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Background

As a result of several problems facing the agri-food system the Secretary of Agriculture and the U.S. Attorney General have requested written comments on competition issues in the agriculture industry.  Over time, the agri-food system has become more industrialized, more specialized, more integrated and more managerially intensive (Paarlberg et al, p.2).  These forces in turn, have increased the potential for anti-competitive behavior.  This paper discusses the level of concentration in the dairy industry and some of its implications.
Milk is used for several products.  The most important is fluid milk which accounts for 42.2 percent of sales; cheese is second accounting for 38.4 percent of sales; dry, condensed and evaporated milk products account for 16.6 percent of sales; rounding out the category is butter accounting for 2.8 percent of sales (IBISWorld, Dairy Product Production in the U.S., p.8).  Given the persihability of some of these products especially fluid milk there is an intense need to find markets and to ensure that supply and demand is matched.  
Despite the fact that fluid milk sales account for industry 42.2 percent of revenue only 34 percent of the milk produced is used for the fluid milk market (IBISWorld Milk Production and Dairy Cattle in the U.S., p.8).  Milk in the fluid market commands a price premium over milk used for manufacturing uses.  The Federal Milk Marketing Order also insures that the needs of the fluid market will be met.
Few, if any, sectors of agriculture are facing the difficulty currently faced by dairy farmers.  According to the Economic Research Service at the USDA, the price of milk was $11.90 a cwt. in August of 2009; this represents a decline of $6.60 or 35.9 percent from August of 2008. As a result of the precipitous decline in the price of milk cooperatives have joined together to offer a self financed herd retirement (buyout) program. 
The decline in milk prices have led to calls to investigate the level of concentration and power in the dairy industry.  One reason for these calls is despite the fact that farm level prices are declining, the prices consumers pay for dairy products have been remarkably stable.  Nationally, there does not seem to be excessive concentration in the dairy industry, there may be a lack of competition in local markets.  Of particular importance is the fluid milk market.  Due to the cost of transportation and the perishablity of fluid milk there is more potential to dominate a local market than is the case for manufactured dairy products.
One fundamental aspect of the evolving agri-food system is a movement away from using price to allocate resources to other mechanisms.  While still important, price is being replaced or augmented by contracts, strategic alliances, vertical integration and vertical coordination (Vollrath, p.4).  This is also the case in the dairy industry.  Without oversight these new arrangements have the potential to lock out access to markets for some farmers and other firms in the agri-food system.

In many cases however, there is a good technical reason for increased concentration and integration in the agri-food system.  One reason is to take advantage of economies of scale.  This allows firms to reduce their costs and conceivably pass the cost savings on to consumers.  Other reasons include the ability to trace product back to its source, and the ability to manage supply and demand in terms of seasonal and daily fluctuations.  Firm behavior is more important than industry structure in determining legal violations or anticompetitive activities.

This testimony will outline some of the issues facing the dairy industry and will attempt to assess the level of concentration in the industry.  Emphasis will be placed on some large handlers of fluid milk and cooperatives.  

Dairy Processors

As is the case in much of the agri-food system, the number of dairy processors has declined.  Also the level of integration in the entire system is increasing.  For example Wal-Mart is the largest customer of Dean Foods and Supervalu provides milk for all Super Targets (IBISWorld, Dairy Wholesaling in the U.S., p. 9).
On a national level the dairy product wholesaling industry is not concentrated.  It is estimated that the four largest firms account for 20.4 percent of sales; of which Dean Foods with an estimated market share of 9.1 percent is the largest (IBISWorld, Dairy Wholesaling in the U.S., pp.10,24).  Also dairy cooperatives play a role in this industry, although their role in the fluid market is limited, which adds a degree of competition in this sector.  Nonetheless, there may be a lack of competition in some local markets.
Dean Foods has a larger role in dairy product production accounting for 15 percent of the market (IBISWorld, Dairy Product Production in the U.S., p.31).  Again, it may play an even bigger role in some local markets.  Dean Foods also has agreements with cooperatives and has been active in purchasing other firms such as Friendship Dairies and Horizon Organic (IBISWorld, Dairy Product Production in the U.S., p.41).
Dairy Cooperatives
Over time the number of dairy farms has declined and those dairy farms that remain are becoming larger.  Despite these facts an individual farmer is too small to affect the price and has the potential to be at a disadvantage relative to milk buyers.  Unlike crop producers, a dairy farmer cannot store his milk and wait for a higher price, the dairy farmer needs a daily outlet for his or her milk.  To address this potential asymmetry of power among other reasons dairy farmers have organized cooperatives.  Cooperatives farmer owned organization that allows farmers to negotiate as though they are one firm.  
Cooperatives have been successful in negotiating prices above the Class I (fluid milk) minimum set by the Federal Milk Marketing Orders.  Over order premiums can be explained in a number of ways:  they are a result of the market power exerted by cooperatives; they are a way for cooperatives to cover the expenses of providing services to their members (Manchester, pp. 207-208), or they are a way to match supply and demand in the fluid market.  Over order premiums may be necessary to ensure that sufficient milk goes to the fluid market and not the manufactured dairy product market.
Dairy cooperatives are major players in the industry.   Cooperatives process and market 85 percent of the milk in the country (IBISWorld Milk Production and Dairy Cattle in the U.S., p.9).  The country’s largest dairy cooperative, Dairy Farmers of America (DFA) handles one-third of the nation’s milk.  DFA has members in 48 states and has 18,000 farmer members.  DFA was created by the merger of four regional dairy cooperatives (IBISWorld, Dairy Product Production in the U.S., p.33).  DFA also has several agreements to market milk and dairy products with proprietary firms (IBISWorld, Dairy Product Production in the U.S., p.41).  These types of agreements are becoming more common throughout the industry.

In some cases such as butter and some cheese products cooperatives sell their own branded merchandise.  A very good example is Land O’ Lakes, a cooperative that has its own branded butter.   Land O’Lakes also has an agreement with Dean Foods to sell branded products (except butter and cheese) nationwide (IBISWorld, Dairy Wholesaling in the U.S., p.26).  Cooperatives play a large role in the production of dry milk products, cheddar cheese and butter.  They play a small or negligible role in other dairy products (IBISWorld, Milk Production and Dairy Cattle in the U.S., p.9).

One reason cooperatives play such a large role in manufactured (non fluid) dairy products is to help match supply and demand in the fluid market.  Milk production tends to be greatest in those months where demand is weakest, and demand is greatest in those months where supply is at it lowest.  In those months where there is excess supply cooperatives process milk into manufactured products such as cheese, and butter.

In the face of the low prices cooperatives have taken it upon themselves to reduce the supply of milk through the Cooperatives Working Together (cwt) program.  Under this program cooperative members and independent producers enrolled in the program pay an assessment into a fund.  Producers interested in leaving the industry can submit a bid, which if accepted, will provide them a payment to leave the industry.  While this is an attempt to restrict supply and provide price support it also helps foster an orderly retrenchment in the dairy industry.  A buyout is quicker and less painful than reducing supply through forcing dairy farmers out of business through bankruptcy.

The reason dairy cooperatives are able to pursue these activities is the limited antitrust immunity they receive via the Capper-Volstead Act.  The Capper-Volstead Act allows cooperatives to negotiate prices and terms of trade with processors and handlers of milk.  It also allows cooperatives to form alliances among themselves.  However, while a cooperative can enter into agreements and alliances with processors and handlers, these agreements are subject to antitrust prosecution.
Despite the size of dairy cooperatives their long term ability to set prices is extremely limited.  Cooperatives are an aggregation of independent businesses.  High prices encourage additional production by both members and nonmembers of the cooperatives.  This puts downward pressure on prices.  In fact it could be argued that the high prices of 2007 led to increased milk production which, in turn, coupled with the global recession led to a collapse of milk prices.  The existence of large cooperatives is not a cause of the decline in milk prices.  

Implications
Determining the level of competition in the dairy industry is difficult.  On a national level, the industry does not appear to be concentrated.  However, that may not be the case in some local markets that could be dominated by one or two processors.  This is particularly the case in the fluid milk market, where the perishability of milk is a major consideration.   Complicating the analysis of potential anticompetitive activity is the increased use of contracting, joint ventures and other nonprice coordinating mechanisms. Closer observation of local dairy markets is probably warranted.

Due to the perishability of milk and the fact that milk is produced every day and means that milk needs to find an outlet every day farmers have joined together to form cooperatives.  Some dairy cooperatives are quite large.  However, their long term ability to set prices is severely limited due to the very nature of cooperatives.  If prices are high individual dairy farmers will respond by increasing their output, putting downward pressure on prices.  Cooperatives are not the source of the current economic struggle facing dairy farmers.
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