influence pricesy, their interests in the level of NCE prices explain why traders
in category (a) are predominantly seller-traders and those in category (b) are predofrxinaﬁtly :
buyer-tradefs. ’ | L
| F. Spot Trading as an Alternative to the NCE

Analysis of the ‘;'spot‘ market" provides further evidcncic_ concefn'ing the motives of
leading traders on the NCE. Whereasﬁ the NCE c‘cnt‘ral'izes tradmg at'ong 1ocation for about 30
minutes each Friday, the spot market is comprised of dlrcct transaCtions at ricgotiated prices
among cheese companies for ,t:h'e purpose of handling short—tefrnéhqtta‘ges ,ot surpluses. (As
kx‘zsyed ﬁére, the term "spot markct‘? teférs only to those spot salgss ’madek‘Ofﬁf the NCE, although the
NCE is also a sp’o‘tﬂmarkc’t.) Dunng 1988-1993, 51010 perc‘c‘nthf all manufactured cheese (all
types and ages) was sold ﬁi,n”;he spot market, Wheréas about 0.2 perccnt was SQId on the NCE.
The fact that épét sales Suﬁstéﬁtialiy exceed NCE sales (even féf the types sold on the NCE)
raises a question as to whether the NCE is needed as an alternative source of supply and a place

to dispose of surplus. Some of those believing this function of the NCE to be essential
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evidently v1ew itasa market of last resort a place to whxch buyers or se]lers tum because other
altemauves are unavailable. This rationale for Exchange tradmg is most plaumble for sma.ll
cheese manufacturers Wlth limited knowledge of market altemaﬁves However, even small
cheese companies ,relyypregiqnﬁngntly on the’spot markketnm d}sposmg,of surplus eheese. And
brokers sellmg for small compames use the spot market far more than the Exchange -

Limited knowledge of market altemauves is an 1mplau31b1e reason for large companies to
trade on the Exchange Such companies have qmte extenswe knowledge of market altematwes
_and frequent commumcanon thh prospectlve buyers and sellers |

Most cheese compames prefer the spot market because it has substantxal advantages over
NCE tradmg, mcludmg the followmg

-- Spot traders are able to estabhsh more precise dehvery, age and quahty
specifications than are NCE traders. i
-- Spot transactions may occur any time during the business week rather than dunng
the typical NCE trading period of about 30 minutes each Friday. :
-~ NCE sales are F.0.B. within 200 miles of Green Bay. Plants located some
distance from Green Bay may often avoid the freight charges associated with
~ NCE transactions by trading in the spot market.
-~ Spot traders need not pay the 0. 25 cent per pound charge assessed to both the |
, ~ buyer and seller on NCE trades.
-~ Spot market trading provides an opportumty to trade at prices not 1mmedlate1y
~known to cempentors In competitive markets, firms departing from the
“ “prevalhng price gencrally do not wish to communicate this information to others.
-- The thinness of the market and its w1despread use in formula pricing discourage
large cheese manufacturers and marketers from using the Exchangeasan
altematzve outlet or source of supply because doing so may adversely affect the
~ price they pay or receive for contract purchases Hence, the logical buyers and
~ sellers in competitive cash auction markets are dxscouraged from using the NCE
as bona fide buyers or sellers. Spot trades do not create this conflict because the
prices of comrrutted supply agrecments are not hnked dlrectly to spot pnces
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Given this list of spot market advantages, it is not surprising that NCE prices generally
have been lower than spot mérket prices for comparable cheese. The lower prices can make the
NCE an attractive, though less reliable, source of supply for buyers who need more cheese than
they receive from committed suppliers. Of course, lower prices on the NCE do not explain why
a large company would prefer to sell there. Indeed, it is difficult to identify any reasons why a
large company onuld prefer to sell on the NCE rather than in the spot market, other than to
influence the market price.

Kraft's publicly stated reasons for selling on the NCE are that (a) it always builds a
surplus into its annual plan, and (b) it must take the entire output of its committed suppliers. But
while Kraft always plans for some surplus--and occasionally has unplanned surplusés or
shortages--these reasons explain neither its large sales on the NCE nor its exclusive seller-trader
status from August 1986 through 1993. Analysis of Kraft's operations reveals that it can--and
usually does--manage surpluses in one of three other ways: by reducing the amounts taken from
committed suppliers (so-called "deprocurement"), by selling in the spot market, and by selling to
the CCC when the option is available. For example, when in 1990-1991 Kraft faced the largest
unplanned surplus in recent years, it sold a relatively minor part of the total surplus on the NCE.
Most, if not all, cheese sold on the NCE could have been placed in inventory or sold more
profitably to the CCC and in the spot market. Instead, Kraft chose to sell on the NCE at prices
below the CCC support level. After prices rose above the support level in 1991, Kraft sold on
the NCE for the apparent purpose of moderating an upward price trend. |

On barrel and block sales for the entire 1987-1992 period, Kraft calculated that it lost an

average of 2.40 cents per pound on NCE sales, gained an average 2.65 cents per pound on spot
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sales, and gained an average of 0.19 cents per pound on CCC sales. Thus, there was a net
differential of about 5 cents per pound between the loss from NCE sales and the gains from spot
sales. (The comparisoné include only sales of 40-pound cheddar blocks and 500-pound cheddar
barrels, the cheese types sold on the NCE in 1988-1993.) To sell on the Exchange at a loss when
other more profitable outlets are available constitutes trading against interest; i.e., it is ir;ational
business conduct unless Kraft expected to influence NCE prices to its benefit. The profit-loss
calculus to justify selling at such a loss is straightforv?ard. Although Kraft lost about $1.5
million on NCE sales during 1987- 1992, every 1 cent per pound reduction in NCE prices

lowered Kraft's raw material procurement costs by over $10 million annually.

When considering whether or not the NCE as pres,eritly functioning ‘isyne;:icssary asan

alternative outlet, it is important to recall that a fragmented but geographically centrahzcd cheese
industry gave birth to the NCE and its predecessors in 1918. Since then manufacturing has
‘become increasingly consolidated, with the number of cheese plants falling from about 4,000 in
the early 1900s to 508 by 1987. Only 216 companies had annual sales over $100,000, the 50
largest of which made 82 percent of all natural and processed cheese 'shipments, Moreover, in
11920, two years after the predecessor of the NCE:Was established, Wisconsin .acc_aunted for 64
‘percent of the value of all cheese shipments; by 1994 Wis"cbns',in”sk share of U.S. cheese
productioﬁ; (in pounds) had declined to 30 percent. ‘Over the period cheese production in the
Western Region grew from aﬁout 6 per'cent to nearly 25 percent.

This geographic decentralizaﬁon of manufacturing and decline in firm numbers, together
with imprOVed"coﬁununiCatiOns and transportation, has made obsolete a central cash auction

market where buyers and sellers physically meet. Other food and nonfood manufacturing
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industries have demonstrated that they can effcctix)ely manage unexpected shortages and
surpluses without central cash markets, depending instead entirely on adjustments in supply,
tréidés in ébot markets, and inventory adjustments. Viewing the NCE in the context of the
evolving cheese iﬁduétry raises questions as to whether the NCE, as it currently functions, has
become an anachronism.
G. Trading Activity of Leading Traders, 1988-1993

- During 1988-1993 there was a cyclical pattern to cheese prices each year caused by
seasonal variation in overall supply and demand conditions. Prices tYpiCally were lowest in
February and March, the beginning of the flush production; prices typically rose thereafter until
they peaice’:d m late summer or fall. .

Overall supply and demand conditions determine the broad contour of prices over each
pﬁéé cyclc.k But given the high inclasticity of short'—run' supply and demand, there oftenis a
range of prices that will clear the market at each point on the cycle. This gives traders with
market power a range within which they may influence the price established each week on the
NCE. Such traders might'not alway's seck the lowest or the highest price possible each trading
session; rathér, they might choose to pexio‘dically'inﬂUexiCc pricés over a price cycle when they
believed doin g so would aid in achieving their profit goals. |

Leading traders on the NCE may be divided into two groﬁp's based on their differing

financial interests in the level of NCE prices, other thingsﬁ being‘ the same. Kraft, Borden and

 Alpine Lace apparently benefit from lower NCE prices, whereas Beatrice, Mid-Am, Schreiber,

Land O’ Lakes and AMPI apparently benefit from higher NCE priCcs, other things remaining

the same. ‘During 1988-1993, leading traders in the first group were predominantly seller-traders
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on the NCE, selling 1806 loads and buying 57 loads. Those in the sccond group were N
predominantly buycr-ttaders, buying 1947 loads and selling 93 loads The two groups made 91
percent of all purchases and 86 percent of all sales. The leading seller-trader was Kraft, whxch |
made 74 perccni of all sales, and the leading buyer-trader was Beatrice,,which made 35 percent
of all purchases. | |

Over each price cycle, the seller-traders, led by Kraft, usually traded most actively at
price tops, price bottoms, and kintkcrmittently when prices were risingT At price bo‘ttoms,k Kraft
sometimes appeared to ﬁll as many blds as required ktokkeep prices at or near the seaisonalklyow.’
Between a price bottkom’ and th¢ nc;xt pric’c top, buyer-traders appeared to bid up thc’f,ma.rkct,, ,
often with few consummated sales. During periods of rising prices; the ’seller—t:adqg,lgd by i
Kraift,' appeared to signal implicit approval of rising prices by not participating in trading, |
occasionally signaling explicit apprqval of rising prices by joipingbuyers ,i’n ,:submitting bids, and
signaling disapprp‘vlaly of rising ,pq:iccs by actively sclling’into a rising markct, therqby ’mpde:katiﬁr’lg
upward price trcnds. When scllycr-tradcrskccascd’scilling,y the upward price trend usually
continued. At price tops Kraft pftcn‘init‘ially ﬁlledi:b‘ids xyith tbe effect of ;syloywing,’or stopping
the u‘pwg:gi tr::qd. : Thereafter, Kraft Igd_ m :ﬁlling bids and in offering to scllka’s the ma:ket A
topped and began to subside. Once a dowqward priée trcnd’wgs established, Kraft frequently
continued makmg focrs to se;ll——oftén j oined by B,ordgn and Alpine Lace and sorﬁc:times by
other t;adgrs, Qcpqrally, Iittyle’ac’t’ualk sclling wa:skrequired to r:naintaini a dgwnwéljd pnce ytVreknkd,k
since with prices falling everyone m the marketing chaig kgcneralylyk kwyithhel’gl purchasing, thereby
delaying inventory accnmulation until priycﬁes hit bottom. The apparent ‘effkcct’of‘ snelleptradel:ﬁ :

activity, led by Kraft, often was to shape the pattern of NCE prices over a price cycle.
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The trading conduct of the two smaller seller-traders, Bor’den and Alpine Lace, differed
from Kraft's in an important respect: whereas Borden made 30 percent of all offers to sell
barrels during 1988-1993, it made only 4 percent of all Barrel sales. Likewise, Alpine Lace
made 30 percent of all offers to sell blocks but made only 5 percent of all block sales. The
apparent explanation for these disparities in the pattern of offers and sales is that when buyer-
traders began buying heavily, Borden and Alpine Lace generally became inactive, leaving Kraft
to assume the losses that usually accompanied heavy selling. Thus, Kraft clearly dominated
selling activity on the NCE. ’

Leading seller-traders were confronted by a small group of buyer-traders, led by Beatrice
in barrels and Mid-Am in blocks. The buyer-traders were most active at price bottoms and
during upward price trends. At price bottoms they exerted upward pressure on the market by
covering offers (usually Kraft's) or making bids (usually filled by Kraft). Whenever Kraft
stopped filling bids at a price bottom, buyer-traders actively bid up prices, usually with few or
no sales, sometimes for many successive weeks. The buyer-traders appeared to be a less
cohesive group than the seller-traders, since at times some buyer-traders sold when others were
buying. |

Overall trading patterns imply that the seller-trader activity exerted a downward -
influence on price, and the buyer-trader activity exerted an upward influence on price. For
example, during the days Kraft and the other leading seller-traders were active on the NCE,
prices increased during only 8 percent of the sessions, whereas they decreased during 43 percent

of the sessions and remained unchanged during 22 percent of the sessions. And in 27 percent of
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the sessions their selling activity moderated upward price trends. The same gencral pattern
existed in block trading as in barrels. |

| The apparent influence of buyer-trader activity was the mirror image of leading seller-
trader influence, but less pronounced in its effect. During the days leading buyer-traders were
active, barrel prices increased on 45 percent of the days, decreased during 30 percent of the
days, and remained unchanged on 25 percent of the days.

k  H. Kraft Trading Activity 1 990-1992
Aﬁ in-depth analysis of Kraft's trading activity during 1990-1992 provides insights into
“the appérent motives and ‘conseciuénccs of Kraft's conduct, especially during cyclical p:icé

bottoms. For ‘exam;)l"e,’faftér:a large price decline during }anuary and the first week of February

| 1990, prices remained virtually unchanged for two months. The low prices apparéﬁﬂy dld ﬁot

| fully reflect market fundamentals but ratherKraftz‘fs;persis’tentheavy selling on ‘ﬂleaNCE.f;Nci:thcr
Kraft nor the industry ﬁad excess inventory at ﬁxetimc;; JIndeed, the market was quite tight with
many cheese companies seeking supplemental supplies in the spot market. Market,suppliyesd J
; k would have been even tighter had not some companies;apparently«delayed bmldmg inventories
bécausc they fnred prices might fall even ldwef. Whereas Kraft incurred Iosses on its ’NCE,salés
during this period, the:evidence indicates that it often could have made proﬁtable:;Saiesin the
spot market. ‘

; The evidence does not support the idea that Kraft's large NCE sales during February-
* March 1990 were motivated pﬁmarilyby a need to dispose of surplus cheese on;thé, NCE.f K_raft
documents reveal that its top purchasing officials did not believe a,surplu;s existed or loomed on

the horizon. Insofar as Kraft had any short-term supply imbalances, these could have been
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managed by ‘increasir’xg inventory mddeétly or by making more spot sales, the predominant
methods used by Kraft and other large firms in handling surpluses in periods when price
sdpports were not operative.

Although NCE barrel prices fell 30.5 cents per pound between the January high and the
February and March lows, Kraft lowered its average net wholesale processed cheese prices by
only 5 cents per pound during the same period. As a result, Kraft's gross profit margins on
cheese reached record highs during February and March 1990.

This and other evidence presented in this analysis support the hypothesis that Kraft’s
trading activity was motivated primarily by a desire to influence NCE prices, not to dispose of
surplus cheese. Dliring 1990-1992, Kraft managéd its surplus problem predominantly by
reducing procuremént of bulk cheese, sellin g in the Spo‘t market, and selling to the CCC when
avaﬂable. 'Kraft’sk overall NCE sales were unprofitable, whereas its spot and CCC sales were
proﬁtable. There is évidencé that Kraft chose to sell cheese on the Exchange at a loss when it
could have more prdﬁtébl);made the sales elsewhere. Such conduct constitutes trading against
interest, the practice of purposely not selling at the"prbfit—maxihﬁz’i’ng price. In the context of
NCE tfading, this impiics the seller énticipaies tﬁe:ﬁnproﬁtable% NCE sales will enhance
compavny’ profiis by lowering priées paid for bulk éheCSé purChaséd under NCEébased formula
price contracts.ﬁ

" I. Econometric Analysis
In addition to the analyses of trader motives, overall trading patterns and the in-depth
analysis of Kraft's conduct, we made several ec'ondrheﬁicyanalyse.SVOf NCE prices. The analyses

sought to estimate quantitatively the relationship between NCE prices and various independent
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variables. Two alternative estimating techpiqu(:s were used in examining the relevan t | N
relat1onsh1ps

The analyses tested the hypothesis that during 1988 through 1993, tradmg by Kraft and
the other Ieadmg seller-traders had a neganve mﬂuence on NCE prxces, and that tradmg by
leading buycr—traders hada posmvc mﬂuence on pnces The first analys1s found a staustlcally
significant negative relationship bctwcen NCE prices and Ieadmg selle;—trader actlvlty. The
analysis found a very modest positive, but not stat’isticallyk signiﬁcant, relationship bet\yégn NCE
prices and the activity of lcadmg buyer—traders

The ana1y51s implies that when at least one of the three leadmg seller—traders, dommated
by Kraft, was acuve each week of a month the average block and barrel pnce for the month was
4 to 5 cents per pound lower than 1f none of these traders had been actlve durmg the month |
(These estimates are expressed in 1993 dollars.) So, if these traders were active d}lnng half qf
the weeks in a year, block prices would have av::raged 2to 2% cents less for the entire year. B

A separate analysis,waé made estimaﬁng Wisconsin _Assembly Point W. AP) prict:g ;‘athér
than NCE prices. This was donc to dctemnne whether the ﬁndmgs regardm g NCE pnces were
reprcsentatlve of the actual transacuon pnccs for the 90-95 percent of bulk cheesc scld under
committed supply agrecments usmg NCE-based formula pnces Thesc formulas typxcally
include a premium over the relevant NCE price, with the size of the premium varymg sqmesﬁ(hat
with changes in overall market condmons !Hmce,i NCEprices do not reflect preciseiy thc_ actﬁal
transaction pnccs pmd under commlttcd supply agrecmcnts

~ To determine whcthcr thxs potenual shortcommg of NCE pnccs 31gn1ﬁcantly affccted the

- relevance of our results, we substituted in our estimating equations average WAP prices, kwhxch

G
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are the prices péid on spot transactions at Wisconsin assembly points. WAP prices generally are
higher than NCE prices with the size of the premium influenced by market conditions. Our .

results using WAP prices are very similar to those using NCE prices. These results indicate that

' NCE prices are representative of the NCE-based formula prices for bulk cheese sold under

committed supply agreements.

- In sum, these analyses provide quantitative support for the hypothesis that the leading
seller-traders--dominated by Kraft--were successful in reducing NCE prices when they
participated in trading. In doing so they lowered the price of bulk cheese sold by cheese
manufacturers at NCE-based formula prices. The trading activity of leading buyer-traders,
however, had no statistically signiﬁCant influence on prices.

J. Conclusions
The National Cheese Exchange and its predecessors have been subject to periodic
criticisms and questions since their inception. It is easy to understand why. This tiny market in
Green Bay, Wisconsin, operates for about 30 minutes each week with trades averaging 0.2
percent of total cheese volume during 1988-1993, yet the NCE price is used to formula-price
virtually all bulk cheese transactions. This enormous leverage and the concentrated nature of

trading raises questions of whether the NCE may be subject to manipulation for the benefit of

‘some traders.

During the 1970s and through the mid-1980s, cheese prices were determined largely by
government price supports for cheese; prices on the NCE seldom moved far from the CCC price.
Thus, there was less opportunity and incentive for firms to manipulate the NCE. As price

supports and CCC stocks declined, the role of the NCE in cheese pricing changed. Cheese prices
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‘became increasingly market driven, price volatility increased sharply, and in this environment
the potential pay-off from "managmg" NCE prices increased.

During 1988-1993, the NCE apparently did not perform the functmns expected of a bona
fide cash auction market serving primarily as a supplemental outlet or supply. In bona ﬁdg ;cash
agricultural auction markets, price determination is the result of trading, not the purpose of it.
quevcr, the evidence presented in this report provides considerable support for the hypothesis
that during 1988 to 1993, leading scller-traders and, to a lesser extent, buyer-traders, engaged in
trading primarily to influence NCE prices. |

There is evidence that in recent years Kraft has been the market leader on the NCE.
Whereas Kraft is the leading buyer of bulk cheese off the NCE, begmmng in August 1986 Kraft
became exclusively a seller-trader on the NCE. During 1988-1993 it made 74 percent of all
barrel and block sales on the Exchange. In the important barrel market segment, which
accounted for 68 percent of NCE sales, Kraft made 83 percent of all sales. Together with two
other leading seller-traders, Kraft accounted for 88 percent of all barrel sales and 70 percent of
all block sales. ‘ ;

* Analysis of trading conduct during 1988-1993 indicates that Kraft’s trading acﬁvity i
appeared to fashion the pattern of NCE prices over each price cycle. Kraft’s salesonthe
Exchange were usually at a loss, whéreas when it sold either in the spot market or to the CCC it
generally made a profit (or inéurred a smaller loss than on the NCE).

* While Kraft was the dominant seller-trader on the NCE, it frequently was joined by
Borden and Alpine Lace. These three seller-traders were frequently confronted by five leading

 buyer-traders, Beatrice, Mid-Am, Schreiber, Land O’ Lakes and AMPL. The buyer-traders--

gk
o
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especially Beatrice and Mid-Am--often appeared to challenge Kraft’s conduct at cyclical price

bottoms and price tops, and to take turns bidding up prices during rising price trends. Insofar as
cooperation occurred among buyers or among sellers, this may merely have reflected a shared
interest in the level of prices; we found no evidence of collusive conduct among traders. The

buyef-u'aders were a less cohesive group than the seller-traders, with some buying while others

were selling.
" The above characterization of trading conduct on the NCE implies that prices were
established within the context of bilateral oligopoly, with Kraft acting as the dominant price

| leader, with two followers, confronted by five leading buyer-traders. Economic theory teaches

that what actually happens under bilatcral oligopoly depends upon the relativ¢ market power of
the COﬁﬂictiﬁg parties, inclUdihg which party exercises price leadership. When power is evenly
""""" divided, the resulting prices;r’nay appfoximatc Lc'()mpetiti\ie ones. If one side enjoys greater

power than the oiher, the resulting Iﬁrices will benefit the holders of greatest‘pQWer. The study

examined this issue by analyzing the conduct and performancé of Ieading traders.

The analysis indicates that there was an imbalance in market power between buyer-

trader;s. and seller-tradcrs, with the Vbalanée favoring Kraft and its yfollydwers. Kraft is the largest
o cheese company, the largest buyer of cheese off the NCE, and the leading seller on the NCE,
cspeciéliy, m barrel cheddar cheese. We cstimate that Kraft uséd 35 to_40 percent of all barrel

cheese made in the United Statés in 1992,3 practically all of which was purt;hascd under

i 3 A 1989 Kraft document states that Kraft utilizes [... to ...] percent of the cheese produced
N ~ inthe U.S. Kraft General Foods, Inc., Cheese Procurement Strategy, Operations,

| December 6, 1989, KGF 2948, 2977. In November 1990, Kraft’s cheese procurement
~ director estimated that Kraft accounted for [...] percent of total U.S. cheese production.
- Kraft General Foods, Inc. , Wayne Hangartner, “Jerome Cheese Company,” November 8,
% 1990, KGF 3218, 3228. 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
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committed supply agreements at NCE-based formula pripcs. Kraft, in turn, uses tlnsbarrei H ‘
cheese in processed cheese and cheese spreads, where Kraft accounts for about 60 p;c:rkcenkt’ of | ’

‘retail sales. | o .

Kraft’s large size in the cheese yind;xstry and dominance in NCE tradmg give it several |
strategic competitive a&vantages; over t:atifcrs and‘,po:tential traders.* ‘Onc compgtit’ive’ advantagc
derives directly from Kraft's position as the largest buyer of cheese off the NCE”, Each year |
Kraft builds some surplus into the amount of cheese it agrees to buy ’from commxtted ’sv.,xp‘plim's.6

In addition, it typically has first call on any excess cheese produced by ‘committcd‘ suppliers,

thereby controlling whether the cheese is sold in the spot market or on the NCE. Thus, Kraft has

judicial resolution of a good-faith dispute over the trade secret status of the ‘Cinfpmiaﬁon.

4 A firm enjoys a strategic competitive advantage if it can employ strategies not available

" to other actual and potential market participants. Alexis Jacquemin, The New Industrial
Organization, The MIT Press, 1987, 107-129; Michael E. Porter, Competitive
Advantage, The Free Press, New York, 1985; T. Schelling, The Strategy of Conflict,
Harvard University Press, 1960.

5 In an interview, Richard B. Mayer, Chairman-CEO of Kraft General Foods, Inc.,
reportedly said size “yields a lot of areas of competitive advantage” including “incredible
purchasing power. Those types of advantages are very, very real.” Emphasis added. J.

" Liesse and J. Dagnoli, “Goliath KGF Loses Steam After Merger,” Advertising Age,
January 27, 1992, p. 17. ol ‘

" "Kraft included among the implications of being the largest cheese buyer the
ability to get better information than others about overall market conditions. Kraft
General Foods, Cheese Procurement Strategy, Operations, December 6, 1989, KGF
2948, 2990. It included among the strategies to nmaximize profits: developing superior

information systems; establishing inventory strategic reserves; and influencing industry
conditions to support Kraft business strategy. Id.2993. = ; :

6 Kraft buys virtually all its barrel cheese needs from committed or spot suppliers. Kraft
also cah‘obtain"addiﬁoﬁéfbarrel or block cheese from some of its committed supplier
plants that can convert from making block to barrels. Such plants are referred to as

 “balancing” plants. If need be, these plants can supply additional barrels or blocks for

* trading purposes, thus contributing to Kraft's supply flexibility.
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various methods of ménagin'g its surplus, which gives it the option of selling as much of the

surplus on the NCE as best serves its interest.

Buyer—&aaéi‘?;"éfjﬁﬁféﬁﬂy do not have similar flexibility. Cheese marketers like Beatrice
and Schreiber may plan each year to buy some cheese in the spot market and on the NCE. But
the amount they can buy on the NCE may vary greatly from week to week. It is therefore risky
for such marketers to plan on the NCE as a significant supply source. Since most marketers
obtain 90-95 percent of their cheese under committed supply arrangements, this limits the extent
to which they can buy cheese on the NCE.” Likewise, when selling on the NCE, Kraft often
deals directly with cooperative cheese manufacturers that sell much of their bulk cheese (as
committed suppliers or in the spot market) to Kraft and other cheese marketefs. Although

cooperatives often plan to buy some cheese in the spot market, their needs at a specific time may

be quite are limited. Since they must ultimately sell any cheese purchased that exceeds their

needs, they face the same problem as the proverbial coal mines of Newcastle. Moreover during
1988-1993, the leading cooperatives did not appear to coordinate their buying efforts on the
Exchange. Land O’ Lakes was an active seller-trader on a number of occasions. AMPI, the

largest cheese kcoo'perative,ywas the least active of the five Ieadin’g buyer-traders, and on one

7 of course, one optxon would be for a trader to buy atalow price on the NCE and sell at a
~ higher price in the spot market. We have no evidence that this occurs frequently,
‘although brokers may occasmnally do so. Perhaps the reason for this is that buyer-
traders believe the potential rewards are smaller than the potential risks. This is
espec1a11y true at market tops and in declining markets, when a speculative buyer-trader
may end up seIhng at a lower price in the spot market than he paid on the NCE.

At market bottoms, such speculatlve trading may be dlscouraged because
continued heavy seller-trader activity may ultimately drive prices down even lower.
Fmally, other seller-traders that benefit from lower prices would not be inclined to buy
on the NCE if doing so threatened to increase prices or slow dccreases
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occasion sold heavily (while other buyer-traders were buying) on the Exchange, Causmg 1 , |
historic drop in prices. Thus, the leading buyer-traders at times ”appgaxe‘d to tradc atcross
purposes, an action which suggests that they cm;stitgted a ,I?SS; ‘ca:hesivqx group than the gpﬁer-
tradcrs

- Kraft enjoys another strategic advantage over buyer—-tradets because of the asymmetry in
market information among traders Kraft believes that 1ts greater overall size and Iargcr
- committed supplier base compared to other traders give it supcnor mfonnatlon regardmg the
size of industry inventories and overall supply/demand conditions. Other tradcrs acknowledgc

that Kraft is the best informed trader, commandmg the respect of both scllcrs anci buyers L

- ~ Because of Kraft s supenor market knowlcdgc, other traders hesxtabe to oppose Kraft s v1ew of

~market condmons as nnphed by 1ts trading conduct, espccxally dunng the turmng pomts at the

bottoms and tops of price cycles. When Kraft,is, active in adown ma:ket, tfadfC‘IfS’WI_ﬂ}E c;g;qcx@:;nt

 interests often join in offering cheese; but traders with conflicting interests may remain on the
sidelines because they suspect Kraft knows better than they such relevant facts as the size of
industry inventories and shifts in aggr_cgate{ supply and «de’mand; A trader contgmpl,aﬁgg ggtiyity

contrary to that of Kraft may believe such  strategy involves greater risk than going along with

8 The literature of strategic behavmr includes asymmetry of information among rivals as
- an important factor conferring strategic advantage to a firm. David Encaoua, Paul
Geroski and Alexis Jacquemin, "Strategic Competiti a,,and the Pers1sten 0 onunant
Firms," in Joseph Stiglitz and G. Frank Matthewson (ed.), New Develop ]
Analysis of Market Structure (1986), p. 55. Economic theory also suggests that
asymmetric | information facilitates cartel behavior. J. S Femstem, M k, and F.C.
Nold, “Asymmetric Information and Collusive Beha 1 Auction M > 74
‘American Economic Review (Iune 1985), 441-460.‘; Ina tecent decxsmn, the British
~ Office of Fair Trading concluded that “asymmemes in information” constituted a
significant barrier to entry. M.A. Utton, Market Dommance and Antitrust Palzcy, 1995,
p. 130. See note 5 above regardmg Kraft’s supenor market mformaﬁon :
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Kraft. Such conduct may also be encouraged by the fact that all Ieading seller-traders have much

slimmer profit margins than Kraft. The deference shown Kraft because of its superior market
knowledge’kiys a classic exa.mﬁle of strategic advantage conferred by asymmetrical market
knowledge.

Finally, Kraft gains competitive advantage because it buys so much cheese off the
Exchange direc'tly: from actual and potential Exchange traders, a fact which may explain why
important suppliers of Kraft have elected not to participate in trading. Only one (AMPI) of
Kraft's Ieading suppliers during 1991-1992 traded on the Exchange in those years. This suggests
that Kraft’s leading suppliers were reluctant or unable to challenge Kraft on the NCE even
though their interest in NCE price levels differed from Kraft's. No such constraints are placed
on buyet-traders for whom Kraft is not a large customer off the NCé.' Beatrice, Schreiber, Mid-
Am and Land O’ Lakes, the leading buyef-n‘aders on the NCE, are not committed suppliers of
Kraft, and they sell relatively little of their total bulk cheese output to Kraft. On the other hand,
AMPI, an agricultural cooperative, the country's largest cheese manufacturer and a large
committed supplier of Kraft, made far fewer purchases on the NCE than did Mid-Am, the
nation's second largest cheese cooperative. AMPI’s behavior is consistent with the expecteﬁon
that firms selling relatively large amounts of cheese to Kraft off the'EXcha’n‘ge are not likely (or
able) to challenge Kraft's conduct on the NCE leemse, any trader that has a contmumg
busmess relatmnshlp w1th Kraft may cooperate w1th it on the NCE despite the fact that NCE
pnces seemin gly have a neutral 1mpact on the trader s proﬁtablhty

These various strategw competmve advantages are the source of Kraft s ab111ty to

exercise pnce leadership on the NCE As Mlchael E. Porter observed "mdustry leadershlp is
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' not a cause but an effect of cﬁ‘amp:etz'tz'?e, qdvantage,'f9 No other trader on or off the Exéhangg ,
enjoys these advantages, all of which derive from Kraft's large overall size and uniquc
organizational structure. In this context, Kraft holgis ;he balance of power. Of course, the_fc may
be times when supplies are so tight that Kraft is unable to depress prices on the NCE. Indeed, it
may not be in Kraft's interest to do so at times, lgst prig:e, be inadequate to bring forth ésufﬁcicnt
supply. But this only indicates, of cour’se,;’that there are constraints on Kraft's ability to
influence prices, a condition true even for a,ano:polist.

Kraft's potential influence over indus;:rywide prices would be greatly dlmlmshedlf lt |
only bought from committéd and spot suppliers :and sold any surpluses in th: sp§t markct, sincé
then its influence over price would be limited prima’rily, to its buyin g powér m ythe aggregate
cheese market. Since K;rafﬁs;cheese: requirements aqcoﬁnt kfo,r a quite modcsktshgxk*é ’of total . |
cheese pquuction(approximately 15 to 20 pcercc:nt),m it Would hgye little unilatc:ral conf;rol over

price.

9 Michael Porter, Competitive Advantage, (The Free Press-Macmillan Inc.), 1985, p. 26.
Emphasis in the original. David Encaoua, Paul Geroski, Alexis Jacquemin. "Strategic
Competition and the Resistance of Dominant Firms: A Survey," in Joseph Stiglitz and
G. Frank Mathewson, New Development in the Analysis of Market Structure, MIT Press,
(1983) 79, 55-56. Steven C. Salop, "Strategic Entry Deterrence," American Economic
Review, 69 (May 1979), 335-338. Michael E. Porter, Competitive Advantage, The Free
Press, New York, 1985. Steven C. Salop (ed.), Strategy, Predation and Antitrust
Analysis, Federal Trade Commission, Washington, D.C., September 1990.

' In a public document Kraft reports that in 1992 it accounted for about 20 percent of all
cheese in the U.S., and 40-45 percent of all cheese sold through supermarkets. Dede
Thompson Bartlett, Vice President and Secretary, Phillip Morris Companies Inc., to the

" Reverend Seamus P. Finn, O.M.L, February 24, 1992, enclosures, Kraft General Foods,
Inc., “Share of the U.S. Dairy Industry,” and “Facts about Kraft’s Cheese Business.”




