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Abstract, Various ‘daity companies’ allocation of school milk contracts using signaliing, sham bids
to hosor incumbency and other devices are examined to defermine whether bidding was collusive
or pure oligopolistic interdependent behavior foilowing noncooperative game theory. The schemes
used to allocate contracts were found to be efficient methods for reaching agreements. Since pure
Interdependent (noncoorperative) behavior requires rivals to corelate signals, coordinate expectations,
and resolve timing-uncertainty probiems within sealed-bidding constraints, detailed analysis of the
economic evidence of bidding practices requires rejection of a Nash equilibrium explanation for the
behavior,
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L Introduction

Horizontal restraints of trade, especially price-fixing, bid-rigging and market divi-
ston schemes, have generated a continuous flow of commentary on their nature
and significance by lawyers and economists concerned with the interface between
law and economics.' A major turning point in this dialogue was reached in 1976
with Richard Posner’s critique of antitrust policy, which followed the substance of -
his 1969 Stanford Law Review article. Posner argued that the failure of antitrust
policy and the courts to address head-on bid rigging arrangements based on tacit
collusion and conscious parallelism not only has left much anti-competitive activity

-unchallenged, but also sometimes even deters genuinely-pro-competitive conduct.”

! Tumer (1962, pp. 655-706). Posner (1969, pp. 1562-1696). Posner (1976). Asch (1969, pp.
53-68). Kuhlman (1969, pp. 69-82). Erickson (1969, pp. 83-122). Fraas and Greer (1977, pp.
21—44). Hay and Kelley {1974, pp. 13-38). Asch and Seneca (1976, pp. 1-12). Elzinga and Breit
(1976). Sonnenfeld and Lawrence {1978, pp. 145-157). Clark (1983, pp. 887-952). Salop (1986,
pp. 265-290). Block and Feinstein (1986, pp. 122-131). Waldman (1988, pp. 67-93). Hay {1989,
pp. 183-207), Shughart (1990). Areeda and Hovenkamp (1991, pp. 952-953). Baker (1993, pp.
143-219). Arquit {1993, pp. 531-548).

2 See Posner {1969, pp. 1562-1656).
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In a recent examination of the current boundaries of horizontal restraints, Kevin
Arquit reasons that, in the light of the Kodak decision,® (a) Matsushita®* should
not be interpreted so broadly as “to prevent courts from making any inferences of
conspiracy in all cases unless evidence literally ‘exclude(s) the possibility® that the
alleged conspirators acted independently;” and (b) instead, the presence of “plus
factors,” in addition to parallel behavior, may justify an inference of conspiracy,
especially in cases involving signalling, invitationsto collude, and ofher facilitating
practices designed to reduce interfirm uncertainty and risk of deviation from a
coordinated strategy.’

Both Posner and Arquit recognize the need for more empirical evidence about
ihe nature and operational aspects of tacitly collusive arrangements, as well ag
the presence and importance of “plus factors™ in cases that af first blush may
appear to fall within the Matsushita “equal plausibility” mle.® In short, Kodak can
be read to mean that the Supreme Court both (a) turned away from reliance on
“pure” economic theory of rational oligopolistic interdependence, and (b) placed
the burden on plaintiffs to present evidence from which the trier’ of fact could
reasonably infer the existence of an agreement to restrain trade.” The main focus
of this paper is to present unpublished data documenting signalling, invitations to
collude, and other facilitating devices and practices found in some recent Sherman
Act Section | ¢ases, brought by various states; which although settted prior to trial,
provide a case study of precisely the type of economic svidence Posner, Arquit and

® Agreeing with the Ninth Circuit’s point (overturning the District Court) that there should be 2
more complete factual record on which to base a decision, and rufing that Kodak was not entitied
to summary judgment on either of its claims regarding afleged violations of Sections 1 and 2 of the
Sherman Act, the Supreme Court (a} rejected the notion of using a special standard for summaery
judgment in an aptitrust case, holding that such motions should be treated the same way as in all
other cases; (b} held that plaintiffs were entitled to 2 full opportunity to conduct discovery necessary
10 withstand defendants’ sumemery judgrmient motion, and (¢} reasoned that Kodak’s alleged conduct
was ™. facially anticompetitive and exactly the harm that antitrust laws aim to prevent. ... In this
case, when we weigh the risk of deterring procompetitive behavior by proceeding to trial against
the risk that illegal betuvior go unpunished, the balance tips against summary judgment.” Eastrman
Kodak Co. v, Image Technical Serv., Inc, 112U.S. 2072, 2083, 298889 (1992). In the subsequent
eriad. remanded to the District Court for triaf on its merits, a San Francisco jury ruled against Kodak,
and awarded $23.9 million in damages. Cf. “Jury Awards 1SOs 5239 Million in Kodak Replacement
Parts Case,” (October 19, 1993) Antitrust and Trade Regulation Report, 69; pp. 441.

* Afarsushita invelved a complaint of a horizontal conspiracy by Japanese electronic manufacturers
to price below cost in the U.S. market, The court found that fhere was no direct proof of conspiracy
and that it would be economically irrational for Japanese companies to conspire to lower prices for
20 years in the expectation of recouping fosses later at higher prices. The opinion concluded: “If
{¢efendants) had no rational economic motive to conspire, and if this conduct is consistent with
other equally plausible explanations, the conduct dees not give rise to an inference of conspiracy.”
Matsushita Elec. Tndus. 475 U.S. 574, 596 (1936).

5 See Arquit (1993, pp. 531538} .

¢ Matsushita Elec, Indus. Co. v. Zenith Radio Corp., 475 U.S, 574, 596597 (1986).

7 See Arquit {1993, pp. 531-338).
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others indicate is necessary for a finding of conspiracy based on ostensible tacit
collusion.®
The paper will attempt to demonstrate that circumstantial evidence, such as the

data discovered in the milk cases, can help answer these continuing questions about

nmlnmmw,&mow m.mmmamnmw:% appear to be based solely on tacit arrangements: Does

contemporary oligopoly theory provide clear economic indicia for distinguishing
unlawful oligopolistic coordination from lawful business conduct? Have antifrust
authorities, private plaintiffs and the courts been misreading or misjudging the phe-
nomenon of mature, rational business judgment, incorporating very sophisticated
interdependent oligopolistic behavior? Put differently, does antitrust policy still
suffer from & “cultural lag,” as intimated by Turner,? that does not undersiand the
higher state of modern business acumen and gaming artistry which are capable of
generating highly-sophisticated interfirm bidding/pricing/market-division mecha-
nisms without the need or use of overt agreements? Alternatively, is game theory
being misused as a clever disguise for explicit collusive activities?

These and other related questions are examined in the context of empirical data
available on the widespread school milk cartels of the 1980s that were exposed and
prosecuted by various state ; ftorneys general and later by the Antitrust Division
of the U'S. Department of Justice. The milk conspiracies left a trail of details
dépicting the nature of interfirm behavior in various oligopolistic settings, ranging
from a duopoly to cases involving three-firm, five-firm, seven-firm, and nine-firm
cartels, with and without the presence of a competitive fringe and threat of entry —

% 1t is strange that tacit collusion, perceived originally as a rather simple and straight-forward
economic concept, now poses a ditermme for antitrust policy. According to traditional olipopoly theory,
tacit collusion characterizes the situation of a few-seller market, with very restrictive assumptions,
fn which a monopoly price conceptually can emerge without formal agreement or meetings. Judge
Robert Bork has questioned Posner’s 1976 treatment of tacit collusion and antitrust Jaw and advanced
doubts “whether tacit collusion is anty importani phenomenon, or even that it is a real phenomenon. ...
It is hard to say with certainty that such coliusive pricing does or does not ceour, since, by definition,
we have not detected it . .. " Bork further wamed that “The attempt to apply Section 1 (of the Sherman
Act) with inadequate techniques for discerning tacit collusion is, therafore, likely to produce a series
of convictions of firms that have in fact done nothing at all reprehensible.” Bork may have been tight,
but for different reasons; instead of convictions, his analysis has contributed to the “equal plausibitity™
rute of Matsushita. Nonetheless, while some activitics might be able to masguerade as “concepivally
plausible” pure consciously paraliel behavior, a more searching examination of interfirm behavior
discussed in this paper discloses that successfuf tacit collusion is likely to involve direct competitor
communications, if not outright agreements. See Bork (1978, pp. 175).

S« economic theory has suggested that this kind of noncompetitive behavior (tacit colfusion or
conscious parallelism) might well arise in an *oligopoly” situation ... without overt communication
or agreement, but solely through a rational calculation by each seller of what the consequences of
his price decision would be, taking into account the probable or virtually certain reactions of his
competitors.” Tumer {1962, p. 661) and further developed in The Journal of Reprints for Antitrust
Law and Economics, X1Ik, No. 2 (1982).
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demonstrating conspiracy under Section I, based on just the kind of empirical data
necessary to meet economic and legal tests for illegal tacit collusion.!? .
QOver 1,000 civil and criminal prosecutions involving price-fixing/bid-rigging
aliegations have been brought under Section 1 of the Sherman Act,!! including
the great electrical equipiment conspiracy which operated before and after World Il
(regarded as (a) the most celebrated U.S. cartel of the past 50 years,'? and (b) the
largest criminal case in the history of the Sherman Act).!* Moreover, through the
discovery process many Section | actions have generated a rich body of economic
evidence on (a) different types of collusive protocols, (b) testimonial evidence and
affidavits by participating officials on the conspiracies’ origins, and (c) operational
details on how prices were manipulated and customers and markets were divided.
The evidence in these actions, however (other than the electrical equipment case},
has never received a full-dress review and analysis before a trial court and no
determination has been made whether the inferences of Section 1 violations are
justified.!* For example, most of the bid-rigging/market allocation cases that erupt-

® Zee particularly the comments of Tumer (1962) and Posner (1969, pp. 1562--1696) regarding
theé nature of tacit collusion, whether such behavior is violative of Section | of the Sherman Act, and
what kinds of data are probative in such cases. ’

" See Fraas and Greer (1977, pp, 21-44).

2 1n his Antitrust Law: An Economic Perspective, Posner observed that the major flaw in judicial
interpretations of the Sherman Act was due o the focus of antifrust decisions on the concept of
“conspiracy” (rather than price fixing/bid rigging per se). The general premise of this paper is that
artificial, collective price:elevating/bid-rigging/market division arrangements differ only in terms of
the basic nature and structure of the agresments, protocols, and monitoring/enforcement mechanisms,
whether formalized in an overt manner (a carlel proper) or simply by means of sophisticated tacit
arrangements. Furthermore, by focusing on whether competitive conduct is constrained, fettered,
ot steered into artificial channels, by conscious and deliberate colfective action, the courts might
avoid the “conspitacy” trap, which tends to couch the Section 1 issue in terms of the narrow legal
construct of “a combination or confederation between two or mote persons formed for the purpose
of committing by their joint efforts, some unlawful or criminal act... " Black (1979, pp. 280).

B The twenty separate cases {naming 29 electrical equipment manufecturers and 45 individual
defendants) were concluded in 1961 with (a} a total of $1,924,500 in fines assessed against corpoia-
tions and (b) fines and jail sentences for certain corporate executives, before the U.S. District Court for
the Eastern District of Pennsylvania. What made the electrical equipment conspiracy “great” was its
scope (20 separate product lines}, its economic impact (roughly $7 billion of business was affected),
the degree of sophistication exercised by participants (rotation of bid positions of firms through the
“phase of the moon” system developed for sealed-bid business, code names, payphene communica-
tions, ctandestine meetings, faked expense account records, and secret market allocations), the direct
tole played by the industry trade association N.EM.A. and the antecedent role played by certain
government agencies, notably NRA and OPA (National Recovery Administration and Office of Price
Administration). See Smith (1961, pp. 132137} and Sultan (1974).

Of course, OPEC (Otganization of Petroleum Exporting Countries) which gained global respect
for its ability to quadruple crude oil prices in 1973 and to add ot more increases over the next decade,
is still regarded as the most notorious of modern times, See Griffin and Teece {1982).

" Three recent opinions suggest a possible shift away from a broad interpretation of Maitsushita

" and toward acceptances of inferences from circumstantial evidence of tacit collusion as sufficient
to reach z finding of unfawful conduct, especially when viewed in conjuaction with other facts. See
Peiroleum Products (in e Coordinated Pretrial Proceedings in Petrolezm Prods) Antitrust Litigation,
906 F.2d 432 (9h Circuit 1990) cert. denied, 111 8.Ct. 2274 (1991); the recent opinion by the U.5.
District Court of Rhode Island (... No formal agreement is necessary to constitute an unlawful
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ed during the 1960s, 1970s and 1980s,'? involving such widely diverse products as
cast iron and cement soil pipe, steel rebars, folding gymnasium bleachers, highway
salt, cement, ready-mix concrete, gypsum, highway construction, antibiotics, retail
gasoline, lead-based antiknock gasoline additives, chlorine, infant formula, and
school milk were terminated by settlement agreements; hence, the threshold ques-
tion — whether there was sufficient probative evidence to demonstrate a violation
of Section 1 (based exclusively or partly on oligopolistic coordination , i.e., tacit

. collusion) — was never joined.!®

1L, The Market for Scheol Milk Supply Contracts

Data discovered in prosecution of the widespread bid-rigging in the sale of half
pints of milk to school districts in the East, Southeast and Southwest provide
a good case study of economic evidence demonstrating how tacit eollusion and
consciously parallel behavior can lead to a practical and explicit framework for
restraining trade.'” Until recently, these conspiracies received little attention (like
many of the price-fixing cases of the 1960s and 1970s) perhaps because of the
“lower profile” prosecution by state attorneys general.

1. NATURE OF THE MARKET FOR SCHOOL MILK CONTRACT BUSINESS

A. The Product. $chool districts purchase a range of products from dairies (whole,

low-fat, chocolate and skim milk, buttermilk, milkshake mix, orange juice, fruit-

conspiracy , .. the essential combination in violation of the Shennan Act may be found in a course
of dealings or other circumstances as well as in any exchange of words”) United States v, Conneaut
tndustries, Inc. and John P. Santos (U.S. District Court, District of Rhode Isfand, May 17, 1994).
Commerce (1994, pp. 625); and U.S. Court of Appeals, Third Circuit (. .. a normovant plaintiff in a
section | case does not have to submit direct evidence, Le., so-cailed smoking gun, but canrely solely
on circurnstantial evidence and reasonable inferences drawn from such evidence ... Here, in stark
confrast with the circumstances in Matsushita, the plaintiff’s theory of conspiracy is not implausible
... Therefore, given the circumgtances of this case, more liberal inferences from the evidence should
be permitted than in Matsushita because the attendant dangers from drawing inferences recognized
in Matsushita are not present . .. " {emphasis added)) Petruzzi’s IGA Supermarkets, Inc. v. Darling
Delaware Co. 998 F. 2d 1224,

"% Interestingly, many of these cases were filed not by the Antitrust Division of DOI, but by state
attorneys general from California, Florida, [Hinois, Minnesota, Texas,and Washington, among othess,

% Reonomic literature discloses that U.S. and foreign business firms have displayed unusual skill, if
1ot real artisiry in designing and implementing collusive arrangements of various types. See Stocking
and Watkins (1948). Asch and Seneca {1976, pp. 1-12); Kuhiman {1969, pp. 69-82); Erickson (1969,
pp: 83-122); Mueller (1968, pp. B6fF) ; Frans and Greer (1977, pp. 21-44); Sonnenfeld and Lawrence
{1978, pp. 145—157); and Shennefield and Stelzer (1993).

7 In terms of economic impact, the milk conspiracy cases were rivaled only by the receat complaint
fited by the Atiorney General of the State of Florida, (joined by several chain food stores, which ended.
in damage settlements) against infant formula manufacturers, charging a violation of Sections | and
2 of the Sherman Act, among other counts. Cf. State of Florida, ex rel. Robert A. Butterworth, and
by and through Robert A. Butterworth as assignee of Toys “R” Us, Ine,, Publix Super Markets, Inc.,”
and Winn-Dixie Stores, Inc. v. Abbott Laboratories, Bristoi-Myers Squibb Company, and American
Home Products Civ. Case No. 91-40002.
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flavored drinks, sour cream and yogurt) but the bulk of school purchases are half-
pint cartons of whole white milk, whole chocolate milk, low-fat white milk, and
fow-fat chocolate milk. These latter products are by their very nature homogeneous

(based essentially on butterfat and cocoa content). Hence, the overall result is fhat
products sold to school districts are largely undifferentiated.

B. Nature of School Milk Contract Transactions. Typically, school districts enter

info contracts with @ private dairy to supply milk products served to students for
an entire nine-month school year.!® Contracts almost always are awarded after 2
competitive bidding process, usually in the spring and summer months preceding
the start of a new school year. Food service directors publish a legal notice of
“invitation-to-bid” and send a copy of the bid announcement to dairies in the
area.!? School boards aimost invariably award the entire contract to the lowest

bidder (based on the price of a specified product or weighted average price of
several products) which meet the district mwoommnmmonm.uo

C. Number and Sequence of Bid Openings in a.Market Area. During the bidding
season a dairy may prepare-as many as 50 to.100 or more bids for school districts
located in its geographic service area {which normally includes also location of
other trade accounts — grocery stores, convenience stores, wholesale food distrib-
utors, hospitals, prisons, institutions, factories, and restaurants). Rival dairies thus
will be involved with bid openings every few days, and sometimes more than one
bid opening on a given day. It will be demonstrated below that the number and
mmgm.m:an of bids and bid openings for school milk contracts has a special signifi-
cance for the pattern of winning bidders among rival dairies, on the one hand, and
in determining whether collusion existed among rival dairies, on the other.

D. Bidding Strategy. A variety of factors enter into the bidding strategy for school
milk contracts, the most notable is the fact that school milk contracts typically
account for roughly 5% to 15% of total dollar dairy volume. The primary business
of dairies consists of sales fo grocery stores and other commercial and institutional
food distributors. Accordingly, dairy processors view school milk sales on an
incremental revenue/cost basis, and whether school sales can be piggy-backed

* The federal government provides support for milk in three separate nutritional programs for
* public schools: National School Lunch Program (NSLP); School Breakfast Program (5B),and Special

Milk Program (SMP), which accounted for 60.7%, 4.4% and 30.4%, respectively, of all milk served
wnder these programs in 1975. Cf U.S. Department of Agricuture (1982}, U.S. Department of
Agricuiture (Report No. 350). Government Accounting Office (1993). )

® The annouricements typically inchude (a) time and place for submitting bids; (b} mwan._mmwxozm
detailing the description of the products 1o be supplied, delivery points and schedules, equipment
{coolers) and other service requirements; (¢) bid opening date; and (d) the conditions for determining
the winning bidder. )

0 ¢ontracts usually are not split among dairies, although there are instances of such splits in the
event of identical bids. Some school districts reserve the tight to award bids based on local preference
laws, of other considerations, but such instances are exceptions to the “low bidder” rule.
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onto existing business in the vicinity.?! In consequence, a truly competitive dairy
will attempt to obtain all the school milk business it can possibly serve, even ifit
means reconfiguring delivery routes.

Since school milk contracts are awarded on a sealed-bid basis over a period of
months, in a competitive setting, bidder strategies tend to vary over the course of
the bid season.22 Early in a bidding season, a given dairy might start out'with 2
“low” bid price (relative to prices of the previous year and raw milk cost changes,
if any) in order to generate enough business to help fill out routes. If rival{s) bid
higher, then a given bidder might raise its price(s) on the next bid and still win the
contract. Alternatively, a given dairy might begin the bid season with a relatively
high price level, in the expectation of higher season prices. However, bid price
levels must be reconciled with volume requirements, such that the need for higher
sales volume tends to put downward pressure on bid prices as the season wears on,
especially if the dairy in question pursued a “high” bid strategy earlier. In shott,
gince school milk sales are a marginal cost/marginal revenue business, volume
considerations dominate pricing decisions.”

2. STRUCTURE OF FLUID MILK MARKETS

gmm.w.m.ﬁ.m@ﬂm,&&Bmwmﬂommn.ﬁ.m.m«o:ﬁ&mmmﬁuﬁﬁ.ﬁﬂﬂomﬁ @onﬁmnmqmmmolvma
as oligopolistic in structiiee, typically consisting.of two to ten dairies. The effective
geographic sérvice areas of dairies have increased significantly over the past two

21 Most distribution costs (truck depreciation, maintenance, fuel cost and driver compensation) ate
normally allocated to commercial customers on a dedicated route. The only incremental distribution
costs associated with school sales are commissions paid to drivers (e.g., 5% of gross revenue} or
a proportionate share of satary/wages devoted to school deliveries. With regards to profitability of
school milk contracts, distance from processing plant is irelevant whete a driver already is serving
customers on nearby routes, and there is fruck space and time to handle schoo! accounts (ie., the
matginal cost of serving a given schoot district is relatively small). (Ecenomic logic would suggest
that also should be true for prisons, hospitals and institutions in the matket area involved.) Thus,
because a high volume of school milk business can help make the difference in profitabifity of a
plant, school mikk is viewed as a very desirable business. This is confirmed by a Pet Dairy document
comparing the profitability of wholesale milk and schooi milk for the years 19861989, which shows
that school mitk gross profit per gallon averaged about five cents per galion more than wholesale
milk (e.z., $.727 v. $.672) and even more at high volumes (e.g., $.805 v. £.742). See “Appalachian
Region: Sajes and Gross Profit Schedules,” Bates no. LET007762-007807.

2 The very nature of a sealed-bid system provides reciprecal economic benefits to all parties. In
exchange for implied, if not express, commitments of bidders to extend their best independent efforts,
the school distriot provides assurance that each bid will be sealed, protected, and not shopped around
among other bidders. At the same time, the process routinely identifies the low bidder and detection
of a “cheater” on cartel protocols, Thus, it needs to be recognized that the publicly-opened, sealed-bid
procedure aiso provides bidders with a magnificently efficient communication system for detecting
and policing members of a cartel enterptise.

% Processors attempt to operate their half-pint package assembly machines as close to capacity as
possible. As a practical matter, the target utilization rate is around 80% of rated capacity. For a plant
with a capacity of processing 100,000 gallons of milk per day, a half-pint package assembly line
producing over 24,000 half-pints (1,500 gallons) per hour is thus capable of absorbing 2 significant
proportion of a plant’s total processed milk volume, depreciation and overhead.
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decades due to improvements i (1) sanitation on dairy farms and refrigeration,
which has. resulted in a longer shelf life of bottled milk;?* (2). processing and
packaging, especially. the advent of high-speed bottling equipment, which has

ramna a modem dairy; and (3) the

increased dramatically the minimum efficient size of

U $. highway transportation network. in consequence, dairies have expanded not
only their scale of processing operations,?® but also market service areas in order
to increase their customer base. At the same time, processed milk markets vary in
geographic size, depending on population density, transportation costs and dairy

market strategies.

3. STRUCTURAL CHARACTERISTICS OF SCHOOL MILK MARKET FACILITATING

COLLUSION \%‘Wau t v, e vt 11

Most economists are in general agreement that collusive business conduct is highly
correlaied with certain basic structural features of a market, particularly markets
with (a) felatively few sellers and relatively high concentration,” (b) relatively high
capital costs, (c) homogeneous products, (d) m.o.mmanﬂ%mnmwmmmn Ew%m&@ﬁmumw (e)
relatively siow growth of industry demand, (f) similar cost structures among rival
sellers, and (g) slow téchnological change in product and production process. The
fiuid milk processing industry constitutes virtually the classic case of an industry
containing all of these structural features, plus other institutional arrangements,
that are most favorable to the emergence of tacit cooperation and prone to some
' form of cartelization?” There also are other facilitators peculiarly present in the

school milk.

A Government as o Facilitator of Collusion.— The fluid milk processing industry
is affected by several important institutional arrangements and other devices mwmﬁ
serve to facilitate collusion among sellers: (&) pervasive federal government price
and supply regulations governing raw milk production; (b) state regulatory cotn~
missions or other bodies exercising various forms of price controls; and (c) dairy
products trade associations. .

Direct government regulations of certain basic commodities, both federal and
state, are mmmmﬂmmnm rationalized as necessary to ensure an ac&ﬂ.@ supply” and
to prevent so-calied “cutthroat” or “rujinous” oomﬁommo.n, Ommmomm:w. E secularly
declining industries.2® In consequence, whether by design, or unwittingly, over

» Currently, mifk sheff life is approximately 16 days, or more than ?&ow the mmﬁn.ﬁ M.Wn 1960s.

25 These developments, in tumn, have led to higher nosam::w@on in the dairy ﬁnoom.mm_mmﬁacmn.% as
a result of many mergers and acquisitions by publicly-owned dairy companies and dairy cooperatives.
See MacAvoy (1977} -

¥ Spe Fraas and Greer (1977, pp. 21-44), and Hay and Kelley (1974, pp. 13-38}. ) .

2 This is not to say that such structural features mcwoamm.nmmw and :._oig.wmw iead to price fixing
and bid rigging: mther, these features serve 10 Sfacilitate, i.e., B.wxm it easier for sellers to reach
agreerpents. depending upon their relative importance in different industry .a“uamm:anc:m. .

% Dairy industry officials have argued for years that unfetiered competition among firms in few

seller markets (oligopoly) burdened with high fixed costs,(a) has a tendency to become “cutthroat” .
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time such regulations can become a major facilitating device for collusive activities
among ostensible competitors, particularly processors of agricultural products.?®
Insofar as fluid milk is concerned, ever since the 1930s a “culture of regulation”
has gradually, but inexorably, emerged from the interactions of public and private
interests generated by (a) the Federal Milk Marketing Program, (b) the federal
price support program under auspices of the Commodity Credit Corporation, (c)
various state milk “commissions” or “boards” controlling milk prices, (d} the
vertically integrated ownership structure of dairy cooperatives, () the Capper-
Volstead Act exempting cooperatives from the Sherman Act?Y and (f) the fact
that dairy cooperatives own and operate a number of fluid milk processors,’! and
account for over 75% of all milk produced by dairy farmers and over 80% of
all Grade A milk produced by dairy farmers.* Raw milk pricing set by federal
marketing orders (FMOs) estabiishes a uniform cost “floor” for all fluid milk
processors®® in each of some forty FMO markets.* The milk litigation of the

or “ruinous,” (b) is likely to drive prices down to levels that yield a “less than normal” (ie.. low)
rate of return on capital, and (c) that this condition can be averted by some artificial restraint such as
govemment price regulation, or price stabilization cartels. See MacAvoy (1977).

B See MacAvoy (1977). .

¥ Anticompetitive devices utilized by the dairy cooperative Dairymen, Inc. over the years through
its Capper-Volstead antitrust. exemption are chionicled in such cases as Kinnett Dairies, Inc. v.
Dairymen, Inc., 512 F. Supp. 608 (N.D. Ga 1981}, aff’d, 715 F. 2nd 520 (1 1th Cir. 1983). Dairymen
was formed in 1968 out of a consclidation of eight separate dairy cooperatives located throughout
the southeastern United States. Its producer-members have dominated milk production in Kentucky
and other states in the Southeast for years, Although Dairymen's efforts were concentrated initially
at the producer level, like other large dairy cooperatives, it has integrated vertically through the
fluid milk processing and distribution levels, and has operated processing plants scattered throughout
the Southeast for many years. Moreover, Dairymen itseif is named as a defendant in the Louisiana,

- Georgia, and Kentucky milk cdnspiracies filed jn the mid—1970s, 1980s, and 1990, respectively.

3 For example, Dairymen, Inc., one of the largest dairy cooperatives in the eastern United States,
owns, has joint venture agreements, and management contracts with dairies in many states. One
of Dairymen’s processing subsidiaries, Flav-O-Rich, has been the single most visible participant in
schoot milk congpiracies uncovered since recent investigations into antitrust vielations by the dairy
industry began in Florida in 1987. Flav-O-Rich and many of its sales managers have entered guifty
pleas in Florida, Georgia, Kentucky, Mississippi, North Carolina, South Carolina and Tennessee.

2 f. Dr. Emerson M. Babb, Summary of Expected Expert Testimony, The Commonwealth of
Kentucky v. Southern Belle Daity, ef al. In the United States Bistrict Court, for the Eastern District
of Kentucky, London Division, Civil Action 90-46, April 15,1993,p.7.

3 According to industry officials, raw milk costs typically constitute approximately 50% to 60%
of milk processors’ total cosis. For example, see deposition testimony of Dotglas Stamper {who
pled guilty to conspiracy to rig bids to public schools in various Virginia school districts), Virginia
Regional Manager of Pet's Dairy Division, and later Vice President and Virginia Regional Manager
of Land-O-Sun Dairies (which acquired Pet's Dairy Division in 1985), (Transcript, Douglas H.
Stamper Deposition (dated April 29-30, 1992), p. 4); and Marva Maid, "Cost Study,” Virgginia Milk
Conunission. :

M Raw milk is divided into two grades for regulatory purposes: “Grade B” which can be used only
for manufactured products (butter, cheese, sour cream, ete.) and “Grade A” which can be used either
as fluid milk or for manufactured products, FMO regulations cover only Grade A milk, Moreover,
the class A price set by FMO in the Minnesota and Wisconsin area (the primary milk production asea
of the U.8.) fixes the class A price in other areas. Thus, FMO pricing serves to create & differential
between the market price for Grade B mitk in the Minnesota-Wisconsin area FMO ard the price
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1980s provides strong evidentiary support for the hypothesis that the maze of milk
regulations imposed by the FMOs has provided the framework and environment,
if not the catalyst, for the m_.wom%ﬁmmémmimmwmm\aﬁwﬁ allocation schemes that
have surfaced in school miik sales.””

Ostensible laudable intentions of Capper-Volstead (€.g., allowing co-ops to orga-
nize and thus gain a more equal footing with both industrial corporations supplying
agricultural machinery and implements, and processors of agricultural products)
have had the not unexpected effect of exceeding the original goal, such that co-ops
have attained sufficient monopoly power through control of graded mitk supply to
coltect “over order” premiums on FMO prices (i.e., “economic rent”). Moteover,
evidence generated by the milk cases indicates that it apparently was a fairly easy
step, both philosophically and commercially, for dairy cooperatives to ratchet the
rather comprehensive milk regulatory system up just one more level, especially
where they enjoy the protective cover (e.g., minimum-price regulations) of state
milk marketing commissions: namely, to lead or join in concerted efforts to rig
the price of milk to school districts through their wholly-owned dairy subsidiaries,
joint ventures with other dairies, and supply agreements with still other dairies.

B. Nature and Significance of Milk Marketing Commissions.—Many states exercise
some form of control over the wholesale and retail prices at which milk can be sold
in the state, either through a formal milk commission, control board, or the state
commissioner of agriculture. The form of price control varies among states, ranging
from regulations requiring milk processors to “post” a proposed price change with
a commission prior to implementation to the establishment of minimum and/or

maximum resale prices.*®

C. Facilitating Practices of Milk Processors. — Additionally, as explained more
fully below, dairies have utilized various rules, customs, and protocols as facilitating
practices for their collusive activities: (a) use of the sealed-bid process as an
information exchange; (b) use of “complementary” bids to project the illusion of

set by order in each other order region. As a result, the FMO system has generated somie egregious
economic effects {“deadweight” economic loss in higher prices and loss of allocative efficiency) due
to artificialiy-high Grade A raw milk prices, and creation of an overwhelming surplus of Grade A
milk production znd impeding the trangportation of raw mitk from more efficient to less efficient
FMO areas. One must balance against these economis costs of regulation the social benefits actually
achieved by the regulations. See “Federal Milk Order Market Statistics,” / 0903 Annueal Summary, U.S.
Depariment of Agriculiure, Agricultural Marketing Service, Statistical Bulletin No. 836.

3 Ges MacAvoy (1977). -

% In practice, every month milk commissions publish the minimum price at which raw mik can
be sold. which is higher than the FMO for the same mitk. Interestingly, a historical review of m.mnw
regulations discloses that many states have exercised extraordinary control over the resale prices
of mifk. For vears some states controlled both wholesale and retail resale prices, by setting either
minimum or maximuin levels at which the product could be resold at whotesale or retail. For a
giscussion of the states exercising control over resale prices of milk; see for example, “Rele of
Government in Pricing Fluid Milk in the United States,” from The Dairy Situation, September 1959
and subsequent issues, US.DA.

THE GREAT SCHOOL MILK CONSPIRACIES OF THE 19808 423

mommmmﬂmmmmwmnwooy.&mﬂﬁmw @.Hm@mmw.mo@ﬁ.mcnnmnmﬁmowo&&wﬁnﬂgminmm,
mw.m.mn.n.. the presence of excess.capacity and specific invitation to bid; (d) consistent
and uniform mutual respect for the “incumbent” bidder by rivals, and (e} mxaw.mmmw

of pénding price change announcements.

TI1. Milk Litigation

One of the early school milk cases, an action filed in February 1988 by the Attorney
General of the State of Florida, triggered many other state investigations and
complaints.*” The milk conspiracies uncovered by these actions differ as to (a)
organizational structure and other particuiars: like some of the cases of the 1960s
and 1970s (some overt, e.g., bleachers, some largely tacit, e.g., infant formula,
and others a mixture of tacit and overt, e.g., school milk); (b} scope and form of
protocols (some based principally on price leadership/followership conventions,
while others involved more complex pricing/bidding protoculs, e.g., bleachers);
and (c) geographic scope of markets affected (nationally v. regional and local).

1. ECONOMIC INDICIA OF AGREEMENTS AMONG MILK PROCESSORS

A review of the milk cases-discloses that the dairy companies involved in fixing
prices and rigging bids to school districts at one time or another utilized the entire
panoply of anti-competitive devices and practices to curb competition inthe bidding
for school milk contracts. When tacit collusion was not working well enough to
insure market share, price, or profits objectives, firms shifted to more effective
and more reliable protocols. Agreements manipulated bids, set bid prices at higher
levels than would have prevailed under unfettered competition, reduced bid prices
as infrequently as possible, and raised bid prices during the bidding season and
from year to year.’®

Tn some of the milk cases, hard evidence of communications and agreements
among competitors was -disclosed in guilty plea agreements, affidavits and depo-
sition testimony by sales officials regarding the acts of agreement and mechanics
of implementation. Tn other cases, the evidence is mostly circumstantial. Nonethe-
{ess, examined in context with other data, the circumstantial evidence is strongly
suggestive that competitors discovered the path toward agreements on pricing and

u.q Cf. State of Elorida v. Southland Corporation, =¢ af., Case No. 88-0273-Civ-Scott (5.10. Fla.,
Miami Div.), naming eight co-conspirators: Southland Corporation of Dallas (parent of Velda Dairies),
Flav-O-Rich of Louisville, Kraft of Chicago (Sealtest), Pst of St. Louis, Dean Foods of Chicago
{parent of Hart's Diary), T. G. Lee Foods of Orlando, and McArthur Dairies of Miami.

3 The somewhat erratic life cycle found in some of the milk carlels has been used by sonie
defendant experts to argue that cariels really seldom get off the ground, and if they should, because
they are feeble and fragile, their half-life is bound to be short, turbulent and ineffective. Yet, the milk
cartels of the 1980s, like others before them, confirm the propesition that many cartels endure for
years, while others falter, and still others manage to re-grotp and start over.
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in virtually all cases one finds excellent examples of precisely the kind of evidence

bidding practices, namely allocation or assignment of school districts.’® Moreover,

that should convince the trier of fact that the a
Section 1 of the Sherman Act,*% namely: (1) price discrimination by processing
plants to different customers (differing prices. o, customers, net of transportation
costs); (2).prolonged excess capacity; (3) absence of discounts during the conspir-
acy period, despite presence of substantial excess capacity;.(4) prices of sellers in,
the rigged markets changing less frequently than prices of firms in adjoining com-

petitive markets; (3) abnormally high margins and profits on school milk business

in question is violative of

during the conspiracy period relative to pre- and post-conspiracy periods; and (6)
respect for incumbent sellers and resulting relatively stable market shares.

Ii this connection, some of the circumhstantial evidence associated with the
school milk conspiracies uncovered to date disclosea web of interfirm relationships
spun around large dairy cooperatives (Figure 1). Dairy cooperatives {e.g., Dairy-
men) normally require their processing subsidiaries (e.g., Flav-O-Rich) to purchase
ail of their raw milk from the co-op, and any excess supply is sold to ostensible
“competitors” of processor subsidiaries. What this means in practice is that pro-
cessors such as Flav-O-Rich often will be competing for school milk contracts and
other commercial accounts in local areas with other processors that purchase all or
part of their raw milk from their cooperative owner (e.g., Dairymen). In Kentucky,
many of Flav-O-Rich’s “competitors™ who_obtained their raw mifk supply from

¥ 1n some cases, afier production of plaintiffs’ expert reports analyzing bidding practices and
biddisg patterns, various plea agreements were made, including in one instance, recanting of earlier
Grand Jury testimony by three officials, and submission of affidavits confirming that inferences made
by expert reporis of bid rigging. based on circumstantial evidence alone had captured the essence of
the agreements among defendants:

“During, those years (1984 and [988), Pavid R. Meyer, David Trauth, Dan Smith and 1 met on
a regular basis to fix prices for those school districts between the two companies ... Prices were
asranged through meetings at places fike restaurants and through phone calls ... Dan Swmith and
1 communicated over the phone on a regular basis concerning these bids to school distriets ... 1
also have personal knowledge that between 1984 and 1988 all bids to the thirteen school districts in
Boone, Kenton and Campbell counties wers rigged ... . Affidavit of Reynold Knassel, dated August
10, 1993, :

“In approximately 1978 or 1979, 1 was involved in severa! meetings with Mr. Louis Trauth. ...
There was an {sic) tacit agreement reachedas a result of conversations . .. On occasions when one of
the parties (Trauth Dairy or Meyer Dairy) perceived there was a violation of the tacit agreement, the
party who was in violation of the agreement would receive notice from the other party ... " Affidavit
of David E. Meyer (Former President of Meyer Dairy), dated August 8, 1993,

“ am prepared to testify at trial that the conspiracy was already operating before | became President
of Meyer Dairy in February GF1983 ... I recently attended the depositions of (plaintiff experts). They
have correctly analyzed, almost entirely from circumstantial evidence, the impact of the conspiracy
on the thirteen school districts in Boone, Kenton and Campbell Counties.” Affidavit of David R.
Meyer, President of Meyer Dairy, dated August 9, 1993,

Cf Commonwealth of Kentucky, Ex Rel. F. Chris Goiman, Attorney Genetal, for the use and
benefit of Boone County School District, af al’v. Louis Trauth Dairy, Inc., and H. Meyer Dairy
Company, U.S. District Court, Eastern District, Keatucky {Covington Division) Case No: 92— 50.

% ¢ Posner (1969, pp. 1562-1696).
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m_.m,q-o..wu.or_m. parent, Dairymen, have been implicated in bid-rigging activities.!
fwmmﬁamﬁ in .>mmvmﬁw Flav-O-Rich was involved with a bid-rigging/market m:.o-
cation conspiracy with Barber i i i i
- %H c M&a ! Pure Milk Co., which purchased its raw milk from

@Em%ﬂauw direct involvement in the southern Kentucky conspiracy illustrates
how a dairy co-op, through continuous and extensive control, can exhort a wholly-
owned subsidiary (Flav-O-Rich) to participate in school milk bid rigging ‘and
Bm%.wao:mnoama allocations. According to sworn testimony of Flav-O-Rich sales
officials, the C.E.O. of Dairymen and Flav-O-Rich (James W. McDowell) pressured
sales managers to get Flav-O-Rich profits up by “getting to know” their competition
wﬂcaa specifically, one sales manager has testified that on two occasions he E&.
informed McDowell that he was engaging in bid rigging: on the first occasion he
mwmﬁma that Mr. McDowell placed his hands over his ears to indicate he did not
wish to hear the actual details; and on the second occasion, which took place on
,uwmm.w E.m corporation’s plane, immediately after informing his superior about the
bid rigging he was given a very good annual review and an increase in pay.*?

2. VARIANTS OF OLIGOPOLISTIC STRUCTURES IN SCHOOL MiLK CONSPIRACIES

m,_mﬁ.n 2 graphically displays (a) the geographic scope of recent conspiracies uncov-
@.Bm in the m.mmn% industry, (b) the respective defendant dairies involved, and (¢) a
listing of actions terminated by guilty pleas of participating officials and by guilty
court <@a.moﬁ.m. Hmc_m 1 summarizes the record regarding the number of (a) stites in
which major dairy companies and (b) corporate officials, either have entered mcma\
wmommu or been adjudged guilty of rigging bids on school milk in various states
during the 1988-1993 period. Clearly, Borden, Pet and Flav-O-Rich stand out in
8.35. of both the number of states involved (five-to-seven) and the number of offi-
.Qma implicated (eight-to-nine). The data obtained through the discovery process
in these cases disclose several different variants with respect Lo the structure of the

1 For example, U.C. Milk, Holland Dairies and Ideal Ametican, defe i

Eom.nﬁ Oﬁmmmga Um&mmos action, were customers of Dairymen durin 2 »wwmwhwm‘wmmwmw‘“ﬂ%w: i Mmmm
to rig mcwwc_ :.:m.x vam wm:.._ allpcafe school milk coniracts in western Kentucky, and Dairymen had a
partnership qmmwmosm@% in Prairie Farms Dairy which owned Ideal American. (Southeastem, 2 wo:,.
m&nnammﬁ company, is not alleged to have been a conspirator.} An interesting confirmation mm close
interfirm relationships in the industry is reflected in a letter of June 22, 1985, from H. B. Howser of
U.C. Milk to the Lyon County Board of Education stating that U.C. no longer would bid for the school
milk contract w.qcmuwm the eompary had an agreement to process milk for Flav-O-Rich’s Murray and
m.w..acnm.: ﬂ:._muop mo. be sofd by its distributor Clark Dairy: “It would be a confliet to bid mmanwﬁ our
(sic) distributor.” This action by U.C. milk, and the withdrawal of its bid for the 198889 school year
MQWMM@%Q. Oowwq w@mmmmmzsm the bid go to its “compefitor” Owensborc Mitk also [00% supplied
mm.wnmnwhmwwwwawr Mmmm MMMME& the winaing bidder are symptomatic of an agreement to assign or
" Cf. Deposition of Raymond Arthur Platter, dated November 18, 1991

in State of Georgia £x Rel, Michael J. Bowers, Attorey Qm:aqmmu for m_w%rwwwww“ﬁ%aﬁw

Camden County Schoot District, ez al. v. Dairymen, Inc. et al. (Civil Action File CV 289-153, U 8.

District Court, Seuthem District of Geosgia, Brunswick Division).
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Guilty Pleas and Verdicts
1988-1993

Cooperalive)
Southeastem

(Processor)

Dairymen, Inc.
{Producer

Holland
{Processor)
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i 1 F r asd ;& = Figure 2. Conspiracies in the dairy industry. Source: Data compiled from Commerce Clearing
= T ok a n ES House, Trade Regulation Reports (varicus issues 1988--1993) and docements on file in various
G a < = c 2 g U.S, district courts entitled “PLEA AGREEMENT,” and “JUDGMENT IN A CRIMINAL
(64 G W 0 - .M CASE" [including Mid. Dist. of Fla, (Tampa Div.), No. Dist. of Ga. (Atlanta and Columbus
! m, 2 - .M - 8 Divis.), Dist. of 8.C., Mid. Dist. of N.C. (Greensboro Div.), E. Dist. of Va. (Norfolk Div.), E.
O Ll - m s 2 ? Dist. of Ky. (London Div.}, No. Dist, of Tx, (Daflas Div.}, So. Dist. of Miss. {(E. Div.), Mid
..W QR g v o W Dist, of Ala. (E, Div.) among others].
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<58 g conspiracies, the number and types of firms involved (national v. regional-local),
g &£ 2 % d the ti iod of thei i
. £ EOL = v T w and the time period of thelr operations.
@ m 2 m, w o 25 = 0 # With respect to geographic scope, measured in terms of pervasiveness, effec-
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m . 5,5 - T =g R M W - o &5l £ tiveness and economic impact, the milk conspiracies consist of a local, regional,
) . . . . "
5 2w ge 8 m o 3 statewide, and in some cases a multi-state, patchwork or latticework of “overlap-
& EL Mm L al ping” bidding rings. The typical pattern involves a basic “core area” conspiracy, -
% - . 8O- = .m which comes to terms with rivals along the fringe of that core on a “live-and-let-
‘ = 1 live” market-sharing arrangement, who, in tumn, work out similar arrangements
H with still other rivals along the fringe of their rigged market. Under these circum-
@ stances, identifying the precise number of participants involved in bid rigging in &
mm.o given geographic area depends on whether one includes (a) only those firms that -

are directly involved in that activity, or (b} those firms plus others that are indirectly
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Total Guilty Pleas and Verdicts: 109

¥y St Defendant{s) Dalry ¥y 5t Defendantsis) Dalsy
88 Fl. Sunny Florida Dairy Sunny Florida g2 TX Gandy's Dalres Gandy's
#8 FL JTH Invesiment Co. Van Hoose Disir.’s 92 VA Meadow Gold Dalrles Meadow Gold
James T. Hail g2 NOC  Phitip Dennls Helder PetiLand-O-Sun
B8 FL Chsstegher C. Howsrd Flav-Q-Rich 92 NC Hugh P, Bowiman, Fiav-O-Rich
B8 FL. Timothy P, Tanna Fiav-0-Rich Joe €, McMillan, and Flav-0-Rich
88 FL A, Lomar Garrell Borden Paul W. Tucker PatiLand-0-Sun
. 92 NC Land-O-Sun Land-0-8un
89 FL Jock Pasker Tribble, Sr.  Borden 92 KY Southemn Bélle Dairy Southern Belle
89 FL Lenard O. Jackson Boerden 92 VA Land-O-Sun Dales Land-O-Sun
89 FL Land-O-Sun Dairies Land-0-Sun 92 GA Land-O-Sun Dalries Land-O-Sun
89 FL Lee F. Halberg Peifl.and-0-Sun 47 SC  Land-O-Sun Dakies Lang-0-Sun
89 FL Jerry R. Pippin Borden 02 NG Olliz L. Woed Fiav-O-Rich
8¢ FlL. Charles R. Misler unnaemed 92 TX Joe Glimer unnamed
80 KY G. Maarice Binder Fiav-0-Rich g2 AL Charles L. Burgess Barber Dalries
92 AL Barber Daires Barbar Dares
8¢ FL James R. Clark . Hart's Dairy 02 AL C. Jack Williamson Barber Dalries
50 FL Borden Borden gz KY Flav-O-Rich Flav-O-Richr
00 FL Southland Corp. Southland Comp. 92 KY Flav-O-Rich Flav-O-Rlch
a0 FL Charles R, Love Borden 92 GA Flav-O-Rich Flav-O-Rich
00 FL William &, Waiers Flav-Q-Rich 92 M8 Flav-O-Rich Flav-O-Rich
90 GA Lewis E. McCravy, Jr. Pel/iLand-O-5un 92 NC Fiav-O-Rich Flav-0-Rich
80 GA James Dalias Cannady ~ Coble 92 SC Flav-O-Rich Flav-O-Rieh
g0 GA Jack D. Hams Pet/Land-O-5un g2 -TN  Flav-C-Rich Flay-0-Rich
50 GA Gerald M. Walson Petflang-0-Sun 92 TX Mike Complon unpatned
80 GA Kinnell Dairies Kinnell Dalries g2 G4 Daniel W, Tumer Aflanta Dairies
9o FL Raymond A. Plalter Flav-O-Rich g2 I Allen Dalry Products Aflen
g0 FL Pel incorporaled Pet 82 MS Jack B. Vance Borden
90 FL MeAurthur Dairy and MeAurthur Dairy 02 MS M.K Elwidge Borden

T. G, Lee Foods
on FL Howard W, Hulchinson
g0 MD Aosin & Co., Inc.

PetfLand-O-Sun 93 SC Edgar Allen Spears

Rosifi & Co., inc. 93 SG Young's Food Stores
93 OK Preslon Daky

94 FL Gus George Kontzaman G. G. Konizamanys 93 TX Preslon Dairy

Sumier Dairies
Sumter Dalries
Preston Dalry
Preston Dairy

g1 FlL Gegrge H. Haag T.G. Llee 23 TX Borden, inc. Borden
g1 Fi, Dale McClellan Pat 03 AL Thomas Franklin White Meadow Gold
9% VA Douglas H. Stamper pet/Land-0-Sun 93 GA FEdward P. Willlams Kinnell Dairles
91 FL Flav-O-Rich - Fiav-0-Rich 93 AL Willie Erwin Burl Dalry Fresh

" 91 VA Masyland and Virginia M Marva Maid Dalry 3 M5  Dalry Fresh Corp. Dairy Fresh

Producers Coop. Assn 03 MS  Willie Erwin Burt Dalry Fresh

91 KY Holland Dairies Holland 93 AL Dairy Fresh Corp. Dairy Fresh
g1 GA Coble Dairy Products Cotle 93 M5 J. R, Dickinson Dalry Fresh
91 GA Pet Incorporaled Pet 93 AL Paschel J. Miles Dairy Fresh
g4 SC Pet Incorporalted Pet © 93 MS_ Paschef J. Mies Dalry Fresh
g1 NC Pet Incorporsied Pet 93 AL Barber Dalries Barber Dairles
91 VA Pel Incorporated Pat. 93 AL Joseph F. Little, Jr. Meadow Goid
91 NC Coble Dairy Products Coble 03 ¥ Bareman Daity Bareman Dalry

91 VA Coble Dalry Products Coble 93 AL McDonald Dalry Mebonaid Dairy
91 GA Ceble Dairy Producis Coble g3 TX Beverly Spinks Borden
91 SC Coble Dairy Products Coble 93 TX Kelly B. Longbotham unnamead
g1 NC James Rohald Crowder  Coble 83 KY H. Meyer Daity (OH base) H. Meyer Dalry
91 NG Jack Lewis Power Coble g3 GA W. Monroe Dempsey Flav-Q-Rich
g1 FL Perry D. Branyen Southtand 03 GA  Borden Borden
93 MS Bordet, Inc. Borden

92 TX Joseph Montgomery Presion 893 AL Meadow Gold Dalrdes Bordan
42 VA Joseph C. Hughes Bittcherd 93 GA  Meadow Goid Dairies Borden
0? GA Jerry E. Dempsey Dempsey Brothers 83 NY Upstate Milk Coop.’s pstate Milk Coop
92 VA James F. Woods, unnamed §3 CT Maple Hil Farms Maple Hills Farms

James L. Gamer, Sr. 93 LA Borden, Inc Borden

and Edgar J. Dobbins 93 CT Frank Guida Guida-Seibert Dalty
92 VA Valiey Rich Dairy Valiey Rich g3 CT Guida-Seibert Dairy, lnc. Guida-Seibert Dairy
62 TX Bell Daity Producls Beit

Figure 2. Continued.
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M%mwwmn.mmwwnw Dairy companies and officials adjuged guilty or pleading guilty,
,U ) Number of states  Number of company
dairy Company withrigged bids  Executives pleading guilty

Borden (Meadow Gold) 6 9

Coble 4 3

Dairy Fresh 2 5

Flav-O-Rich 7 S

Pet {Land-O-Sun) 5 8

Southland (Veida Farms) 3 3

Others 21 19

Source: See Figure 2.

540.?& v« their refraining from bidding (and, in some instances outright refusal
to hid) wmmﬁﬁ rivals in the core area (and vice versa). B
Additionally, we mua instances of still -other potential entrants in adjacent
nn&&% markets ﬁ&c evidently were aware of higher prices to mn:oo_._ &mﬁo.ww
Homacmm. mﬁB the bid-rigging, and despite opportunities for profitable sales to those
school districts, refrained from tendering bids. Various sanctions have been imposed
or threatened wwm.ﬁmﬂ entrants who break agreements, ranging from grou ﬂ%mwﬁm
to cutthroat pricing in the violator’s market. In short, the de facto ammommwwos and

support of the cote conspiracy by rival firms and potential entrants, and vice versa
serve as the vehicle through which market-sharing protocols are mE. lemented .
broadly statewide and beyond.*® ’ rmeE

Another mw&mm is_that irrespective of the stmcture of the conspirac &
AROWLT 1Nl (A8 ihat Irespectve oL the _u. v (i
Q:oﬁog of a 3-firm, 5-firmn, 7-firm, ‘ o o o

Shptes N i

T e L

9-fizm oligopoly) virtually all of the.
mewos@aﬁ very similar bidding/market shar-
e1 alioce In fact, the protacols are so similar as to sugge
%wmmm@m? mw&m%mmﬂ. received a “common moro.o?w...w_.?.wwm& iwmwww.awnwom
'he protocols typically included: (a) respect for incumbent dairy serving a m?.m..\m

milk conspiracies developed and im

g/customer allocation protocols,

wmmmmwﬁﬁmw (b). occasionally shuffling customers from year-to-year to ayoid
mmwnﬁ%ué (c) submission, of high complementary. bids. g,non.,.wawsmmam. ()
refraining from or refusal to bid to school districts that were allocated to another

43 ;i .
Nnmnwwmwmnww M&MMMMW nn%w“ﬂﬂnm& Mwa mc.cnmﬁa of the milk conspiracies is provided by the Western
: a four-firm conspiracy rigging bids to school distyicts i
. + = - . *, u h
Mmmoﬁmwnmv ,a_._w involving 2 major mm@ cooperative with a subsidiary, a joint venture %%:MM:MWEHM
i EHM E%w supply contracts with several other dairies opetating in Western Hﬁoﬂcoww o
n the Western Kentucky case, according to testimony by industry witnesses, the .c.a.amwmnm

arrangements were hatched at meetings of the Western Kenl i ;

s ; A f tecky Dairy Products 188 ;

an.o usually held in conjunction with or folowing meetings of the Kentucky N,M.wmwmumﬂamw gy
ati-Monopoly Commission. , itk Marketing and

&. .
This practice was discovered in the South i i i i
Vit oot Browart Gy e Lo Florida conspiracy, as impiemented in Dade County
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school districts character-

firm; and (€) submission of identical bids In

e 3 pSRptnepun e

here
fstically split the business in the event of identical

8.
The evidence discovered i these cases, which support infe

the existence of these mum-:mmﬁm mmoﬁ.mo.mmw,...nmmmma largely of price and bid data

ces regarding

duriig the conspiracy petiod. The data demonstrate, however, in matked conirast
0 piré- and post-conspiracy periods, (a) market share stapih kedly higher
iCeuibency raics (up to 90%-100%):% (c)  high correlation between low disper-

(a) market share stability; (b) mar

mwom%dawmsaEmwvw&manw 5&5_ A&;mwmwwmn ..mw‘rw_mvmm Enﬂmimgﬁmwa
prices iti ¢ote conspiracy areas than in adjacent competitive markets; (¢) a &mmm
For bid prices to vary almost inversely with delivery distances especially

for distances greatef than normal service area; (f) distincfly different elationships
betwessi bid prices and other costs (raw mitk _processing, packaging and trans
portation costs); (g) exact bidding differentials; and () the presence { “bids from
heli ™ Such data were discovered in virfually all of the milk conspiracies studied,
irrespective of the size distribution of the participants.

ty @:@oﬁ@w%& wmomﬁmam&mm%ﬁmowgmammmamcmﬁo%moosnEmrmozo%-
,mm.m«wcamﬂam oligopolistic interdependence is inherent in .Eo mn.dwﬁﬁwwow, omﬂmm.n
markets and can only semantically be equated with collusive pricing,” we begin
with the a two-firm conspiracy: a duopoly involving two regional dairies (Meyer

and Trauth) with bid-rigging activities centered in the tri-county wm.mm.om Mmmﬁ&@
just south of Cincinhati, Ohio (Boone, Campbell and Kenton counties). . More-
gver, since defendant Trauth Dairy moved for summary judgment essentially on
the “oligopolistic interdependence” argument and the “ambiguity” standard from
Monsanto, Matsushita and Market Force v. Wauwatosa Realty,”" the northern Ken-
tucky milk case provides an excellent test of the now-typical defense argument that

a price-fixing conspiracy cannot be inferred from bidding patterns or other such

¢ course, a high incumbency rate sight be consistent with open competition if associated with

low prices or a particularly efficient incumbent. . ) )
&7 Tpe Trauth/Meyer conspiracy in northem Kentucky will illustrate this phenomenon,

below. ]
#8 The format theoretical argument, succi

as explained

nctly stated, is that under conditions of few %ozﬁ,m notonly
< the small number facilitate agreement, but agreement in the ordinary sense may be unnecessary.
ﬂﬂﬂoﬁﬁ:ﬂﬁﬂ based on “price mmwanare-ﬁo:ozwaaﬁ:.ﬁmﬁoﬂm simply describe behavior that is
* the inevitable result of structure, and a policy that prohibits such conduct would vn.SzSchE NM
tequiring irrational fiem behavior. See Tumer (1962, pp. 671} and Report of the White House Tas
Force on Antitrust Policy (July 5, 1968, mimeo), 14, 5. ) o
(e have no theory that atfows us to deduce from the obServable degree of concentration in &
particular market whether or not price and cutput are oaanm:ﬁ. We have as yetno mm.:mnm_ Ech
of collusion and certainly no one that allows us to associate observed concentration in particular
market with successful collusion,” Shughart (1999, p. 235).
% £ Commonwealth of Kentucky, Ex. Rel. F. Chris Gormaz, >zmm§. General, for the use m.na
benefit of Boone County School District, ef al. v. Louis %Es%. Dairy, Ea..,.maa H. Znﬁ.H Wmm.w_
Company. U.S. District Coust, Eastern District, Kentucky ﬁoﬁsmxum U_Em.“omv Case No: 92-50.
#mmac% has revealed that these conspirators also operated in southwest QEo_
346515, 752 (1984 475 U8 574 {1986); and 06 F. 2d 1167 {7th Cir. 1990).
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circumstantial evidence.5? The special evidentiary value of the northern Kentucky
milk case is that although the Trauth-Meyer bidding/pricing patterns at first blush
might appear to satisfy the abstract Turner “tacit coliusion” test, as set forth in
Monsanto-Matsushita, the subsequent affidavits of conspirators Knassel, D. E.
Meyer and D. R. Meyer instruct ug that apparently purely tacit behavior, in fact,
had developed much firmer coliusive underpinnings. In short, the bidding/pricing
patterns are entirely too complicated to be exonerated on a theory of oligopolistic
interdependence.

The protocols developed by Meyer and Trauth for his tri-county market includ-
ed: (1) bid rigging; (2) respect for incumbent’s position; and (3) complementary.

bids. A series of graphs displaying bidding patterns and other data (Figure 3 and
Figure 4} illustrate the operation of the Trauth/Meyer protocols between 1984 and
1988: (a) the tri-county market was shared almost 50/50.(Figure 3A) and (b) the
incumbency rate averaged 90% to 100% (Figure 3B).5* Figure 3C reveals the
shatp conirast that emerged during the 1984-88 conspiracy period between aver-

age (ean) wining prices in the rigged tri-county market and in the surrounding

competitive market, reaching a difference of three cents (25 percent higher on
average) in 1988. .

Moreover, Figure 4 discloses how the incumbency rule worked: the incumbent
((M) for Meyer and (T) for Trauth} are displayed below each school digtrict or
county, and the bid prices of each firm are shown in sequence during the bidding
season (June—September), for the years 1983--1988. In 1983, the incumbent’s posi-
tion was generally not respected, and there was a tendency for bid prices to drop
during the bid season. Also, note that bid prices dropped during 1989, back down
to less than 12 cents per half pint, about equal to pre-conspiracy average bid prices
{See Figure 3C). :

As Figures 4A—4F demonstrate, in Campbell County, Trauth consistently man
aged to obtain the contract while steadily increasing its bid prices, and Meyer
accommodated by always bidding just above Trauth. In its 1984 bid to Kenton
School District, Meyer increased its 1983 winning bid price by three cents (to

2 1n Kentucky v. Trauth-Meyer the motion for summary judgment is couched in familiar two-part
boilerplate of Monsanto/Matsushita: (a) the theory of rational oligopolistic interdependence, and (b}
contention that plaintiff's evidence is “ambiguous”(i.c., evidence that theoretically is as consistent
with defendants’ permissible independent interests as with an illegal conspiracy}. More specifically,
Trauth argued that “Plaintiffs circumstantial evidence {consisting of changes in bid-price fevels over
time and in relation to changes in raw milk and other costs, bidding patterns, bid-price differentials,
and high incumbency rafes) cannot survive summary judgement. .. that the described bidding pattern
is the expected paftemn of bidding for a markethaving the characteristics of northern Kentucky, without
any conspiracy ... " {"Motion for Summary Judgment of Defendant Louis Trauth Dairy,. Inc.” (dated

June t, 1993), pp. 615, Kentucky v. Louis Trauth Dairy, Inc. and H. Meyer Dairy Co., Civil Action

File No. 92--50, U.8. Distriet Court, Bastern District of Kentucky, Covington Division.)

81 The “incurnbency rate™ is a measure of the percentage of bid opportunities in which the successful
bidder to a given school district in 2 given year also is the successfut bidder in the next year fo that
same school district. Based upon empirical data for mitk and other industries subject to a sealed-bid
procedure, incumbency rates in areas experiencing unfetiered competitive bidding normally range
from 50% to 60%. -
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Bid patterns for the years 19861988, during the heart of the conspiracy (Figures
4E, 4F and 4(G), disclose the remarkable consistency with which the incumbént’s
bid was accommodated with a sufficiently higher rival’s bid to lose, but close
enough to project the Hlusion of competition. No amount of game theorizing can
alter the fact that had Meyer, for example, (a) in early July 1987 (Figure 4EF)
simply re-bid its winning price of 13.75 cents of late June (to Covington} it would
have had a shot at the Newport coniract that went to Trauth at 13.75 cents; or

13.02 cents) per half pint, just enough to have the bid go to H.Sﬂ& (Figure 4B}.
Meyer then raised its losing 13.02 cents-bid of a few aﬂd\.m mB.:wa to 13.9 cents to
the Boone Schiool District, and Trauth accommodated Enr.m bid of @.wm. nm:”.m.
Finally, Meyer jumped its 1984 bid to 14.62 cents (from its 1983 winning bid
of 10.95 cents) to the Ludiow School District, and Trauth accommodated with a
record bid of its own, 14.75 cents.
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(b) in mid-July, had simply re-bid its Erlanger-Elsmere (“Etla”) School District
bid of 14.25 cents a few days later to Campbell County (instead of raising its bid
to 15.5 cents), it could easily have taken the bid from Trauth, which won at 15.0
cents. 5 Or, alternatively, had Trauth in late August simply re-bid its Dayton School
District bid (13.0 cents) or even its Bellevue School District bid (14.5 cents) of
mid-August, it could easily have won the Ludlow Schoel District contract that was

5% gince there were no intervening bids, capacity constraints could not be used as a justification for
the higher bids.
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awarded to Meyer at 15.5 cents. These bids are merely illustrative of the wealth
of circumstantial bid data available, displaying a kind of “lambada™ pricing dance
performed by dairies participating in the school milk conspiracies.

Four national and regional firms operated alongside Meyer and Trauth in the
broader 26-county market surrounding the tri-county core (namely, Borden, Kraft,
Flav-O-Rich, Southern Belle and Southeastern) plus a competitive fringe of local
dairies. Like many other school milk conspiracies of the 1980s in Kentucky and
other states, a “live and let live” attitude prevailed among dairies in adjacent areas.
This industry attitude operated in such a way that Borden, Kraft, et al. “respected”
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Figure 4f. Trauth and Meyer lowfat white bids. Other wins, 1983 (Boon, Kentor, Campbell).

the Meyer/Trauth arrangement by not competing with or disturbing their protocols
in the “reserved’” tri-county market.*

B. Three-Firm Oligopoly Variant. The southern Wns.anww case Qﬁﬂ@:ﬁwmm :%w.
.London case”)’® involved a three-firm oligopoly m,Emﬂ. conspiracy, umoam_ma:m cH
Pet, Southern Belle and Flav-O-Rich (subsidiary of Dairymen, F.nv. The schoo
&mmnnmm allocated among Pet, Flav-O-Rich and Southern wn:m in Hﬁo:ﬂ:ow.w mmm
not contiguous to one another.”® Based on the firms and the bidding data in .M Ho
London case, together with data from the other v.éo Hﬁmmﬁwww ommo.m, a w.wmmowm e
inference is that a rather broad, single over-arching conspiracy existed in mmmwmm,vm
Kentucky, organized by Flav-O-Rich, with Southern wm:.m mﬁ.a m.ﬂ (later Mmmﬁw -
Sun) as co-conspirators. The bidding pattemns E school ma.nnna in the Ww. v.# wx
and Whitley counties, where 2ll three companies were active, are very M”E wn w
"the bidding patterns in the Trauth-Meyer case and observed in the c&mMm . 5¢C oom
districts in this region for which summary judgment has been entered.”” Some o

5 i int involving a similar market structure.

 The State of Ohio recently filed a complaint ¢ o use and

% The Commonweaith of Kentucky Ex Rel. Chris Gorman, >m.o_dnw ngnmrmmwww%nﬁ N
benefit of Laurel County School Districts, ef of. v. Southern Belle Dairy Co.etal, UGS,

Eastern District of Kentucky, London Division. 3 ) e cix other daircs
ST 1p this case, since the geographic market was so broad, 2 competitive fringe o

istri indi f the market.
and distributors operated in different nmnm. 0 . ] . i i the
* Some exceptions were found in which a noﬂﬁmr%q mzvﬂ_mwmwﬂ ﬂ“ Mwﬂwwﬂww MMW wmm e
i spi to whom the accoun |
contract. In those instances, the conspirator ? . e it
i i ¥ ' Rarsly, however, does the loser atiemp i
‘inner, or the next lowest bidder to the “intruder. 3 y, he k
M.Mwn 1o recover lost market share through aggressive bids to some other district. Instead, the ensuing
bids proceed on ptan, unless disrupted at some point by another intruder.

®  Among other data that help support the inference of a singfe conspiracy is the fact that as Southern

Relle expanded into northern Tennessee it bid aggressively for school milk contracts against Purity
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the circumstantial evidence discovered in the early stages of this case are displayed
inFigure 5 and Figure 6.° Later in the proceedings, three companies entered guilty
pleas or settled with the Commonwealth of Kentucky and the U.S. Department of
Justice.! Additionally, several officials of Flav-O-Rich and Pet have entered guilty
pleas to bid rigging, and officials of Southern Belle invoked their 5th Amendment
privilege at their depositions.5?

C. Five-Firm Oligopoly Variant, — The western Kentucky school milk conspiracy
illustrates the case of a five-firm oligopoly, which engaged in bid rigging with one
another, as well as three distributors of these firms.®® The conspiracy is atleged
to have existed from the early-to-late 1980s, and involved the same practices as
discussed above in the Trauth/Meyer conspiracy that operated in the northern
Kentucky market: rigged bids; allocation of schooi districts; agreements on which

Dairy {in Lebancn and Mayfield counties), both of which evidently steered clear of any bid-rigging
in these areas. In fact, these northern Tennessee school milk prices are fairly consistent with prices in
competitive markets and estimated “but fot” competitive prices for southern Kentucky. By contrast, as
Southern Belle expanded into more eastern areas it competed aggressively for regular wholesale miik
business, but made no serious atiempts to penetrate the school milk matket in those areas (which were
shared by Pet and Flav-O-Rich). Moreover, Southern Belle did not even bother to bid to some school
districts, and, where it did bid, tendered prices to districts that were consistently high, Therefore, is it
unreasonebie to conclude that Southern Belle’s posture of not contesting the Pet/Flav-O-Rich market
allocations supports the single-conspiracy hypothesis?

By the same token, Pet’s bidding pattems rarely threatened the stability of Flav-O- Rich/Southem
Belle shared districts; by not contesting school districts apparently affocated to Pet, Flav-O-Rich and
Southem Belle minimized the risk of a Pet expansion into other areas covered by the conspiracy. The
rapprochement with Pet (a) expanded the geographic scope and also (byincreased the number of rigped
bids to school districts, minimizing the risk of generating bid discrepancies between competitive and
rigged markets, thus making it easier to conceal the conspiracy. - .

% Figure 5 discloses the selectivity with which Southem Belle bid during the conspiraey peried,
with no bids in the easternmost counties displayed on the map, despite the fact that the company had
existing routes in those areas. Scuthern Belle and defendants in this and other milk cases have argued
that it is not profitable to serve areas beyond a certain radius of a processing plant (e.g,, 50-75 miles).
Figure 6 demonstrates that as a practical business matter, distance, as such, is nota controlling factor
in how far dairies reach out for milk contract business, serving areas during the conspiracy period
that were 166 to 311 miles from processing plants, and at prices that were below rigged prices,

 In addition to guilty pleas in the Kentucky case, Flav-O-Rich has pled guilty to rigging schoot
milk bids in Florida, Georgia, Mississippi, North Carolina, South Carolina, and Virginia; Pet has
pled guilty to similar charges in Florida, Georgia, North Carolina, South Carolina, and Virginia; and
Southern Belle settled the Kentucky and the 11.S. cases.

% Maurice Binder, Flav-O-Rich Sales Manager for the Westem Region and later General Sales
Manager, headquartered in London, Kentucky, has admitted to rigging schoolmilk bids in 41 counties
and school disiriets, and Summary Judgment has been entered against Flav-O-Rich as to fiability for
these school districts, Binder testified that most of his bid-rigging activities were underiaken in col-
lusion with Amold Corey, Vice President of Southern Beile, Sales {who invoked his 5% Amendment
privilege with respect to questions cencerning bid-rigging activities with Flav-0-Jtich and Pet), and
James Hatfield, Pet's Appalachian Region Manager (who also invoked his 5th Amendment privilege
with respect to milk pricing in Kentucky and other states).

® The major dairies involved the western Kentucky sehool milk conspiracy were Ideat American
{and its alter-egos Henderson Dairy and Owensboro Dairy), U.C. Miik, Holland Dairy, R. G, Clark
and Turner Dairy.
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firm would be the fow bidder; submission of intentionally high, complementary
bids; and a pattern of refraining from submitting bids on certain school contracts.
Much of the evidence in this case is circumstantial, but as in other school mitk
cases some officials have entered guilty pleas and agreed to testify regarding the
operation of the conspiracy, while others have availed themselves of their 5th

Amendment rights and refused to testify at their moﬂo&m@mm.m»
Analysis of bid patterns disclose the following: (a) high incumbency rates (well
above 90%) until 1989, the year after the disclosure of the filing of the first Florida

cases; (b) persistently high winning- bid prices, accompanied by low dispersion

of bids; (c) complementary bids; and (d) refraining from tendering bids or simple
refusals to bid, 8 even though firms had been invited to bid by school districts, had
existing excess capacity, and had existing commercial delivery routes in the area.5

8 1y addition to the Complaiat in the Commonwealth of Kentucky case, 2 federal grand jury
indictment has been filed against U.C. Milk, et al. (Criminal No. CR94-00007-0(S), Aprit 28,
1994). Companion indictments were also filed against Ideat American, Prairie Farms, Meadow Gold
Dairies. and Johnson Dairy Products in the Southem District of Indiana, charging a similar conspiracy:
Crimina) No. 94-67-CR (5/11/94), No. 94-73-CR (5/1 7/94Y and Criminat No, 94-75-CR (5/18/94).

% (osts to potential suppliers of preparing bids and participating in the bidding process are low,
which provides additional evidence that refusal to bid is a sign of collusion.

% Many bidding/non-bidding anomaiies were found in the western Kentucky milk case. Perhaps
the most bizarre episode occurred when bids for the 198889 school year were opened by Webster
County and U.C. Milk was declared the Jow bidder with a bid of 16 vents per haif pint, When notified,
H. B. Howser of U.C. Milk said he was not aware that the specifications required coolers, and
suggested the County food service director contact Qwensboro Milk (the usual incumbent suppler}
which quickly agreed te match U.C.’s tid of 16 cents. In the cousse of these dealings, the food service
director asked Owenshoro Milk why it always seemed to win the Webster County contract and that
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Figure 6. Long haul milk contracts.

U.C. K:w always seemed to win the Providence Independent School District contract. Owensboro's
reply: “The bid process is complicated.”
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Figure 7 provides a sample of bidding pattems of firms in the Western Kentucky
case for pre- conspiracy and conspiracy years (1980, 1983, and 1987), for various
counties and schiool districts.5” Relative costs were virtually unchanged during the
period in question (see Figure 10C which displays costs of raw milk, 1979-1990).
In the pre-conspiracy. period (see 1980 bid data) winning bid prices were very
close to average competitive prices observed in adjacent areas {e.g., =12 cents
per half pint), and in 1983 Tumer’s winning bid prices consistently were below
prices in adjacent competitive areas. The squares represent wins by other firms not
named as part of the conspiracy. The competitive price curve was estimated from
winning bids to school districts in adjacent competitive areas. By contrast, respect
for incumbents and accommodation (complementary) bids are readily evident in
the 1987 bid data displayed in Figure 7 for counties and school districts assipned
to Holland, U.C. Milk and ldeal American, and for those aliocated to Tirner, Clark

and Prairie Farms.

D. Seven-Firm Oligopoly Variant.—The Florida school milk cartel included several
national dairies (Borden, Flav-O-Rich, Kraft Foods and Pet) plus several local
dairies (Velda (subsidiary of Southland Corp. of Dallas), Hart's Dairy (subsidiary
of Dean Foods of Chicago), T. G. Lee of Orlando, and McArthur Dairy of Miami).
As the “lead” school milk case, which triggered investigations in other states, the
Florida cartel contained the standard protocols used in bid rigging and market
division: (a) the “live and let live” policy; (b) respect for the incumbent bidder; and
(c) submission of purely complementary bids designed to project the appearance of
competition and frandulently conceal from the school districts the collective action
-of dairies.

The complaint filed by the State charged the defendants with bid-rigging in
sales of half-pints of milk to 32 of Florida’s 67 school districts. Bidding patterns
for 19791989 for two areas in the State of Florida, South Florida (Broward and
Dade Counties) and the Tampa Bay area (Hillsborough, Pinellas and Polk counties)
are displayed in Figures 8A and 8B. The data for Broward and Dade reflect the onset
of the conspiracy in 1980,% extending through 1986 whien the Florida Attorney
General’s Office initiated its investigation. That event led to an abrupt end to

" discussions among co-conspirators and theé collapse of bid prices from the 16-17
cent range per haif-pint back down to pre-conspiracy levels of around 14 cents.

district, by the first

87 The incumbent firm is identified in Figure 7 below each county or school
UC =U.C. Milk; C

initia} of the winsing bidder (e.g., H= Holland, I = Ideal American, T = Turner,
=R. G, Clark, and P = Prairie Farms).

# There is some evidence that the milk conspiracy in South Florida actually may have been in
force as far back as 1968. For example, one dairy offical disclosed that afier Velda Farms submitted
its first schoot milk bid for Dade County its saies representative received a call from a competitor
complaining about Velda’s tow bid and explaining that the three miajor dairies had a game going
\hete: moreover, if Velda wanted a piece of the action it “had better play ball.” Unfortunately, the
State was unable to discover data that far back, so it is difficult to document with any precision the

actual timing of earlier competitor discussions.
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Rid data for the Tampa Bay area (Figure 8B) help confirm that the conspiracy in
the targeted counties got underway in 1980. However, the arrangement unraveled
twice, once in 1981, after Rorden broke faith with a conspiracy, took some of
market ailocated to others, and threw in a 12.5 cent bid in a Pet allocated market
(Hillsborough); Pet retaliated with low bids 2l over the Tampa Bay region. As
Figure 8B indicates, prices quickly dropped to the 12-12.3 cent range. After some
regrouping among the co-conspirators, winning bid prices rebounded in 1984—1985
to the 14.5-15.5 cent range. The agreements again blew wide open with the onset
of the Attorney General’s investigation in 1986, which Ied to a return of winning
bid prices of around 12 cents per half-pint.

In September 1988, the defendants reached a settlement agreement involv-
ing payment of $32 million to the State, a recovery equal to treble the estimat-
ed provable damages 10 school districts, plus litigation costs, as follows: Bor-
den ($10,400,00) Southland Corporation ($9,660,000); Kraft ($1,800,000); Pet
{$1,700,000) Flav-O-Rich (81,600,000); Dean Foods, T. G. Lee and MeArthur

(37,030,000)%°

E. Nine-Firm Oligopoly Variant. — The Georgia conspiracy illustrates the case of
a conspiracy involving three major dairies (Borden {and Meadow Gold which was
acquired in the 1980s), Flav-O-Rich and Pet (and its successor Land-O-Sun)),”® two
dairy cooperatives (Dairymen and Atlanta Dairies Co-op), and four other dairies
(Kinnett Dairies, Dempsey Brothers, Coburg and Coble). The conspiracy operated
from at least 1983 until late 1987 (when Fiorida began its milk investigation) and
covered most of Georgia’s school districts. Various protocols, arranged by the major
players and locai/regional dairies, were centered around a “live and let live” policy
that (a) respected the position of incumbents,”! and (b) employed complementary
bids to project the illusion of real competition to the school districts. Implementation
of the protocols was via telephone calls from public telephone booths. ™

Plaimtiff*s Motion for Order-of Voluntary Disrmissal Without
Butterworth on Behalf of the
Dist. of Fla., Mia, Div,, Case

® Gee Memomandum in Suppert of
Prejudice, dated Sept. 29, 1988, State of Florida Ex. Rel. Robert A
Dade County School Board vs, Borden, Inc., et al., 1.8, Dist. Ct, So.
No. 88-0273-Civ-Scott.

% AH three of these dairy companies fsad been named as defendants in a class acfion price-fixing
suit fited by the Atlanta Board of Education in 1968 and settied in 1973,

" A.very high incumbency rate prevailed during the conspiracy period. For exampie, in 17
contiguous school districts, the dairy that was the incumbent in 1983 tumed out to be the winning
bidder in those districts for the entire 19841987 period.

2 According to sworm testimony of former Borden officials Charles Love and William R. Waters,
Flav-O-Rich Sales Manager tocated in Columbus, Georgia, the Gieorgia conspiracy: {a) was 2 spillover
from the Florida conspitacy, invelving Borden (which had acquired Sunshine State Dairymen Co-op
in 1982, after which Barden decided not to soek other school mitk accounts in Georgia); (b) the
ares sales manager was instructed to keep ouly the schools Borden was cutrently serving, but not
to-compete for other school business {even though the company had branches in Thomasviile and
Bainbridge): and (c) to use pay telephones whenever it was necessary to talk to competitors about

echool district coniracts.

day.
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3. OTHER BERAVIORAL EVIDENCE

MMM MWMWMMM. mwwwm_ M&M w.mmmom 1 charges in the milk cases rely heavily on behavioral
et division, customer allocation, and bid-riggi :
analyses of bidding pattems and i v et o sonfraed by
yse ; practices of defendant dairi
admissions of the partici i i o elomog o
: pants. This section presents a sample of sel ibi
summarizing economic and statistical analysi s bid ¢ i
ec vsis of defendants’ bid d i
offered as additional test data for making i een o oo
ffered 2 ! ing inferences about th i
bid-rigging conspiracy based on tacit collusion.” presenceofen llegel

%%WM\MMMMMH Mﬁ N&a Maa@w&. — Defendants bidding data were analyzed over
e alleged conspiracy period as contrasted wi
( ! : th pre- and -
conspiracy periods) with respect to certain i ich are o
! period: particutars, which are su ized i
various exhibits displaying (1) vendor “bid i jon” ey
. id interaction” plots, (2) bid di i
(3} incumbency rates, (4) compari idprices i it with Lot e
cu s parison of bid prices in rigged markets with bid pri
prevailing in adjacent competitive markets brices to st e st
, as well as prices 1o state instituti
(5} complementary bids, (6) non-biddi i " s avis oxisting
) on-bidding patterns in certain ar is-a-vis existi
route systems of non-bidders, and other related analyses. SIS existine

Mmm.mmw%m M%Woﬂ&m M%M% to State Agencies. — Another piece of evidence sug
milk bid manipulation was disclosed b i i ,
half pints of milk made to school distri th bis ronde o8 k6 seme sroate
1 istricts with bids made on the
to state agencies located in Kentuck i L
: : : . y counties where school district and
wmm.csﬁ MWMMEREGMQW including service and delivery, were similar.”* onmamMMHMw
, one s very little difference between bid :.omw vhi ,
‘ hole white milk
state agencies and to school districts in Feoun .moa i e ot
ate age several counties without any ¢
Wwa-ammmm_m“ e.g., @@.8 schools in Fayette County and Eastern State HWOWMMMW QoM
yette C oaa&&.%mmﬁm 9A), and (b) to Hardin County schools v. Lincoln Vill
agency (in Hardin County) (Figure 9B). . e
< %M%MMMMW EMM mmowm .ﬁomwu»mimm Schools exceeded bid prices to Kentucky
e oth in Doyle County) by more than fi i
during 19831988 (Figure 9C). Simi e ki ot ioerepin
duri . Similarly, one finds the same kind of di
in bid prices to Owensboro schools and ot Center Gt
: . the Owensboro Treat C i
Daviess County) (Figure 9D). Thu i e ot e e oot
. . s, even if one were to assume that t
difference found in 1990 was “normal” T sty due 1o an
al” (for whatever reasons - ibly d
upward spike in the raw-milk price, such a i e sil] mvet find
_ X s ocourred in 1990) one still must f
an explanation for the other three cents school districts paid above prices to oﬁwww

' state agencies.

3 . .

E&a%m.m wwwzﬁwmw happens, in m.ﬁ course of later stages of discovery following submission of

Fid rigein mwm M.Mvo.zm, certaif M.:@Ea:w_m entered into plea bargains, admitted participation i
g submitted affidavits corroborating inferences made from circumstantial WE.%:MM

" produced as indicated herein.

™ State agency biddi i
Y ing normally is conducted once per year, with all agency bids let on the same
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Figure 10A provides a broader comiparison of winning-bid prices for lowfat
white half pints in the'conspiracy “core” area and a composite of median winning
bid prices in competitive areas (competitive school districts in Kentucky).” See
also Figure 10B which compares median gross-profit margins in the Kentucky
“case” area with margins in the competitive areas. These comparative data (Figures
9 and 10 reveal that the average agency bid prices were about the same as the bid

prices in the areas identified as ananmE?P:muaEmmwﬁoﬁﬁ:mmmm wamnwnmm
6

in the conspiracy “core” area. ;
C. Geographic Price Discrimination. - Defendants in the milk cases have offered
a variety of reasons for not tendering bids to school districts near processing plants,
such as (a) the school districts did not “§t” existing route structures, (b) the cost
of mesting cooler requirements, and {(c) concern about school districts awarding

™ The big jump in 1990 winning'b

id prices to 15.25 cents from 1125 cents per half pint might
appear to be a resumption of. conspiracy actions. The basic explatation for this movement was the
sharp increase in 1990 FMO order prices from $13.25 to more than $15.00 per ¢wt,, and an increase
in raw mitk costs from $13.50 to aimost $16.00 per ewt., which works ot to the rough eguivalent of
2.5 to 3.0 cents per haif pint.(See Figure 9C.) .

7 Also, these data provide a strong rebuttal to defendant arguments that the areas identified as

“competitive” are somehow economically different from the rigged markets. Co-located agencies
with similar half-pint requirements in the rigged markets received much lower bid prices than school
districts in the same area, whereas bids were very similar in the markets identified as “competitive.”
Evidently, the only economic difference found was that the schéol bids were rigged, while state
agencies, for the most part, appear to have avoided the rigging, perhaps due in part to the use ofa

single annual bid date for alt agencies.
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mwam based on preference for 2 local dairy, among other things.” Figure 5, supra

,%Bomwm.nmﬁm Southern Belle’s selective bidding patter in the eastern Kentucky

7 ;
The ry i i Ty
S Mwﬂm@wﬂwﬂﬂw ..M_mcama_ﬂmawﬂmmmmm om. contracts being awarded to a local dairy which was
. . osition testimony contain allegati i ing ri
ich o , 801 A 1 y contain allegations of gift
purportedly led to special consideration by school boards, but se noqgo%mhuﬁﬁmﬂ:%%%ﬂw

‘allegations,
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counties where the company had existing delivery routes.’® Southern Belle stopped
bidding in two counties after 1980, and stopped bidding in eight other counties
during the conspiracy period. This “no bid"” protocol resulted in higher bid prices
to the affected school districts.

Market division and customer aliocation schemes in school milk sales presented
something of a dilemma to co-conspirators faced with continuing excess capacity.
Since school milk bids were made public, any attempt to “gteal a march” on a
co-conspirator through a low bid would be subject to immediate deteciion and
- possible retaliation. Accordingly, from time to time, dairies evidently “dumped”
their excess capacity by means of long-haul sales outside the immediate conspiracy
area. Figure 6 graphically illustrates this phenomenon, displaying some of the long-
distance sales (and delivery routes) of milk to school districts by various dairies
involved over the past ten years. School milk has been hauled as far as 300 miles
from processing plants by Turner and by Clark, which is supplied by U.C. Milk,
which is‘supplied by Dairymen, and sold at prices that generally are significantly
lower than prices charged to school districts subject to the western Kentucky
conspiracy. .

Figure 11 compares Turner Dairy’s winning prices in 1987 and 1988 to school

districts in Kentucky with its winning price to schools in Mississippi ranging -

from 166 to 285 miles south of its Fulton plant. More specifically, while Turner
continually was able to winrigged Kentucky school districts contracts at 2 price of
15 cents per half pint during 198688, it bid one-to-two cents lower to obtain school
contracts in competitive Mississippi areas. Even more interesting, U.C. Milk, which
swore to the immutability of delivery routes in Hopkins County (U.Cs base of
operations), at times tendered three-cent-lower bid prices per balf pint to accounts
fifty miles away. ‘

These data demonstrate that Kentucky dairies evidently were involved in geo-
graphic price discrimination, i.e., they were discriminating in prices charged to
variously-situated school districts in several states (measured in terms of net prices,
processing plant (net of transportation and other costs)). Even though the data are
not sufficiently comprehensive for a full demonstration of systematic price dis-

® A typical defendant explanation for terminating or refusing to bid to school districts in certain

counties is that the company did not have an existing defivery route in the area, or that the location

of schools in the county “did not fit” existing routes. Accoiding to testisnony of David Lowenstein -

of Bolland Dairy, a co-conspirator in the westermn Kentucky case, daring the period of the conspiracy
route structure determined the customers for which the company would compete, whereas in the post-
conspiracy period the location of aciual and potential customers for which the company competed

determined the structure of delivery roufes. The fixation of defendants on the almest immautability of |

a given delivery route structure lends support to the inference that one of the objectives of the milk
conspiracies was to preserve existing delivery routes, which is conistent with the federal indictments

in the Western Kentucky case, asserting that the conspiracy included a territorial division agreement '
which covered northwesiern Kentucky and southem Indiana. This territorial protocol in the Westem -

Kentucky case was used to implemest several price-fixing zones, which resulted in lower bid prices
in the southern tier of counties (bordering Festnessee) than in counties north of 1.8. Highway 0.

Another Holland official has testified that another reason for dividing the western Kentucky markel .

into zones was to facilitate the fixing of prices to commercial accounts.
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crimination, following conventional economic doctrine, they can serve as another
corroborating “plus factor” in reaching inferences about tacit collusion.

D. Telephone Records of Co-Conspirators. — Another piece of circumstantial evi-
dence that can assist in making inferences about collusion in school milk bid prices
consists of telephone records, For example, in the Western Kentucky case, tele-
phone records discovered from Ideal American disclose that over 600 Smmmwan.m
calls were made {0 co-conspirators’ telephone numbers over the 1985-1990 peri-
od. A close examination revealed that the calls tended to be “bunched” around the
period prior to bid-submisston dates during the bidding season, with .oEQ. calls
spread over the rest of the year. Again, this information is limited, but it provides
further “plus factor” material that begs the question: Do the number and @w.@cm.zow
of these phone calls to competitors support inferences that such communications
could reasonably be construed to be connected with school district allocations and

bid-price manipulations on school milk?

E. Estimated Aggregative Economic Impact of Bid Rigging in School Milk.- It is
unclear at this time whether bid rigging for school milk contracts is strictly an
eastern states phenomenon, as displayed in Figure 2, or whether other shoes are yet
to drop in mid-western and far westem states. Figure 2 indicates the states affected
through the year 1993. A number of states have obtained settlement m.mao.Sm.Em

- involving cash and in-kind payments by defendant dairies charged with rigging
school miik bids. The State of Florida settlement evidently is the largest reported to
date, amounting to $32.2 million, with smaller sums reported by Georgia, Alabama,
Ohio, Tennessee and other states shown in Figure 2. Based on estimated overcharges
prepared in several cases for trial purposes and used in mmmmwB.mE negotiations
(ranging from 15 to 20 per cent), potential national oqnwormn.m»m {if all states were
similarly affected by bid manipulations) for the five-year period 1984--1988 would
be on the magnitude of roughly $600 to $800 million.””

1V. Conclusion

The stated purpose of this paper was to examine some empirical @mS used to sup-
port contentions of agreements to alfocate and assign school district oompa,monm w.ma
to rig bids for school milk. Most defendants vigorousty Emmwm. E...m their behavior
simply reflected the workings of intelligent, rational oligopolistic interdependence.

" These are hypothetical estimates and are used purely for illustrative purposes, based on 2 total
expenditure of almost $20 billion for the three special federal nutritional programs NSLF, 3B, and
SMP. Since milk costs amount to about 20 per cent of total meal costs of wuwhﬁm million for the
five-year period 19841988 (=$3,949 millicn) pius $82 million for SMP = an estimated mxmomm_nﬁ.m
for milk of $4.031 million, Based on estimated overchargesof 15% to mem\o.u the total economic impaet
{assuming all school milk bidding was rigged) would range m.aa muvmoxnmmﬂ.m_w m%o-mmoo million
for the 19341998, which represents the alleged conspiracy period most typically used in the state
complaitits. Federal expenditure data from The World Almanac and Book of Facts, 1994, p. 123.
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I have attempted to demonstrate that close examination of the data reveals bidding

- patterns and practices that could not have been driven by, and not compelled by, the

simple workings of dairy companies’ interdependence, nor were they the inevitable
product of an oligopolistic market structure. The totality of the evidence discov-
ered in the milk cases, consisting of the chronology of market shares, incumbency,
price comparisons, and market entry or its absence, is generously buttressed by
other material disclosing the presence of facilitating practices. Although it may be
difficuit to quantify its statistical probability, the likelihood that these market rela-
tionships could have existed and persisted without communication and agreement
among the independent firms must be infinitesimal. The defendanis conscious-
ly and collectively developed and implemented bid-rigging and market-division
agresments. The belated confessions and affidavits confirming the nature and oper-
ation of the agreements serve as an evidentiary bonus to the findings revealed by
the other materials.

Analysis of milk litigation documents disclose that while first-blush inferences
about collusion might be regarded as speculations, it was possible to uncover, and
to correctly identify from circumstantial evidence the machinery used by milk pro-
cessors for rigging bids to large numbers of school districts. At the same time, our
review of the circumstantial evidence in these cases helps answer the question posed
earlier concerning the adequacy and usefulness of oligopoly theory in identifying
the relevant criteria for detection of Section 1 violations, with and without explicit
{but covert) collusive actions. I was able to confirm that the business strategy of
choice on school milk contracts — collusion — emerged out of structural character-
istics most economists agree are highly correlated with the incidence of collusion
{fewness of sellers, homogeneous products, relatively inelastic and slow-growing
industry demand, similar processing costs, and slow technological change).  also
found that various federal and state statutes regulating milk production and pricing,
and other institutional arrangements provided a fettile environment and catalyst
for collusion among processors in sales of milk to school districts.

Thus, I conclude that no new or novel theory of oligopoly is required to identify

activities that compromise independent behavior among ostensible competitors.

Although there is no generally-accepted theory of collusion under oli gopoly, the
current state of oligopoly theory, supported by the accumulation of empirical
cases, enables us to identify the determinants of collusion and the most effective
forms of implementation.®® Also, while economic theory does not provide “bright
line” indicia for legality or illegality — it offers useful generalities drawn from
logical deductions about how rivals might behave under different assumptions and

" ¥ Thelate George J. Stigler observed that clandestine activities like collusion are difficult to study

because of limited information, and offered a theory of oligopoly which he felt can “. .. isolate the
determinants and forms of successfuf coliusion - or sather the determinants of successful cheating
and hence unsuccessful coliusion .. . » He noted that “The most efficient method {of collusion) is the
Joint sales apency . .. Somewhat less efficient collusion is achieved by the assignment of customers,
whether individually or by geographic area or otherwise .., Ses Stigler (1966).
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rarket circumstances. Given the bidding patterns and omﬁn m.mmoommwma .wnwm&ow
explicit collusion must have been present in school milk camam. Put differently,
the milk cases confirm that assignment of individual school aaﬁ.ﬁ ommnommmmm and
allocation of geographic areas to different sellers, was an “efficient” method for
reaching agreements on bid rigging 5! .

Our review of the evidence in the milk cases confirms the proposition ﬁ.wmﬁ
collusion and cartel agreements come in many colors, sizes and shapes, H.mm@mmmﬁm
on the characteristics of the industry and marketing procedures. .gmmwm._m of mw.mma
documents further suggests that tacit collusion may beonlya mnw.ﬂmr limited <m.mma\
of collusive oligopolistic bebavior, requiring some very restrictive wm“maﬁwﬁcﬁm.
presence of facilitating mechanisms such as exist in the milk
industry. Manipulation of sealed bids for school milk contracts represent vastly
different -market transactions than run-of-the-mill, infrequent, once-or-twice-per
year changes in posted or list prices of Em@.ﬁmmcmmnﬁm.wm @Bamﬁww which is
implicit in much of the interdependence theorizing anammﬁmmm Eﬂunmxﬁa” .

Therefore, to argue it is equally plausible that pure, ﬂmgo.mm_ oligopolistic inter-
dependence can explain interfirn bidding and pricing actions mnn_w. as found in
the milk cases begs the question as to whether gven E@ most m.owgmﬁnmﬁa m..sm
intricate game-theoretic models are capable of mmmrom.&sm bid prices mma bidding
patterns in numerous bidding opportunities, to many different ”mnroo_ districts, Mwmm
a lengthy period of time, all under the constraint o.m a sealed-bid process. A fin ing
of equal plausibility under these constraints requires some Very w.ono_n mam.ﬂ%wzm
assumptions indeed, and stretching of economic Ea.o@ ‘aowo.w.a limits of credibihity.
In short, one lesson of the milk cases is that collusive mQ.EEmm are more properly
studied empirically, rather than simply deduced from tacit mmmaﬂm:om.? .

Despite some noteworthy advances in game 58@. for nmm:mm with tacit col-
lusion and the oligopoly pricing problem ﬁwnwcmﬂw EEEN static ﬂoﬂwﬂyoﬁ.wwwﬁ
oligopoly model s the tools of game theory Gm&:&.&m new “supergame’’ mode mv
ovide clear, mechanistic strategies and solutions for Hmmo.mﬁ& oligopolistic
s, especially under the constraints ofa mo&m.m-w& process. @mﬁa
standing of the structural and strategic aspects of business
ome alternative theoretical solutions. Game- theory
ch about the actual behavioral assumptions made
formation and uncertainty about rivals’

especiaily in the

donot pr
pricing situation
theory provides an under
rivairy and conflict, as well as s
models, however, do not teil us mu
by managers operating under imperfect in

. e . ted

8 gy ted that “The govermmerit as 2 buyer usually uses bidding technigues ﬁmow
w:dmwﬂ%_%mw mm.mmnﬂo%mw.w secret vqmnm cuts impossible. _.Qman@ collusive systems usually work bes!
against governmental buyers {emphasis added).” See Stigler (1966, P 269). 068 se182
8 Gee especially Vor Neumann and Morgenstern (1944); Harsanyi, 1. .meq.i Gmw wwm e mznm
120334, and 486— 502); Shubik (1984); Nash (1951, pp- 286-293); Friedman .m : m.m ot
Porter {1984, pp. 87-100); Fudenberg and Tirole (1989, pp. 259-327); Jacquemntin and Sia N

op.414-473); and Shapiro (1989, 329-414).
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behavior.® If officials of rival firms keep one another informed through private
- communications of bidding plans, preferred or targeted customers, and specifics
as to future bid prices to particular customers (as found in the milk cases), then
cooperation is much more likely; but this is hardly the stuff of tacit collusion based
on purely interdependent (i.e., noncooperative) behavior generated by game-theory
models.

Contentions that pure tacit collusion does not viofate Section 1 are baged implic-
itly on the proposition that noncooperative game theory provides a framework to
model market situations in which each firm makes an optimal decision based on
certain assumptions, beliefs and expectations regarding the actions and reactions
of rivals, who, in tum, are assumed to be rational and simultaneously making
predictions and strategic determinations aimed at maximizing their own profits,
or some other commercial goal. The so-called “Nash equilibrium”®* represents a
strategy selection by rival firms under which no rival can gain by following a dif-
%@SE strategy, given the strategy of rival firms. All rivals also must have o.oBEoHa
information, or not only be able to correctly predict the equilibrium outcome, but
also the ability fo predict that rivals will correctly predict that outcome, and so
on. In short, for game-theory models to convincingly demonstrate that tacit collu-
sion can emerge from this kind of reasoning, rivals must have some mechanism
for receiving correlated signals in order to coordinate their expectations. If rivals
cannot resolve the information, communication, timing and uncertainty problems
(all within the constraints of a sealed-bidding process), it is difficult to see how
purely interdependent pricing behavior, without more, can lead to tacit collusion
under the guise of a Nash equilibrium.®

The milk conspiracy findings instruct us that oligopoly theory cannot, does
not, and should not provide any special “interdependence” shield for voluntary
and deliberate acts by oligopolists to allocate contracts by submitting pro forma
complementary bids, by refusing to bid to certain school districts, by withdrawing
bids after winning (in favor of a competitor), and similar practices. Put differently,
if such a shield were raised as a defense, it would be badly tarished by the “plus
factors” cited. Moreover, one might hazard a guess that the court could now revisit
Matsushita, by finding a Section 1 conspiracy based on such evidence as adduced
in milk, where earlier it was not willing to find predation.

Hopefully, this empirical review of economic data also can provide a fresh
start toward resolving the confusion that exists in the economic and legal literature
between the purposes of theory (economic or legal) and the requirements of legal

i 8 Game theory does not predict a particular tacitly collusive outcome; it simply indicates that

Samw collusion is theoretically supportable a priori, as often one of many possible not-cooperative
equilibria generated by a game-theory model,
: Mx. mer.g,um equilibriz, by design, are supposed to be seif-enforcing, based oneredible punishments
infiicted on rivals who inadvertently or otherwise stray from the equilibrium path. See Fudenberg
and Tirole (1989, pp. 259-1327).

% This é.on_m be especizlly true in the western Kentucky case involving some 600 telephone calls
to co-conspirators, probably designed to (illegally) overcome these information problems.
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proof. Tacit collusion (per oligopoly theory) creates an Jmmouuwﬂ:?,.o: or non-
competitive event, but legal theory argues that firms shouldnot be found 5. ,So_mmom
unless they intentionally contributed to that result. Furthermore, short of mmmowmmm
gun” or testimonial evidence confirming competitor agreements, proof of violation
in Section 1 cases inevitably depends on examination of phenomena that are largely
economic and statistical, with which courts seem uncomfortable as wonﬂm of proof.
Thus, even though agreements of some sort may exist, they are w&.rwﬂ.w to be
found in the conventional form courts like to see in order to find rmc.:&. The
upshot of all this is that courts at times appear .nomwmmma m.wamm the policies Mwﬂw
believe they are enforcing, the rule of law and its mﬁﬁrnmmomu as well as burden
of proof. Viewed in this contexf, further clarification may vyet emerge from the

Ha/Kodak nexus., o
EQMMMMHW our study of the milk litigation poses some public-policy implications
that go beyond the scope of this paper, but nasmmwmmm.mm deserve comument. w@nmcmm
of the maze of regulations and other interventions with market forces, _u.cmu m&@,m
and state agencies could be recognized as mnnmm.wol.mm before the fact in the U. a
milk cartels. Additionally, one can reasonably question Ew.ﬂwwa .Ommmmn.d.owmwmm
has outlived its original rationale and usefulness as public policy. H: the .mmaw
vein, Congress could usefully review the objectives, control and administration o
various nutritional programs. As is the case with many o.mwm.m. programs E.Hamn its
jurisdiction, the U.S. Department of Agricuiture has 2 ac.nm.v.E conflict of .E,.Smomﬂ
between support for private agricultural mmﬂﬁwﬂw mmm. sensitivity {o ﬁ.nn public M:mﬂnw
est of consumers. The way the system works in mqmnwoaw consumer interests a Hom.
uniformly are sacrificed for other public-policy objectives: Rmnnnﬁnam vﬂom%owowm
supracompetitive prices; and misallocation o.m TESOUICes. At Ew .&mﬁ leve .mmoa ma
districts can help protect themselves from bid rigging by Tevisions in sealed-t
procedures, e.g., adoption of a common, once-per-year mmmmm.,gmm da-omnwmmmm
date, pooled buying, outright rejection mm.m.,.w;m»rnm of all tie .@am. re-visi Enm
local-seiler preference practices, and acquisition by state education @.mﬁmnammﬂw
of new high-tech bid monitoring systems such as those om.pﬂmmm% being use
monitor highway construction bidding.
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A Note on Price Cap Wmm&mmoﬁ and Competition

LESTER D. TAYLOR*
University of Arizona, Tucson, AZ, U.S.A.

DENNIS L. WEISMAN*
Kansas State University, Manhattan, KS, U.S.A.

Abstract, This paper examines the properties of a price-cap regulatory regime similar in design fo
a plan recently proposed by AGT Ltd. in hearings on Alternative Forms of Regulation before the
Canadian Radfo-television and Telecommunications Commission. The price-cap plan incorporates
a number of novel features which include (i) quantity weights that evolve through time rather

than remaining fixed; (i) adjustments for productivity that incorporete yardstick competition; and
(iii) allowing the weights to reflect the firm’s market power or absence thereof in the presence of
competition. Hence, should competitive circumstances permit, the regulatory regime allows for its
own sunset,

Key weords: Regulation, incentives, price caps, competition,

1. Infroduection

Until recent years, the traditional method in North America and elsewhere of impos-
ing earnings restrictions on firms subject to government oversi ght was through reg-
ulation of the rate-of-return on assets. The procedure that was followed essentially
consisted of four steps:

1. Hstablish an appropriate asset base;

2. Establish an appropriate system for calculating allowable costs;

3. Establish an appropriate rate-of-return which would be allowed on the asset
base.

4. Establisha set of prices such that the earnings defined as the difference between
revenues that these prices would yield and the associated allowable costs do
not exceed the allowed rate-of-return. .

However appropriate rate-of-return regulation might be in the context of a

~ single supplier, it is clearly much less so in a context, such as in the telephone

industries in the U.S., Canada, and elsewhere, in which competition is emergent

but where the incumbent retains a dominant presence in the market. Regulation

* We are grateful to Bruce Egan, Jerry Langin-Hooper, David Sappingion and an anonymous
referee for numerous constructive suggestions and insights on an earlier draft of this paper. The usual
caveat applies.



