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ABSTRACT

This article responds to key points in the GMA Fact Sheet Analysis of cereal industry conduct and
performance. It also explains the organization of the industry using research by Wall Street analysts
that document high concentration, barriers to entry, and noncompetitive pricing games. The result is
high price cost margins and high prices. Thejudge’'s decision in State of New York v. P. Morris Kraft
General Foods et al. iscritiqued. She relies upon abroad definition of competition that compromises
the role of price in achieving allocative efficiency in markets. The new application of the antitrust
lawsto unilateral market power is explained. Finally the prospects for price relief through expansion
of private label cereals, although complex, are reasonably good. [EconLit cites: L100, L410, L660]
© 1999 John Wiley & Sons, Inc.

1. EXECUTIVE SUMMARY

» A bowl of breakfast cereal with milk does not, as the industry claims, cost 25 to 30
cents. When 22 leading brands are checked, a bowl of cereal with milk costs an aver-
age 81 cents and ranges from alow of 48.4 cents (Kelloggs Corn Flakes) to a high of
$1.14 (Post Banana Nut Crunch).

* Cered isnot, astheindustry claims, agood value. The price of Certified Black Angus

sirloin steak at $2.89 Ib. is cheaper than 19 of the 22 cereal s price checked. A steak and

egg breakfast is cheaper than many bowls of breakfast cereals. High cereal prices are
dueto high levels of advertising, other nonprice marketing add ons, and high profits.

Contrary to the industries claims, coupon use by consumers, does not offset the in-

creasesin announced cereal prices between 1983 and 1995 or between 1989 and 1993.

In both periods the price consumers paid, net of coupons, increased more rapidly than

the food at home component of the Consumer Price Index. Prices of breakfast cered,

net of coupons increased between 17 and 24% from 1989 to 1993 when the Food at

Home CPI increased 12.6%. The industry’s claim of 6.6% net of coupon cereal price

increase during this period is based upon as faulty projection of a sample result to the

entire U.S. population.
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» The cereal industries claim that the judges opinion in arecent New York court case es-
tablishes that the industry is intensively competitive. A careful reading of the opinionin
Sate of NY v. Phillip Morris et al. (State of New York vs. Kraft General Foods Inc.),
however, reveals that the judge did not deny that thisindustry competesin a costly non-
pricefashion. She concluded that thispreferencefor nonprice competitioninlieu of price
competitionisnot dueto collusion, rather istheresult of independent actions by thelead-
ing firms. Yet Wall Street analysists and many economists have documented that thein-
dependent action of firmsin thisindustry are aform of tacit collusion that produces the
observed poor (fromthe standpoint of consumersand grain farmers) performance record.

* Unilateral market power isthe ability of afirm to elevate the price of abrand of break-
fast cereal above its cost of production because they have differentiated the product
through advertising and positioning in a segmented cereal market. In the New York
case the judge ruled that combining Nabisco Shredded Wheat with the Post cereal op-
erations, most notably its marketing of Post Grape Nuts, would not allow Post to in-
crease the price of these breakfast cereals. Even if thisis correct it says nothing about
the exercise of unilateral market power among other brandsin the portfolios of the big
four cereal companies, Kellogg, General Mills, Post, and Quaker.
The industry claims that my numbers and economic analysis have been presented to
the FTC and Antitrust Division of the Justice Department and that these agencies have
rejected the analysisthat | presented as expert economist for the state of New York in
their recent unsuccessful challenge of the acquisition of Nabisco Shredded Wheat by
Phillip Morris. In fact, all exhibits and analyses presented at this public trial remain
unavailableto the public, including federal agency staff, because Phillip Morrisisdis-
puting their release. Their argument isthat release of many documents would provide
sensitive information to their competitors. But the great majority of these documents
are for economic activities in the early 1990s that are of no competitive significance
today. Phillip Morris does not want the public to learn how thisindustry operates. Con-
sumer’s Union is intervening in the court proceedings on behalf of consumersto ar-
gue for keeping public trial records public.

* Private label breakfast cereals provide consumers real value, and their continued ex-
pansion will improve the price performance of this industry. Branded manufacturers,
however, prefer to compete with private label by further segmentation of the market
because private label can’t achieve sufficient distribution volume needed for econom-
ic viability when copying small share brands.

» The long run success of private label will depend upon major changes in marketing
strategies and management structure at leading supermarket retailers. British super-
market retail ers and mass merchandisers such asWal-Mart have demonstrated that the
needed changes can be achieved and that they are profitable. These changes will low-
er pricesto consumers dueto more efficient distribution, less advertising, and nonprice
marketing activities.

2. RESPONSE TO KEY POINTS RAISED BY THE GROCERY
MANUFACTURERS OF AMERICA

Congressmen Gejdenson and Schumer should be commended for their persistent interest in
the performance of the ready to eat cereal industry. The release of their well documented
and thorough report, “Consumersin aBox” ayear ago focused media attention on high ce-
real prices, which in turn documented widespread consumer anger over thisindustry’s per-
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formance. Today, the Congressmen have asked for an assessment of the factors that con-
tribute to high cereal prices, and the outlook for consumer relief from the expansion of pri-
vate label cereals, and more effective antitrust enforcement.

Thisisno small task. | would like to begin by responding to the industry’s rebuttal to the
Congressmen’s report. None of the cereal manufacturers has commented publicly on the
Congressional inquiry. Instead, they have designated Mr. Jeffrey Nedelman of the Grocery
Manufacturers of Americaastheir common spokesman. The GMA’sentirewritten response
consists of athree page press release that contains seven “facts’ (GMA, 1995).

Fact 1 is the cheap breakfast defense. The GMA states “Breakfast Cereal provides con-
sumerswith real value. Today the average bowl of ready to eat cereal, including milk, costs
between 25 and 30 cents’ (GMA, 1995). To see whether thisistrue, | did what any con-
sumer can do. | went to alarge regional chain supermarket where | buy groceries and col-
lected prices on 22 leading cereal brands. My results are reported in Table 1. | chose box
sizes that | would buy for my family of four (not the smallest ones). First | computed the
price per serving. Then | noticed that aservingisnot abowl of cereal. Quaker Puffed Wheat,
for example, claims 1/2 oz. (15 g) isaserving. Most use 1 cup; however, thisis only ahalf
bow! of cereal. | computed abow! price by using 2 cups of cereal or at aminimum 60 grams
of cereal. These bowl prices are reported in the next to last column of Table 1. Adding one
cup of skim milk produces the cereal with milk pricesthat are in the last column. This col-
umnisin bold print because thisisthe price aconsumer paysfor abow! of cereal for break-
fast. The average bowl price is 81 cents and ranges from a low of 48 centsto $1.14. The
25-30-cent cereal breakfast isamyth. It isincredible that the industry leads its rebuttal ar-
gument with such a disingenuous use of nutrition labels.

To see what the costs of other breakfast options are. Certified Black Angus sirloin steak
at 2.89/1b. ischeaper than 19 of these 22 breakfast cereals. One slice of World Classics Store
Ground Whole Wheat bread is equivalent to a serving of cerea within the USDA guide-
lines and costs only 8.4 cents. In fact, | can eat a breakfast with steak (2 0z.), an egg, two
pieces of toast and coffee for 73 cents. Breakfast with a 1/4 Ib. of steak costs $1.09. These
compare favorably to many of the bowls of cereal in Table 1. Cereal isnot a“good value.”

Professor Frederic M. Scherer gives the economist perspective on “good value’ in the
cereal industry, writing:

OPEC claimed that their cartel was innocuous because the cost of their energy source was still much
less than other alternatives. The true question iswhat would the price of cereal be under apurely free
enterprise situation. Nature endowed cereal makers with an unusually economical means of provid-
ing nutrition. If they have abused that endowment by pricing above acompetitive level they have per-
formed badly. (Galbraith, 1994, p. 31)

Fact 2, and | quote, is“Cerea Pricesin real terms have risen less than the rate of infla-
tion—between 1 and 2% annually” (GMA, 1995). Thisisthe“ consumers don’'t know what
they are talking about, the prices of breakfast haven't gone up as fast at other foods,” de-
fense. Figure 1 graphsthe Bureau of Labor Statistics cereal priceand thefood-at-home price
indices over the 12 years. Until 1995, cereal price advances regularly dominated food at
home advances. Between 1983 and 1994 cereal prices increased 90.8%, whereas al food
prices increased 45.4%. The Congressmen’s focus of attention on this issue and the ensu-
ing media stories including segments on ABC Good Morning America, ABC 20/20, NBC
Today, NBC Phil Donahue, NBC, Ch. 4 Washington, DC, and CNBC have had an impact.
For thefirst year since who knowswhen Kelloggs and Post did not announce priceincreases
in 1995. Others announced only modest price increases.
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Figure1l Relationship between high prices and private-label growth.

Thisindustry’s claim that the government statistics are misleading is based upon the fact
that they are not adjusted for coupon use by consumers. This point doesn’t exonerate the
industry. In fact during 1994 and 1995 it is well documented that reductions in consumer
oriented price give back programs contributed to an increase in the actual net price con-
sumers paid even though in some instances shelf prices went down.

The GMA (GMA, 1995), however, focuses upon an earlier era. They assert that ready-
to-eat cereal prices, net of coupons redeemed by consumers, increased 6.6% between 1989
and 1993. They compare thisto an accurately calculated increase in the food-at-home con-
sumer price index of 12.8% over this period and an overall consumer price index for all
items of 16.5%.

Let’'s examine this relationship between the increase in cereal prices and the food-at-
home component of the consumer price index for the 1989 to 1993 period in more detail.
Figure 2 indicatesthat the food-at-home CPI increased from 125.3in 1989 to 141.4in 1993.
This 16.1 point increase is a 12.8% increase. The BLS cereal index in Figure 2 increases
from 148.0to 183.5. This 35.5-point increaseis a 24% increase in the price of breakfast ce-
real. The cereal industry would have us believe that once one has adjusted for coupons that
consumers redeem, this 24% increase would be reduced to 6.6%.

Yet the Congressmen’s study reports that in 1993 Americans redeemed only 2% of the
coupons that the industry distributed. These 500 million coupons had an average face val-
ue of 88 cents, which meansthat consumers received $440 million in benefits from coupon
redemptions. There are two sources for this estimation of couponing activity in the indus-
try. Oneis CS First Boston (Maubousin, 1994), which is the cited in the “Consumersin a
Box” (Gejdenson & Schumer, 1995) report and a second source is General Millswhich is
cited in the Congressional Research Service Memorandum on Cereal Pricing dated De-
cember 23, 1994 (Bass, 1994). Since industry sales in 1993 were $8.27 billion, the $440
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Figure2 RTE cereal priceindex vs. food-at-home CPI.

million reduction constitutesa5% reductionin price. Using thisfact, if onereducesthe BLS
cereal priceindex value of 183.5 in 1993 by 5%, one obtains a net of coupon index value
of 174.3. Comparing thisto the 1989 value of 148 one has an increase in the net of coupon
price of 26.3 points. Thisis a 17.8% increase in the net of coupon price. But this estimate
is clearly biased down from the true net of coupon price increase because coupons are not
netted out of the 1989 price index. (We do not have coupon information for 1989). Adjust-
ing the 1989 price index down for the coupons used during that year would increase the ab-
solute and %change for the 1989—1993 period.

If coupons reduced prices 5% in 1989, then the percentage change in the net of coupon
price is 24%, the same as the percentage change in the CPI price. If the coupon related re-
ductionin pricein 1989 is less than the 5% reduction in 1993, then the percentage change
in net of coupon price between 1989 and 1993 is less than 24%, but above the 17.4% val-
ue that assumes no coupon usage in 1989. Since millions of coupons were redeemed in
1989, the percentage change in the net of coupon price between 1989 and 1993 is above
17.4 and most likely very close to 24%.This estimate is triple the GMA estimate.

The erroneous GMA 6.6% net of coupon price increase is from a recent antitrust suit
(State of New York v. Philip Morris, Kraft/General Foods, Southern District Court of New
York). | served as expert economist for the State of New York and am very familiar with
the facts and decision in that case (Cotterill, 1994b). If one goes to the public trial record,
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onewill find that at the time this estimate was introduced to the court by Philip Morris, the
State of New York rebutted it with business records from the companies that were not gen-
erated for purposes of litigation, as was this particular A.C. Nielsen estimate.

Specifically, the 6.6% net of coupon price increase is based upon a Nielsen household
panel sample of consumersthat does not provide an accurate estimate of all consumer’s be-
havior inthe market place. At trial, the State of New York showed that this particular Nielsen
sample significantly overestimates coupon redemption rates by the general public. For ex-
ample, Post’s own business documentsindicate that it redeemed $75 million of couponsin
1992 but the overstated Nielsen sample redemption rate erroneously predicts that Post re-
deemed $175 million of couponsin 1992 (State of New York vs. Philip Morris, transcript).
Judge Wood offered Kraft extratime, if needed, to rebut the State of New York (Transcript
@ 2227) and Kraft did not respond. Use of thisflawed document with its dramatic over-es-
timation of consumer benefits due to coupon redemption is self serving for the industry.
Consumers are not wrong when they complain about cereal prices that they judge in their
neighborhood supermarkets to be high.

Since cered is no cheaper than steak and eggs for breakfast and BL'S prices have risen
dramatically over the past 12 years but for the recent slowdown, it is entirely appropriate
to ask why have the prices consumers pay gone up so much?Again, according to the GMA
fact sheet (GMA, 1995) and the cereal manufacturers, this is not due to the domination of
theindustry by three firms, high barriersto entry, and noncompetitive price conduct as doc-
umented by severa reports during the past 15 years (see Galbraith, 1994; Gejdenson &
Shumer, 1995; Kahn, 1996; Maubousin, 1994; Scherer, 1990; Shepherd, 1990; Sutton,
1991). The cereal manufacturers maintain that their industry is intensely competitive and
has become more so over time (GMA, 1995, Facts 3 and 4).

Herein lies a fundamental confusion around what is meant by the term competitive.
Businessmen claim they compete when they advertise, issue coupons in afashion that al-
lows price discrimination, and devote massive resources to product proliferation that cre-
ates barriers to entry and elevates the prices of all cereals. When economists and the an-
titrust authorities measure competition they focus first and foremost upon price
(Horizontal Merger Guidelines, pp. 20—25). Competitive industries price at or near mar-
ginal cost. Firmsin such an industry do not have power individually or collectively to el-
evate price above cost levels. As the Gejdenson and Schumer (1995) report documents
prices in this industry are significantly above the cost of production. Table 2 provides a
breakdown of retail and manufacturer prices. A significant portion, 55% of the manufac-
turer price goes to marketing and promotion expenses and profits. These are not cost of
production expenses.

3. WALL STREET ANALYSTS AND JUDGE KIMBA WOOD’S VIEWS
ON COMPETITION IN THE CEREAL INDUSTRY

Since academics are out of favor with this industry, permit me to quote, two recent Wall
Street studies. They illustrate why this industry can generate the highest Bureau of Census
computed price cost margins of any food industry and the fourth highest in the US econo-
my (Gejdenson & Schumer, 1995, p.6). The message from Wall Street is (&) the oligopo-
listic consensus in thisindustry is strong, barriers to entry are higher than ever and (b) in-
vestors need not fear a“Marlboro Friday” price war as occurred in cigarettesin early 1994.
Noncompetitive pricing, cash flows, and high long-term profits make the long term outlook
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for thisindustry extremely attractive. Steve Galbraith (1994), aBernstein Research analyst,
writes,

Inlooking at the overall food industry today it is clear that thereisaclose correlation between Herfin-
dahl indices (of seller concentration) and industry profitability levels. While the R-T-E industry does
not enjoy the levels of concentration of the domestic soup or the baby food industry, we believe the
category is sufficiently concentrated to ensure that the 80-year history of above-average returns on
capital is more likely than not to persist.

In light of the extremely attractive long-term outlook for the domestic cereal industry’s profitabil-
ity, many investors continue to express concerns that additional entrants will be enticed to join the
category, putting further pressure on industry profitability. Historically, however, entry into the cate-
gory has proved difficult at best, and only low-end producers have been able to gain share in recent
years (and, in fact, almost all the low-end share gain has come at the expense of Ralcorp’s branded
business—the change in other industry participants’ share has been minimal). Some very powerful
food companies have tried—and failed—to join the industry in the past. We believe that the eco-
nomics and risk of entry at the branded end of the business have, if anything, become more daunting
for the new entrant; we view it as extremely doubtful that there will be any significant new partici-
pantsin the branded end of the category.

In our view, the industry has reached such a profound level of market segmentation that a new
branded entrant would probably have to produce as many as six successful brands in order to have
sufficient mass to remain a viable long-term player in the industry. Industrial studies have indicated
that real efficiencies of scalefor aplant kick in at about the 80-million pound level (about a 3% ton-
nage share base). At this level of capacity, anew plant could achieve sufficient economies of scaleto
support profitably the cost of capital required to enter the industry at the branded end. Historically,
especially in the 50s and 60s, such alevel of market share could actually be achieved through the in-
troduction of one or two winning formulae (Frosted Flakes introduced in 1953 achieved almost a 4%
share in two years, Cap’'n Crunch entered the industry in 1965 and quickly achieved close to a 3%
share). In the past, awholly new industry participant and existing players would actually have been
on reasonably equal footing. Today, however, existing industry players can profitably support a new
product with market share as low as 30—50 basis points—this is because established producers typ-
ically only have to make marginal capital investments to support new product roll-outs. We believe
the likelihood of a new branded entrant achieving mass (of 3% market share) in any short period of
time is extremely small. In fact, no established participant has done so in any five-year period in re-
cent history (although General Mills came close with some of its Cheerio flankers in the 1980s—
Honey Nut Cheerios, for example, now has about a 2.5% share). (pp. 31—-35)

Academic studies also document that high seller concentration, especialy in food in-
dustries, does result in persistently high profit rates (Conner et a., 1985; Cotterill & Iton,
1993; Kwoka & Ravenscraft, 1986; Mueller, 1990). They also establish that barriersto en-
try are so high in cereal that the discipline of potential competition does not exist
(Schmalensee, 1978; Sutton, 1991). Thus consumers must rely upon rivalry among estab-
lished firms to produce competitive prices. This, in fact, does not occur.

Michael Maubousin, aCSFirst Boston Analyst, explainsthat priceinterdependenceleads
firms to price in a noncompetitive fashion (Maubousin, 1994). Others including Galbraith
and many academics concur. Although this industry does not explicitly collude by assem-
bling asADM and others wet corn millers did in meetingsto fix price, tacit collusion does
occur in the market place. Mr. Maubousin maintains that the industry follows a“tit for tat”
strategy that results in a joint profit maximizing (high price and high price cost margin)
equilibrium. He writes,

It is our view that Kellogg's competitive strategy in the U.S. ready-to-eat cerea business mirrors a
tit-for-tat strategy closely. Over the years, Kellogg has been a good leader, pricing its products and
spending its marketing dollars responsibly. In so doing, it has provided the industry near-maximum
profits (starts by cooperating). In the early 1990s, due to a number of circumstances, General Mills
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appeared to take more of a“defection” stance which, for afew years, paid off. Kellogg responded to
Genera Mills' “defection” by “defecting” itself, thuslowering profitsfor both players (defects swift-
ly and decisively).

In April 1994, General Mills clearly shifted its strategy to one that can be fairly termed as “ coop-
eration.” By lowering prices and reducing promotional spending a greater amount, General Mills
demonstrated concern not only about its own profit outlook, but about the profits of theindustry. Con-
sistent with atit-for-tat strategy, Kellogg also reduced promotional spending and is not likely to in-
crease prices in the near term as it has over the past two years (forgives). This most recent strategy
shift has led to increased profitability for Kellogg, prompting the company’s CEO to declare that the
economics of Kellogg's U.S. cerea business are “terrific.”

Our analysis has dwelled on only two industry participants—albeit they represent the majority of
the business—and has excluded three other companies. Our most basic rationale for thisis that we
are unconvinced that any of these three companies (Post, Quaker Oats, Ral corp) would be able to per-
manently affect the industry structure. Thisis so because either Kellogg or General Millsisin apo-
sition to exert substantial profit pressure on any of these companies, and would likely do so if the
smaller company pursued strategies that were detrimental to the category.” (Maubousin, 1994, p. 4)

If thisis not adescription of tacit collusion then what isit? Judge Wood discusses this very
same observed pattern of conduct in the cereal industry. She writes,

Manufacturers of RTE cereal, with minor but growing exceptions, compete largely through new prod-
uct introductions, advertising, couponing, and trade allowances. The State is critical of these forms
of competition, claiming, among other things, that they are wasteful and inefficient means of deliv-
ering products to consumers, that they erect barriersto new entrants, and that they are used to the ex-
clusion of price competition in the form of “everyday low prices.” Professor Kahn was also critical
of thewaysinwhich participantsin thisindustry compete. Trail @ 2378—2379 (Kahn). The State con-
tends that competition has been limited to these forms as aresult of “collusion” among the large man-
ufacturers. The State produced no evidence of explicit collusion, and appears to rely heavily on evi-
dence that the two manufacturers with the largest market shares are “leaders’ in taking price-related
actions, that other manufacturers generally follow the “leaders,” and that all of the manufacturers act
with arecognition of their interdependence, which causes them to avoid the price-depressing practice
of selling at “everyday low prices,” and causes them instead to rely almost exclusively on the other
forms of competition noted above. The record does not support plaintiff’s contention that the forms
competition has taken in the RTE cereal industry result from collusion rather than from independent-
ly determined conduct. (State of New York vs. Kraft General Foods et al. 70 F. Supp. 911)

Two very important insights emerge from this passage. First note that the Judge does not
deny the wasteful nonprice conduct of this industry. This case does not provide a “seal of
approva” for the conduct of thisindustry, as claimed by the GMA Fact Sheet (1995). Sec-
ond, she asks whether the observed conduct is due to “collusion” and concludes that it is
not. She maintains that it is due to independently determined conduct. But what this de-
scribes as independently determined conduct is the very core, as Maubousin (1994) ex-
plains, of tacit collusion that allows the firms to elevate prices. These high prices establish
anoncompetitive margin between price and direct production cost which in turnis used for
anticompetitive levels of marketing and profits. In other words establishing that conduct in
the market place is “independent” does not prove that there is no tacit collusion. Edward
Chamberlin, writing in the 1930s first explained that firms acting independently to maxi-
mize their own profits, can, by following relatively simple rules of conduct such as price
leadership, move the industry price level to the monopoly level (Scherer & Ross, 1990, p.
205).

The judge also found that unilateral effects, profit seeking actions by a single company
that do not need a cooperative response by another company, were not materially enhanced
in this merger case. Post’s acquisition of the Nabisco Shredded Wheat line did not, in her
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opinion allow the company to elevate the price of Grape Nuts and Shredded Wheat, two
close substitutes, ostensibly because of competition with other brands of breakfast cereal.
Again, (even if it were correct) this conclusion does not extend to all brands in the indus-
try. It isentirely possible and quite plausible that the concentration of most brands into the
portfolios of the big three cereal companies gives each of them unilateral pricing power.

The industry would also have us believe that it has become more competitive since one
measure of seller concentration, the Hirschman Herfindahl Index (HHI) which is the sum
of the squared market shares of all firmsin the industry, has declined by 25% since 1970
(from 2,755 t0 2,215 in 1992). This argument implicitly recognizes the importance of high
seller concentration for effectivetacit collusion. The HHI has declined because Kellogg has
lost share primarily to General Mills over this period; however, this shift has not lowered
the HHI to alevel where research (as documented above) and anti-trust agency staff auto-
matically view this industry as effectively competitive. At 2,215 the HHI is not below the
1,000 level where mergers are routinely approved. It remains about the 1,800 level where
the merger guidelines state “the agency regards marketsin this region to be highly concen-
trated. Where the post merger HHI exceeds 1800, it will be presumed that mergers produc-
ing an increase in the HHI of more than 100 points are likely to create or enhance market
power or facilitate its exercise (U.S. Departmen t of Justice, 1992, p. 16). If the proposed
merger increases the HHI by less than 100 points, as the Judge decided in this case, there
are similar concerns but one must look at the conduct of the industry to determine compet-
itive impact.

The industry through the GMA argues that the views of “the nutty professor from Con-
necticut” are without merit because | served as expert economist for the State of New York
and the judge ruled against the state. According to Mr. Nedelman, the analysis and “num-
bers’ that | presented to the court have also been presented to and rejrected by staff at the
F.T.C. and Department of Justice aswell.

Although the judge’s decision was issued over ayear ago, and the transcript of the trial
is public, afull public review and discussion of that caseis not possible because all of the
exhibits in the trial, including statistical analyses, reports, tables, and charts by plaintiff's
and defendant’s economists and relevant documents from the business records of the firms
have yet to be made public. No one, including the staff at the Justice Department on the
FTC has seen the “numbers’ and economic analyses that were presented at trial. In fact the
analysis done for the State of New York squares precisely with recent statements by Carl
Shapiro, Deputy Assistant Attorney General, Antitrust Division of the Justice Department,
and by Jonathan B. Baker, Director, Bureau of Economics, F.T.C. on how to analyzetheim-
pacts of amerger in adifferentiated industry such as breakfast cereal (Shapiro, 1995). Each
mentions the New York case.

| look forward to the time when | can present and discuss the analysis, but Philip Morris
and others in the industry do not have a similar feeling. The release of thetrial exhibitsin
this case is tardy and in dispute. The trial was public and the public has right to know in
complete detail the facts and arguments that were presented. This is especially truein this
case because the judge used verbatim, the defendants Proposed Finding of Fact for all of
her written opinion except the findings of law section. Not one disputed fact in the Kraft
General Foods brief, and there were many, was decided in favor of the state.

Kraft General Foods seeks to restrict the public’'s access to the factsin this case on the
grounds that it would damage competition because their competitors would receiveinfor-
mation on their internal operations. Thetrial inthis case wasin September 1994. There are
very few facts from the pre-September 1994 era that have competitive relevance today.
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Moreover the big three firmsin this industry already know what each other is doing with
agreat deal of precision (Cotterill, 1997). The industry wants thisrecord put under seal so
that the public cannot more fully understand their operations and the decision in this case.
For example my first affidavit in this case in January 1993 was made public before Kraft
General Foods attorneys came up to speed. It contains two profit rates. Nabisco Shredded
Wheat operating profit jumped to 29 cents of every dollar sold in 1990 when RIR/Nabis-
co decided to harvest it's ready to eat cereal business by raising prices and slashing con-
sumer promotion and advertising. Thiswas a component of their drive to raise cash to pay
for therecord 28 billion dollar leveraged buyout that capped the merger maniaof the 1980s
(Barbarians at the Gate). Post also increased price and reduced marketing so that 33 cents
of every dollar they received for Grape Nutsin 1990 was operating profit. These rates are
well above the industry average profit sales rate of 17%, which is very high by food in-
dustry standards. The record on this case contains similar profit rates for these brands for
1991, 1992, 1993, and year-to-date 1994. Since Post acquired Nabisco Shredded Wheat in
January 1993, two of these annual rates monitor profitability after the merger. Kraft Gen-
eral Foods does not want the public to know those profit rates. They do not want the pub-
lic to know how many millions of dollars consumers paid into their corporate coffers for
these two cereal brands that accounted for less than 5% of the total cereal market. | esti-
mate their 1990 profits to be $91.5 million (profit rates times 1990 sales estimates from
the University of Connecticut, IRI data base). Multiplying $91.5 million times five gives
$457.5 million operating profit for the 1990-1994 sales of Grape Nuts and Shredded
Wheat. This demonstratesthe level of market power corporations can garner in “quiet cor-
ners’ of this market.

Attorneys working pro bono on behalf of the Consumers Union are intervening in the
Court proceeding to argue for full public disclosure. Theindustry citesthis case as evidence
that it is competitive. For their argument to be credible they cannot now move to seal the
record in this public trial. Let the public see all the facts.

4. THE PROSPECT FOR RELIEF VIA ANTITRUST ENFORCEMENT

This leads squarely to one of the other topic areas that the Congressmen requested infor-
mation on, the prospect for consumer relief viaantitrust enforcement. Asthe New York case
indicates, it is very difficult to challenge successfully thisindustry in court under the Sher-
man and Clayton antitrust acts. Even when there is widespread consensus among academ-
ic economists, government lawyers, and Wall Street analysts on how thisindustry operates
in a noncompetitive fashion and even when consumers clearly are angry about the perfor-
mance of the industry, courts support this industry and find that it does not violate the an-
titrust laws.

The New York caseis aso controversial from the standpoint of law because it suggests
that tacit collusion on price behind high barriersto entry in aconcentrated market is not suf-
ficient to establish that the industry is exercising market power. If the Judge had so ruled
then the burden of proof shifts to the defendant who must demonstrate that the proposed
merger would enhance competition or result in efficiency gainsthat lower consumer prices
for brands of breakfast cereals. The New York ruling implies that as long as the firms are
competing in some way, for example by back-of-the-box offers of free toys, theindustry is
competitive. Thisis the businessman’s, not the antitrust economist’s, definition of compe-
tition. Inserting the businessmen’s definition into the antitrust laws means that no merger,
not even amerger between Coke and Pepsi or General Motorsand Ford, absent explicit doc-
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umented collusion (price fixing), would be anticompetitive. And if one can document price
fixing then the industry is violating the Section | restraint of trade provisions of the Sher-
man Act which isacriminal offense that resultsin fines and/or jail sentences for the exec-
utivesinvolved. Thisisnot theway Congressintended merger enforcement under the Clay-
ton Act to extend the reach of the antitrust laws.

Professor Alfred Kahn, the court’s economist in this case presented a similar viewpoint
after listening to the 3-week trial. He recognized the performance of the industry from the
standpoint of price and consumer’s desire for low prices was poor but recognized that they
did compete in other ways (transcript pp. 2367, 2372). He concluded, however, that the
Post—Nabisco merger made no difference and, therefore, did not tend to significantly lessen
competition (transcript pp. 2378—2379). In my opinion, thisreasoning failsto recognizethe
shift in burden of proof once anticompetitive price conduct has been recognized. Professor
Kahn offersanew merger defense, a shared monopoly defense. If anindustry isaready an-
ticompetitive, then the merger can’'t makeit worse, so it islawful. Thisistruly new territo-
ry for Section 7 Clayton Act cases.

The New York caseis also controversial because it uses a new approach to antitrust en-
forcement that can directly attack market power that is based upon advertising, market seg-
mentation, and other nonprice strategies. This new approach isbrand level ana