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	Re: Milk Marketing – pressure pooling 2000’s-style
 
Dear Attorneys Ramadhan and Huggler:

This follows up my email and phone conversation last month with attorney Huggler concerning DFA predatory practices in the post-“reform” era of federal milk marketing orders. My hope is that DOJ will take a more active role in seeking to mitigate anti-competitive rules under consideration by USDA, or anti-competitive practices of DFA in USDA’s federal milk order system.
 
In the 1960's and 1970's, cooperative predecessors of DFA (Mid-America Dairymen; Dairymen, Inc., and Associated Milk Producers (southern)), engaged in a number of predatory practices to gain market share, gain membership, destroy competitors, and coerce dairy farmers to join their coops.  This was during a time of more aggressive anti-trust activity by the Dept of Justice, and DOJ brought antitrust complaints leading to consent decrees that still apply, in part, to DFA conduct.  These cases are reported in federal case law as "In re Midwest Milk Monopolization Litigation."  A private antitrust case called Alexander v NFO eventually resulted in a large judgment for NFO against AMPI and Mid-AM.   
 
The DOJ published a treatise on these activities called "Milk Marketing, A Report of the US Dept of Justice to the Task Group on Antitrust Immunities" (Jan. 1977).
 
Many of the predatory activities of DFA predecessors discussed in litigation, and in the DOJ Report at pp. 293-393, are unique to and depend upon USDA's federal marketing order program.  
 
One of these practices was called "pool loading" or "pressure pooling," undertaken by market predators to lower milk prices for competitors and non-member dairy farmers." The DOJ report at page 308 said:  "Pool loading is a predatory practice without parallel outside of the dairy industry: it can only occur within the framework of the federal order system.  In simple terms, pool loading is a conscious effort to lower the blend price in a market order region."
 
The dairy regulators in USDA eventually responded to these activities by suspending rules that made pool loading possible.  36 Fed .Reg. 10776 (1971).
 
Today there is no one left in USDA's Dairy Programs that has personal memory of these events.
 
DFA is a bit less transparent in its current efforts to use the federal milk order program to secure market share and coerce competitors, but its current efforts are more effective.  
 
What can be more effective than a low blend price to competitors resulting from DFA predecessors' pressure pooling?  Well, today it is NO blend price at all, resulting from DFA's influence over pooling rules adopted by USDA's Dairy Programs, or a blend price received by DFA competitors only at great cost, unnecessary handling of milk, and wasteful transportation.
 
DFA's consistent objective at federal milk order rule amendment hearings in the past 4 years is to "reduce the volume of milk that is pooled or may be pooled in the future."  In effect, this means "other peoples' milk," because DFA would not be adversely affected by the rule changes it has proposed, nor would it be adversely affected if its competitors throw in the towel and join DFA.  
 
Last summer USDA proposed rules for the federal Western Milk Marketing Order that, for the first time in the history of the federal order program, was intentionally designed to exclude from the regulated market milk production of local dairy farmers whose milk was ready, willing and able to supply the fluid (Class I) market.  The milk was not needed, however, because DFA had a virtual lock on market share to Class I milk plants.  USDA did not go far enough to exclude its competitors' milk, however, so DFA voted against the rules and the federal milk order for the Western Market was terminated (see attachment).
 
During 2001-03, DFA and its marketing allies proposed changes in a number of federal milk orders to tighten "pool performance" (i.e., market access).  USDA agreed, and made market access rules more restrictive.  Wisconsin producers were forced to withdraw from the Central and Mideast markets.  Their share of the Central market shrunk from about 450 million pounds per month to about 230 million.  Their share of the Mideast market shrunk from about 400 million pounds per month to 300 million.  These hearings represented the first stage of a strategy to use USDA to incrementally shrink market share of DFA competitors.
 
In hearings last year in Minneapolis and Kansas City, and next month in Ohio, DFA and Dean Foods are embarking on the next stage.  Again, the objective of the proposed rules is to reduce the volume of milk that can be pooled; again, DFA's competitors will take the hit, but DFA will not be adversely affected.  
 
Here is how it works.  
 
Under federal milk order program regulations, dairy farmers must have a share of the milk supply to fluid milk processors in order to have access to and participate in the market’s “pool” of federally administered milk revenues.  This share of the fluid milk supply is a “pooling base” allowing the supplier to market additional, surplus milk for non-fluid uses and still receive the pool price on that surplus.  A pooling base to milk-pooled ratio of 1:4 is usually described in regulations as a “diversion” limit of 75%, with the remaining 25% of milk delivered to distributing plants.  A 1:4 pooling ratio means that for each 100 pounds of milk sold to a distributing plant, the cooperative may pool 400 pounds.  It also means that when a cooperative gains market share of 100 pounds in sales to a distributing plant, it denies its competitors the opportunity to pool 300 pounds of milk in manufacturing uses.

The “blend” or “pool” price received by farmers is an average of the value of all milk in all price classifications sold in the market during the month.  Processor and cooperative consolidation, along with exclusive supply contracts, have made it increasingly difficult for small cooperatives and independent dairy farmers to find or maintain a share of the milk supply to fluid milk processors and thus secure “pooling base” to allow surplus milk to share in a market’s blend price.  
 
In many markets, DFA’s dominance of market share to distributing plants has provided little opportunity to competitors to market milk, but in DFA’s views, the opportunity is still too great.  At DFA’s request, USDA adopted a number of rule amendments during 2002-03 that reduced pooling opportunities for DFA competitors.

Rule amendments are again under consideration by USDA Dairy Programs that would further reduce dairy farmers’ access to the federal order market revenue pool. As a result, milk producers that have chosen to market through smaller cooperatives, or independently, will: (1) incur disproportionate expense to participate in the federal milk order program, (2) be forced to market milk through dominate suppliers such as DFA, (3) be required to pay tribute of higher pooling fees to dominate suppliers for providing market access, or (4) be excluded from the federal order milk pools altogether. 

Here is an example:
 
Assume a regulated market with 1 billion pounds pooled milk, and 40% of the supply delivered to distributing (milk bottling) plants.  There are 20 distributing plants, ranging in size from 3 million pounds of receipts per month to 40 million pounds per month.
 
There are three groups of suppliers, whose milk is marketed as follows:
 
ONE:  DFA markets 50% of the raw milk (500 million pounds), including milk of some 'independent' farmers through federations such as DMS (Dairy Marketing Services), which DFA controls as manager.  DFA markets 275 million pounds to 10 distributing plants by supply contracts with Dean Foods and other large distributing plant handlers.  DFA therefore has a 69% share of the market to distributing plants, and markets 55% of its own milk for this purpose.  
 
TWO:  Independent dairy farmers unaffiliated with DFA supply 50 million pounds of milk to the market, primarily as producer patrons of 5 independent distributing plants.  Of this volume, half (25 million pounds) is delivered to distributing plants; the other half is diverted to manufacturing plants and used to balance the distributing plants' weekly and seasonal needs.  Independent dairy farmers market 50% of their milk supply for distributing plant use.
 
THREE:  Cooperatives unaffiliated with DFA market the remaining 450 million pounds of milk on the market, and supply 5 distributing plants with the remaining 100 million pounds of distributing plant receipts.  Unaffiliated cooperatives share of the total market is 45%; their share of the market supply to distributing plants is 25%, and their use of pooled milk for this purpose is 22%.  

These are aggregate figures.  The farmers making up this supply do not each ship 22% of their milk to distributing plants, nor do the DFA farmers each ship 55% of their milk to distributing plants.  Likewise, unaffiliated cooperatives do not ship 350 million pounds of milk from the same dairy farmers each month to manufacturing plants, nor does DFA ship 225 million pounds to manufacturing plants from one group of farmers.

1.   The aggregate volume and percentage vary by day, week and month because of variability of demand by distributing plants and counter-seasonality of milk production.   So unaffiliated cooperatives will ship 25% aggregate to distributing plants during September, for example, and 15% in June.  
2.   Some dairy farmers are located close to distributing plants.  Milk from these farmers, whether DFA members or members of unaffiliated cooperatives, will ordinarily be shipped to distributing plants every day.  Other farmers are located far from distributing plants.  Milk from these farmers will ordinarily be shipped (diverted) to a manufacturing plant.   Producers located in-between, will ordinarily ship their milk to distributing plants some days, and to manufacturing plants on other days.  Transportation efficiency drives marketing practices, except where federal milk order rules require inefficiency of transportation and handling practices.

The federal milk order hearings in Minneapolis, Kansas City, and Ohio (upcoming) will consider rules proposed by DFA and Dean to impose significant new burdens of greater inefficiency on cooperatives unaffiliated with DFA in transportation and handling practices.   As described below, these rules, if adopted, will not burden DFA.  They will, rather, benefit DFA to the extent competing producers and cooperatives are forced off the market, or are forced to join DFA to maintain a share of the market.

How the proposed rules would work to burden non-DFA cooperatives and benefit DFA.

There are a number of federal milk order rules that fall under the category of “pooling standards.”  These fix minimum limits of how much milk must be marketed to distributing plants, maximum limits for how much milk can be diverted to an unregulated manufacturing plant, and how much milk of individual dairy farmers must ‘touch base’ (be delivered to a distributing plant or other regulated ‘pool’ plant), in order for dairy farmers to have access to the market blend price.  To simplify this illustration, I will refer only to so-called “diversion” and “touch-base” rules.

Diversion Limits:   	Current:  In the illustrative market described above, the current diversion limit, expressed in the “producer milk” definition ( 7 C.F.R. 10xx.13 ), is 75% in the short supply months (September – November) and 85% in all other months.  This is an aggregate limit, and means that the reciprocal percentage – 25% in the fall and 15% of aggregate cooperative supply in the other months -- must be shipped to distributing plants or other pool plants.  The required shipments constitute a pooling base that defines and limits the volume of milk a cooperative (or other handler) may associate with the market.  In this example, the fall pooling base allows association of 400 million pounds of total milk for each 100 million pounds shipped to a pool plant.  

				Proposed:  In our illustration, DFA and Dean propose to reduce diversions to 60% in the short supply months, expand the short supply months to include all of July – January, and reduce diversions to 70% in all other months.

				Effect:  The cooperatives unaffiliated with DFA will be severely affected by this proposal.  They currently ship 22% of their milk supply to distributing plants year round, and barely meet the seasonal requirements of 25% in the fall and 15% during flush production months.  The months of July-August, and December-January, proposed to be added to the ‘higher’ performance months, are generally months of lower Class I demand or holiday surplus milk production due to holidays, so this expansion of high performance months will multiply the adverse effects of the proposal.  Since market share of milk to distributing plants is largely locked up by DFA, and by independent patron milk supplies to some plants, the non-DFA cooperatives cannot increase pooling base (sales to distributing plants) to maintain their share of the market’s milk pool.  Under the proposed rule, the cooperatives short supply shipments to distributing plants would be 40% or more -- the reciprocal of maximum diversions of 60%.   Instead of pooling 4 times the pooling base, they would be limited to 2.5 times the pooling base.  They must simply withdraw some 150 million pounds of milk from the market – about half of their milk used for manufacturing purposes -- in order to pool the remaineder.   The withdrawn milk would either not be pooled in any market, or be pooled in another market (such as the Upper Midwest) where it would also be used for manufacturing purposes and dilute the blend price.

					DFA would be unaffected by its diversion limit proposal. Since DFA, in our illustration, diverts 45% of its aggregate milk supply, it would have no difficulty meeting its proposed diversion limits of 60 – 70%.  Moreover, DFA could absorb all of the milk withdrawn from the market by its competitors, maintain (or return) this milk to the market, and still meet its amended diversion limit.  The addition of 150 million pounds to DFA’s current milk supply (500 million pounds) on the market would result in a total of 650 million pounds milk pooled by DFA, of which 275 million  (42%) is marketed to distributing plants, and 58% diverted for manufacturing – well within DFA’s proposed diversion limits of 60% - 70%.  Similarly, the merger of DFA and its cooperative competitors would produce an aggregate milk supply of 950 million pounds, of which 375 million (39.5%) would be sold to distributing plants, allowing the merged entity to pool all (or virtually all) milk disassociated by the new rule.  

						If adopted, the new rules would also provide DFA with opportunity to create a new revenue source from its competitors.  DFA, with pooling base and diversion capacity to spare, could ‘sell’ to its competitors the opportunity to pool milk through the DFA system.  This has been a common practice in most markets.  The record in the 2001 Minneapolis hearing disclosed that DFA was willing to sell pooling rights for 50% of the revenue gain to its competitor from pooling.  If this is 50 cents per hundredweight, for example, the 150 million pounds of disassociated milk, if re-associated through DFA, would generate $750,000 per month, or $9 million per year, in new revenue for DFA and reduced revenue for its competitors.

Touch base requirements:  The other element of this illustration is USDA’s “touch base” requirement, also found in Section 13 ( 7 C.F.R. 10xx.13 ) of federal milk order rules.  These rules state that, in order for a producer’s milk to be eligible for to for diversion (i.e., to receive the market’s blend price on diverted milk), “the equivalent of at least _x_ day's milk production is caused by the handler to be physically received at a pool plant in each of the months of _____ ________________________.”    As noted above, transportation efficiency drives rational marketing practices, except where federal milk order rules require inefficiency of transportation and handling practices.  For producers located close to a distributing plant, whose milk is delivered to that plant day after day, the ‘touch base’ requirement is of no direct consequence – his or her milk touches base every time it delivered.  For a distant producer, whose milk is most efficiently delivered to a manufacturing plant, the ‘touch base’ requirement is significant.  It mandates that on the touch base days, his or her milk is transported inefficiently to a distant customer to touch base.  At the same time, milk of producers close to the distributing plant is displaced, and must also be transported inefficiently to a distant manufacturing plant.  These costs are borne by all dairy farmers who are members of the cooperative who markets milk involved in these transactions. 

				Current Rule:  For illustration, our hypothetical market requires individual producers to ‘touch base’ one time each month.   Beyond that requirement, rational and efficient marketing choices govern.

				Proposed Rule:  In our illustration, DFA and Dean propose to increase touch base requirements to 4 days’ production per month.  

				Effect:  In our example, the cooperatives unaffiliated with DFA will be uniquely and severely affected by this proposal.  DFA’s milk more frequently touches base because it commands a greater share of the market supply to distributing plants.  DFA has more plants, at more locations, to which its supply may touch base.  And DFA commonly operates manufacturing plants that are ‘pool plants’ (cooperative balancing plants or cooperative supply plants) where its members’ milk may touch base while its competitor cooperatives commonly market surplus milk for identical manufacturing purposes to ‘nonpool’ plants where the receipt does not count as touch base.  

				Added costs for these inefficient practices include transportation, handling, rerouting, and others.  Transportation costs alone are approximately 0.3 cents per hundredweight per loaded mile for a 50,000-pound milk tanker.  If just four tankers per day are required to haul milk and extra 300 miles to meet the new requirement, it would add $54,000 per month in new costs for the producers-members of the cooperative forced to undertake these inefficient practices.
 
Conclusion

	My point here is that pooling standard amendments serve the same function for DFA in gaining and maintaining market share in the 2000’s, and has the same adverse effect on competitors, that pool loading or pressure pooling served for DFA predecessors in the early ‘70s.  The social costs from reduced competition and from higher costs passed on to consumers are the same.  The important difference this time is that USDA is assisting rather than inhibiting DFA’s efforts, and DOJ remains silent.

					Sincerely yours,
					John HVetne
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