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This paper attempts to synthesize and summarize discussion concerning the
topic at an NC 117 Seminar held in Washington, D.C. on April 15, 1980.

The major papers presented at the seminar were: Alden C. Manchester,
"Agricultural Marketing Cooperatives and Antitrust Law'" and Edward V. Jesse
and Aaron C. Johnson, Jr., "Capper-Volstead Section 2: Defining and Identi-
fying Undue Price Enhancement." Discussants were Ronald Knutson, Willard
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present paper -- sometimes verbatim -- without the use of quotationms.




INTERPRETING AND ENFORCING SECTICN 2
OF THE CAPPER-VOLSTEAD ACT

In its 1979 report to President Carter, the National Commission for

the Review of the Antitrust Laws and Procedures made two specific recom-

1/

mendations concerning the treatment of cooperatives:~

--"Farmers should continue to enjoy the right to form agricultural
cooperatives for the joint marketing of their produce. The
antitrust treatment of cooperatives once formed, however,
should be similar to that of ordinary business corporations.
Specifically, mergers, marketing agencies in common, and similar
agreements among cooperatives should be aLlowed only if no sub-A
stantial lessening of competition results

--"Sectlon 2 of the Capper-Volstead Act should be amended to deflne
more precisely the term "undue prlﬂe enhancement" and the responsi-
bility for enforcement of this provision should be separated from
the promotional Pespon51blllt1es either within or outside the
Department of Agriculture'.

These recommendations stimulated further examination of Section 2 of

' 2 . . s . . el s
the Capper-Volstead Act.-/ Given the limited antitrust immunities granted

cooPerativeé in Section 1 of that Act, what constitutes a violation under
Section 2? Specifically, what is "undue price enhancement," and what activi-
ties by an agricultural cooperative should be interpreted as monopolization
and restraint of trade? We deal with these definitional probléms first and
then suggest procedureé for monitoring and evaluating cooperative behavior

for evidence of Section 2 violations.

Historical Setting

The first American cooperatives were organized prior to the Civil War,
and the various farmer movements fostered their growth in the late 19th

century and the first two decades of the 20th century. Daify bargaining




2.
associations began shortly after 1900 and many commodity associations were
formed between 1910 and 1930. By 1920-22, when the Capper-Volstead Act was
under consideration, there were a number of large cooperatives. For example,
Sun Maid Raisin Growers, American Cranberry Exchange, Burley Tobacco Growers
Cooperative Association and California Fruit Growers Exchange (now Sunkist
Growers) all had market shares of 60 to 90 pefcent. The Congressional Record
'indicates that Congress was well aware of these organizationsi

The Sherman Act of 1890 had placed in jeopardy the legal status of
cooperative associations. Like labor, cooperatives were early targets of .
private antitrust actions, targets at which Senator Sherman and other spoﬁsors

of the Act were not aiming in their attack on trusts.3/ Under some early

decisions, the mere act of forming a cooperative association constituted a

per se combination in restraint of trade. In order to make the formation
of a marketing cooperative immune from challenge, Congress enacted first
Section 6 of the Clayton Act and later, the Capper-Volstead Act.ﬁ/

It is true that farmers were experiencing a post W.W.I depression
when the Capper-Volstead Act was enacted. This heightened the perceived need
for cooperatives; however, the need for a change in the law had gradually
gained momentum since 1914 as it became clear that the Clayton Act had in-

adequately protected cooperatives from legal challenge.

Legislative Intent
The legislative intent of the Capper-Volstead Act is summarized

by the Supreme Court in one landmark decision:

"We believe it is reasonably clear from the very language of the
Capper-Volstead Act, as it was in Section 6 of the Clayton Act,
that the general philosophy of both was simply that individual
farmers should be given, through agricultural cooperatives
acting as entities, the same unified competitive advantage --
and responsibility -- available to businessmen acting through
corporations as entities. As the House Report on the Capper-
Volstead Act said:




Instead of granting a cldss privilege, it aims to
equalize existing privileges by changing the law
applicable to the ordinary business corporations
so the farmers can take advantage of it.
This indicates a purpose to make it possible for farmer-producers
to organize together, set association policy, fix prices at which
their cooperative will sell their produce, and otherwise carry on
like a business corporation without thereby violating the antitrust
laws."5/
Review of the legislative history of Capper-Volstead reveals that
the opponents of the bill alleged that it created a '"class privilege" --
a step they viewed as undesirable. Proponents, in response, asserted re-
peatedly’ that this was not the case. Business men could pool their capital
and organize a corporation. However, farmers could not practically pool
their land and livestock into one corporation -- nor would it be desirable.
Hence, Capper-Volstead was only to equalize the ability to organize a col-
lective business entity -- not to create a class exemption from the Sherman

Act.

Some may interpret from the above quote that Congress intended coopera-

tives to have all of the rights of a corporation, including control over

production.é/ We are convinced this was not true. Neither the legislative
history nor the language of Section 1 of Capper-Volstead support such an
interpretation. In our opinion, "equal privileges'" referred solely to the
right to organize a cooperative organization -- which in turn could serve

-as the marketing agent for individual farmers.




The legislative discussion of Capper-Volstead indicates the strong con-

cern of Congress for the depressed state of farmers, the '"unconscionable

profits" of "unnecessary middlemen", and the resulting unnecessarily high

prices to consumers. The development and growth of cooperatives was widely
perceived in Congress as a solution to these problems. Senator Capper's
statement was typical:

"Cooperative farmers' organizations will bring producers and
consumers closer together. The excessive charges of unneces-
sary middlemen will be eliminated, and the cost of marketing,
manufacturing, and distributing farm products will be greatly
reduced. The producers and consumers will share equitably in
the profits derived from cooperative business organizations
among farmers. Prices will be stabilized, production will be
more uniform and larger in the aggregate, the supply of food
products will increase in proportion to the demand, speculation,
gambling, and profiteering in food products will be curtailed,
controlled, and in large measure prevented, and as a result
the farmers will be more prosperous, the cost of living will
be reduced, and the general public welfare will be benefitted." 7/

In 1981, this sounds like puffery. Cooperatives were to do all things
good and noble, and in the process curtail the proverbial bad guy -- the middle-
man. However, the agricultural marketing system of 1922 was vastly different
from our current system. Our current marketing system is often viewed as one
of the most efficient in the world, but such a view was not held in 1922.

For example, Sen. Capper commented:

" for years evidence has been piling up to convince us that

we have the most expensive marketing system in the world, also

the most inefficient, if we except China . . . Under our present
marketing system a bale of cotton passes through an average of nine
hands grom the time it leaves the farmer until it arrives at the
mill" &

Senator Capper cited other examples of the inefficiency of agricultural

marketing. In some cases, the buyer to whom the farmer sold his product




represented a large company; in other cases he was a local dealer, com-
mission agent or processor. In either case, the market alternatives for
farmers were few.

" . . farmers must market collectively or, in the most correct

sense, then they cannot market at all, but must usually turn over
their products to a non-competitive buyer who operates the only
elevator or milk station accessible to the farmers in that locality
The producer is being forced to sell his products for less than the
cost of producing them, and the consumer is compelled to pay
for these same products an excessive price, dictated solely by the
greed of speculative parasites." =
Senator Capper clearly felt that marketing cooperatives would
eliminate middlemen and streamline the marketing system. Where there
were 5 or 6 profit takers in a system, he suggested a marketing coopera-
tive would reduce this to 2 or 3. Instead of being forced to sell to
local monopsonists, cooperatives would provide farmers with access to
a much broader market. Given this perspective, Sen. Capper's claim that
cooperatives would perform wonders no longer seems as unreasonable.
Although there was widespread support for the need for and benefits of
cooperatives, there was considerable debate about the possibility of cooperatives
developing monopoly power, particularly in local markets such as for
milk, or for products produced in a small geographic area (e.g., raisins).

Most Congressmen were convinced cooperatives could not develop monopoly

power. After considerable debate, however, Section 2 was included to

encourage passage of the bill, to make it clear that the public was

to be protected, and to create public confidence in farmer cooperatives.

Capper-Volstead and the Sherman Act
Capper-Volstead was made necessary by the passage of the Sherman

Act. Section 1 of Capper-Volstead established that the mere organization




of cooperative marketing associations and the use by such associations
of marketing agencies in common and ''necessary contracts and agreements"
are not violations of the Sherman Act. There was considerable debate
within Congress about what Capper-Volstead meant vis a vis the Sherman
Act. Did it meah that cooperatives were exempt from the Sherman Act?
The proponents of Capper-Volstead argued that the bill did not exempt
cobperatives from the Sherman Act once they were organized. However,
some legislators notgd that the Act would permit, at least legally,

a cooperative monopoly to be formed.

Senator Walsh, Chairman of the Judiciary Committee, voiced particular

concern about the possibility that the Act would allow local or geographic

monopolies.
", ., . Your committee sees no good reason why two, three, a half '
dozen, or a dozen co-operative associations might not properly
be organized for the purpose of supplying a city with its
milk, nor why, in the case of raisins, for instance, produced
only within a limited area in the state of California, a
monopolistic organization should be permitted and encouraged,
rather than two or three co-operat}ve associations organized
and operating in similar lines."10.

The Senate Judiciary Committee proposed an amendment to the
in both the 66th and 67th Congress to prevent this possibility.

"Nothing herein contained shall be deemed to authorize
the creation of, or attempt to create a monopoly, or to
exempt any association organized hereunder . . . (from the
Federal Trade Commission Act)."ii

This amendment, while adopted by the Senate, was opposed
strongly by members of the House énd was not included in the final Act.

The House Judiciary Committee, of which Rep. Volstead was chairman,
said in its report on the bill:

"If it is safe not to place a limit upon the size of an ordinary
corporation, there certainly is no reason to fear monopoly

from farm associations. . . . In the event that associations
authorized by this bill shall do anything forbidden by the
Sherman Antitrust Act, they will be subject to the penalties
imposed by that law. It is not sought to place these associ-

ations above the law but to grant them the same immunity




from prosecution that corporations now enjoy." 12/

Thus, in this view, Capper-Volstead did not amend the Sherman Act but
merely allowed cooperatives to be organized without being held in violation
of the Sherman Act. If cooperatives were to unduly restrain trade or attempt
to monopolize, they would still be subject to the Sherman Act and would also

be subject to Section 2, Capper-Volstead.

What Constitutes a Violation of Section 27?

Section 2 provides the Secretary of Agriculture with the authority to

i ' .
issue a complaint against any cooperative which he has reason to believe

"monopolizes or restrains trade in interstate or foreign commerce to such

an extent that the price of any agricultural producf is unduly enhanced;.."

Thus, a violation of Section 2 has three elements: |
Monopolization or restfaint of trade

Undue price enhancement

A cause-effect relationship between 1 and 2.

Monopolization and Restraint of Trade

The terms, '"monopolization" aﬁd "restraint of trade," are both used
in the Sherman Act and have been subject to court interpretation. Hence,
to interpret monopolization and restraint of trade within the context
of Capper-Volstead, we look first to the interpretations of these tefms

as used in the Sherman Act.

Section 1 of the Sherman Act makes illegal "every contract, combination
in the form of trust or otherwise, or conspiracy, in restraint of trade or
i £
commerce ... Every contract or agreement has some effect upon trade, but
only those where the effect is unreasonable or undue are restraints of trade

and therefore illegal. The Supreme Court stated in the Standard 0il Case of

1911:




n_,.the words 'restraint of trade' at common law and in the
law of this country at the time of the adoption of the
Sherman Antitrust Act only embraced acts or contracts or
agreements or combinations which operated to the prejudice
of the public interests by unduly restricting competition
or unduly obstructing the due course of trade .. LT3y

iThus, by 1911, restraint of trade had been interpreted as "unduly
restricting competition." The words "unduly" and '"unreasonably" had the

same meaning.

Section 2 of the Sherman Act makes it illegal for any person to "monopolize

or attempt to monopolize, or combine or conspire with other person or persons,
]
to monopolize any part of the trade or commerce ..." The Supreme Court has

defined monopolization as follows:
"The offense of monopoly under Section 2 of the Sherman Act
has two elements: (1) the possession of monopoly power in
the relevant market, and (2) the willful acquisition or
maintenance of that power as distinguished from growth

and development as a consequence of a suﬁgrlor product,
business acumen, or historic accident'.—:

Monopolization must involve acts. Large size or market dominance, alone,

are not illegal. The statute prohibits the possession of power to control

prices or to exclude competitors.from the market (the Courts' definition
of monopoly powefgi/),provided there ié also the intent and purpose to
" exercise that power;lé/ <However, a company has not violated Section 2 when
monopoly power has been "thrust upon it," as would be the case for the
original entrant into a new field or where the market is so limited that
only a single firm can economically supply it.
Finally, the courts have intepreted Sherman Act violations as involving
damage to the public interest.
"The essential elements of an unreasonable restraint of trade or
monopoly in violation of the Sherman Act are price control,

production control and deterioration in quality. The fundamental
test is a detriment to the public- 17/




Let us now turn our attention to the meaning of monopolization and
restraint of trade as used in Capper-Volstead Section 2. An apparent dilemma
must be resolved. Cooperatives, just as other forms of business organization,
are subject to Sherman Act proscriptions of monopolization and restraint of
trade. Capper-Volstead Section 2 also prohibits monopolization and restraint
of trade provided such acts result in undue price enhancement. Hence, the

question is: How does the meaning of monopolization and restraint of trade

within the Sherman Act differ from the meaning under Capper-Volstead Section

2? More specifically, how can an agricultural cooperative engage in acts;
which are exempt from the Sherman Act and yet stand in violation of Capper-
Volstead Section 2?

Answers to this important question differ. Some interpret Capper;Volstead
Section 2 as providing graunds for challenging undue price enhancement irres-
pective of cause. Advocates of this position argue that monopolization and

restraint of trade as referenced in Capper-Volstead Section 2 are precisely

the same activities referenced in Section 1, including the act of forming a
cooperative. 1In other words, Section 1 tells what a cooperative can legally
do, acts which prior to passagé of Capper-Volstead were deemed in restraint
gf trade. Section 2 says that these acts, while exempt from antitrust prosecu-
tion, cannot be employed to the extent that price is unduly enhanced.

While this argument has appeal, we believe that‘the aims of Capper-
Volstead, the contemporary interpretation of the Sherman Act at the time
Capper-Volstead was passed, and the language of Capper-Volstead Section 2
indicate that Congress inténded monopolization and restraint of trade to
refer to acts beyond the mere formation of a coopefative or use of marketing
agencies in common. The legislative debate on Capper-Volstead recognized

that the Act could permit a legal monopoly. But even a market share of 80

or 90 percent was not a violation of Sherman, Section 2, unless the firm




10.

involved used its power to control prices or exclude competitors. Congress

was convinced that farmer cooperatives -- even with high market shares -- would
be unable to control prices or exclude competitors and hence develop un-
reasonable monopoly power.

"Some economists have maintained that (this bill) might
permit a possibility of abuse and create a monopoly. But
a farmers' monopoly is impossible. If the cooperative
marketing association makes its price too high, the
result is inevitable self-destruction by overproduction
in the following years. No other industry except agri-
culture has this automatic safeguard."lE/(Sen. Capper).

Given their lack of control over supply, cooperatives would have to eﬁgage
in other activities in order to develop monopoly power. The language of
Capper-Volstead reflects this belief. If a cooperative "monopolizes |
or restrains trade ... to such an extent that the priée of any agricultﬁral
product is unduly enhanced," the Secretary of Agriculture shall direct
the cooperative "to cease and desist from monopolization or restraint of
trade;" Hence the relief called for is not necessarily dissolution of the
cooperative -- the formation of which was made legal in Section 1 -- but

the cessation of acts constituting monopolization or restraint of trade

that have the effect of unduly enhancing prices.

In defining acts that may constitute monopolization or restraint of
trade, the context of Capper-Volstead Section 2 must be considered. That
is, given the actions permitted in Capper-Volstead, Section 1, what additional
acts would give cooperatives the power to control prices, exclude competi- {
tions, or exploit a dominant market position? A '"rule of reason'" approach
seems appropriate. For example, whereas marketing agreements with farmers
may provide most cooperatives with no significant control over total supply,

if the cooperative is a closed membership association with a dominant

market position and if new competitors to the cooperative are unlikely




11.
because of entry barriers, long-term marketing agreements might be effective
vehicles for controlling total production and thereby price. In that case,
marketing agreements or closed membership might logically be viewed as acts
of monopolization or restraint of trade. We believe the same approach is
appropriate for considering mergers between cooperatives, full supply -
contracts, efforts by cooperatives to limit member production through

quotas,and other cooperative activities.

Undue Price Enhancement
Capper-Volstead Section 2 is unique among antitrust laws in its proScription

of certain performance -- an unduly enhanced price -- rather than conduct.

But Congress did not by the language of Section 2 specify a performanc% stan-

dard, that is, a referent price, to be used as a benchmark foridetermining
whether a price has been unduly enhanced. Consequently, it is-necessary to
examine materials extrinsic to the Act to provide an interpretation. We

- look to three sources: the legislative history of the Act, the Courts, and
economic theory.

Congressional Guidelines

The proponents.of Capper-Volstead were fully aware of and determined to
‘forestall the "evils of monopoly" and thereby preserve the perceived virtues
of competition. Senator King, who argued against Cappér-Volstead, . not
because he opposed the bill but because he felt the appropriate procedure
was to strengthen thé Sherman Act, stated the position of his colleaguegz
"...the Sherman law was founded upon the conceptions of the common law. We believe
in the principles of the Anglo-Saxon law, the principles which were announced
byvAdam Smith. We do not believe in monopolies, in trusts, in combinations
in restraint of trade, in the destruction and strangling of competition.

...competition is fundamental in our industrial and economic life." 19/




This concern with preserving competition was rooted in a fear of the

price-enhancing effects of monopoly. Senater Sterling cited Standard 0il:

"t .the principle wrong which it deemed would result from monopoly -- that
. . / . i
is, an enhancement of prlce...'!LJl Under common law, forestalling and en-

grossing -- making greater the prices of victuals and other necessities of

life -- was viewed as evil. In modern times the word "monopoly" had come to

denote the same evil. But (again he cited Standard 0il), "'...common sense
caused attention to be concentrated not upon the theoretically correct name
to be given to the condition or acts which gave rise to the harmful result

. 21
but to the result itself..."h—/

In his own words, "...the result, being the

controlling thing, is an undue enhancement of price, and we may indiffg?ently
call it by the old common law name of engrossing or we may call.it a monopoly."—
This clearly associates monopoly with the undue enhancement of pri&e, a con-
dition long viewed as an "evil" condition, and one that all agreed was to be
avoided.

Although Congress was unanimous in the fundamental belief that monopoly
should be avoided, divergent views existed on exactly what Capper-Volstead
would create insofar as a monopoly was concerned, whether Section 2 was
needed, and whether Section 2 was enforceable. Some legislators felt Section
2 was unnecessary. Senator McCumber said:

" ... I do not like that section at all. I would leave it out

entirely, so that there would be no restraint whatever, because

I think it is impossible for the agriculturalists of the entire

country, all of the food producers, so to combine as_to prevent
the sale of their products at a reasonable price." 22

Congress was very aware that Section 2 subjected cooperatives to a

much more severe standard than that faced by non-cooperative organizations under

antitrust. Comments on the uniqueness and fairness of the price standard in

Section 2 included:




Senator Capper: "...it is the one case on record where any
American industry, not a public utility, has
deliberately consented to have a public
official state when the price of its products
is too high, and to discipline it for
exercise of its price-fixing power." 24/

Representative Reavis: '"Does not section 2 put a disability upon
the farmer that is not put upon any other
man, in that it allows the Secretary of
Agriculture to tell him how much profit he
may make, while nobody else is told how
much he can make?" 22

Senator Cummins: "The Standard 0il Co. can sell at any price
it pleases. The Steel Corporation can sell
at any price it pleases. . [The harvester
company can sell at any price it pleases.
There will be no one to control or to regu-
late them or to suggest that the price at
which they are selling their products is an
undue price; but the farmer will have it said
to him that a certain price is greater than
it should be..." 26/

Some legislators also felt Section 2 was unworkable. Senator Walsh,
Chairman of the Senate Judiciary Committee, citing the difficulty of the
Interstate Commerce Commission to determine when prices were '"unreasonable,"

characterized Section 2 as "utterly valueless." 27/

Senator Cummins of Iowa also voiced concern.

"As I understand the Constitution under which we are
passing laws, when we attempt to invest an administrative
officer with an authority...we must give to him the rule
or the guide which is to govern him in reaching his
conclusion, whatever that conclusion may be. What is
unduly enhancing the price of a given commodity? What

is the test of a fair and reasonable price of a commodity
which is simply the subject of general exchange in private
enterprise and private industry? There is not a Senator
here who can tell his fellow Senators what he would do
under the authority that is bestowed upon the Secretary of
Agriculture in this section. There is no guide: there is
no standard." <2

And if the absence of a standard was not bad enough, there was an even
more serious question, namely:

"How would (the Secretary of Agriculture), how could he,




undertake to determine whether the price had been enhanced
by reason of the association and distinguish the influ-
ence of the association from the natural causes which
determine under free competition the price of a commodity?"

29/

However, Sen. Kellogg, a strong supporter of the bill, felt the
undue price enhancement provision was workable. Using a hypothetical

cooperative selling livestock in St. Paul, he asked:

"Is it not perfectly easy for the Secretary of Agriculture,
with his Bureau of Markets, to determine, in light of the
cost of production and in the light of market prices at
other stockyards, whether or not their coogerative selling
association has unduly enhanced prices?" 30/

Senator Lenroot also commented:

"There is nothing more vague or more indefinite in the term

'undue enhancement of prices' than there is in the term 'undue

pestraint of trade.' One is just as shadowy as the other." 31/

In spite of the reservations in Congress about the need for, fairness
of, and wcrkaﬁility of the undue price enhancement provision, in the end,
Section 2 was included in the Act. Although Congress made no real attempt
to define "undue price enhancement," the legislative debate and use of
terms such as "competition," the "forces of supply and demand," and '"prices
in other markets" suggests that Congress intended the "competitive price'" to
be the standard for Section 2. And they did intend so -- but in a particular
sense. The.real world offers an undifferentiated continuum where all
differences are a matter of degree. So it is with the structure of
markets: we find few, if any, with "large'" numbers of sellers; we
find few, if any, with a '"single" seller. The economist's models
of competition and monopoly are not observed in real-world markets.

But to speak about real-world markets, we must make distinctions, distinctions

that are at once meaningful and imprecise, meaningful in that they permit




_intelligent discourse, imprecise because ali know they defy exact émpirical
definition. Thus, "competition' may be used to characterize a market setting
wherein the participants (usually "large' in number) are more or less governed
by impersonal forces, they have no control over their destiny; and '"monopoly"
may be used to characterize a market setting wherein the participants

(usually *small" in number) are able to more or less control events and,

hence, their destiny. It was, we believe, in this sense that competition

and monopoly were used in the Congressional debates. Hence, the extensiQe
use of the word competition was meant to characterize markets where 'reasonable'
prices would obtain.
Keep in mind too that Congress was firmly convinced that farmers:through
a marketing cooperative could not acquire monopoly power; thus, the coéperative
would necessarily price its praducts under "competitive" conditions. This
belief certainly influenced the language of the debates and Section 2. How-
ever, the framers of the Act did recognize the important distinction between
the presence of a monopoly, on the one hand, and the possession and use of
monopoly power to exploit the public in the form of higher prices on the other.
It is important to keep in mind that Congress expected cooperatives
to lead to higher farm prices because of two different consequences.
First, Congress cleérly expected cooperatives to streamline the marketing
system and eliminate middlemen by performing cértaiﬁ marketing functions.
By eliminating several "toll gates" between the‘producer and consumer,
cooperatives were expected to increase the returns to farmers. Second,
Congress expected cooperatives to provide an alternative outlet for farmers,
to operate in broader geographic markets with more buyers, and to strengthen
the bargaining position of farmers. Agricultural economists in 1981 tend

.

to focus on the market power effects of cooperatives; the framers of the Act
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placed equal or more emphasis on expected gains in efficiency. There is
no evidence that Congress expected cooperatives to result in increased

prices to consumers.

Supreme Court Guidelines

"Because Section 2 of Capper-Volstead has never been invoked by a
_ Secretary’of Agriculture, neither an administrative nor a judicial defini-
tion of an unduly enhanced price exists. However, Capper-Volstead has,Eeen
raised in defense by cooperatives charged with antitrust violationms, hence
the Supreme Court has ruled on the broad issue of antitrust exemption |

afforded farmer cooperatives by the Act.gg/

In Borden, the cooperative acted in concert with others, such las dis-

tributors, "...in order to maintain an artificial and non-competitive pricé

to be paid to all producers..." and "...to compel independent distrigutors

to exact a like price from their customers.ltég/ The Court, after a review

of the facts. of the caée, held that "(t)he right of...agricultural producers

to unite (under Capper-Volstead)...cannot be deemed to authorize any combina-

tion or conspiracy with other persons in restraint of trade that these producers
34/

may see fit to devise." —

Sections 1, 2, and 3'of Sherman were at issue in Maryland and Virginia

Milk Producers Association. The Court first affirmed its holding under

Borden that Capper-Volstead does not afford complete antitrust immunity from
Secfion 1 of Sherman; it then ruled that cooperatives were not exempt fr&m
Section 2 of Sherman -- attempts to mdnopolize and monopolization. These two
cases taken together show clearly that the Court places a narrow interpretation

on the extent of antitrust immunity afforded by Capper-Volstead, an interpre-




tation in accord with the intent of Congress.§§/

In ruling on a jurisdictional dispute in the Borden case, the Court
made an important statement on the relationship between Capper-Volstead

and Sherman:

" ..the procedure under Section 2 of the Capper-Volstead Act

is auxiliary and was intended merely as a qualification of

the authorization given to cooperative agricultural producers

by Section 1, so that if the collective action of such producers,
as there permitted, results in the opinion of the secretary in
monopolization or unduly enhanced prices, he may intervene and
seek to control the action thus taken under Section 1." 36/

Thus, in its discussion of the fundamental questions of antitrust immunity

and jurisdiction in antitrust cases involving farmer’cooperatives, the Supreme

Court made a clear distinction. If a farmer cooperative engages in such

acts as conspiracy with others, market foreclosure, predation, or any other

acts fhat are not deemed to féll under the legitimate activities of
cooperatives as specified in Section 1 of Capper-Volstead, then the
cooperative is subject to prosecution under the Sherman, Clayton, and FTC
Acts. This is the case whéther or not the Secrétary of Agriculture
initiates proceedings under Section 2 of Capper-Volstead.

On the other hand, it is possible, according to the Court, that a coopera-
tive could engage in acts lawful under Section 1 of Capper-Volstead
which in the opinion of the Secretary of Agriculture have the combined
effect of unduly eﬁhanced prices. It was to permit the Secretary to control
such acts as taken under Section 1, that Section 2 was included. Thus,
Section 2 of Capper-Volstead provides an auxiliary procedure intended
as a qualification of acts authorized by Section 1.

While this important ruling does not directly address undue price enhance-

ment, it does emphasize our previous conclusion regarding the interpretation’




of monopolization ani restraint of trade under Capper-Volstead Section 2.
Section 1 reads: "Such associations (of farmers) may have marketing agencies
in common; and such associations and their members may make the necessary
centracts and agreements to effect such purposes." The courts ﬁave gradually

bounded the set of ''mecessary contracts and agreements'" deemed necessary to
effect the purpose of the Act. The bounding process continues, but a large

grey area consisting of acts which are not specifically prohibited remains --
acts which may constitute monopolization and restraint of trade if they

result in an unduly enhanced price.

Guidelines from Economic Theory

A review of economic theory pértaining to the performance consequences
of marketing ccoperatives ténds to support the expectations of early proponents
of Capper—Volsteadgﬁyéy comparing cooperative and private firm price énd
output solutions in alternative market settings, it can be shown that open
membership {OM) cooperatives tend to push performance toward maximum social
welfare levels consistent with the structure of markets they face. Specifically,
relative to private firms, OM cooperatives tend to reduce consumer prices
while simultaneously increacsing member returns, regardless of the cooperative's
market share on the input and output sides. This result is premised on the
assumption that an OM cooperative stands ready to accept all production that
it is offered. Since the OM cooperative reéurns all net revenue to members,
any attempt'to restrict sales and thereby enhance output price would'be met
with surplus production by producers and potential producers responding to
the higher raw product price. In essence, then, the OM cooperative does not
possess market power.

Restricted membership (RM) cocperatives can yield quite different price

and output solutions. In some structural configurations, RM cooperatives may

restrict output below that associated with private firms, thereby resulting

in welfare inferior solutions.
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The attractive welfare implications of OM cooperatives are contingent on
some importént assumptions concerning cooperative behavior: (1) the cooperative
operates as efficiently as the private firm, (2) all cooperative net revenue
is réfurned to members; (3) the cooperative makes no éttempt to limit member

. deliveries, and (4) the cooperative does not practice price discrimination.
Violat%on of one or more of these assumptions permits an OM cooperative to
possess and exercise market power, provided certain structural tests are met;

While theory does not provide a clear definition of undue price enhance-
ment, it does show the relationship between the nature of competition in the

marketplace and the degree of supply restriction in agricultural product

markets. The exercise of market power, as manifested by restriction of supply

to subcompetitive levels, is associated with excess firm profits, exclusion
of primary producers seeking a market, or price discrimination. These are

important guides in determining when market power might be evident.

A Standard for Undue Price Enharcement

We now return to the question of what constitutes an unduly enhanced
price. Obviously, a precise numerical price standard is neither possible nor
desirable. But a genefal guide seems plausible based on Congressional inteﬁt,
court rulings on related antitrust matters, and theoretical considerations.

It is clear from the Congressional debates that the proponents of Capper-
Volstead were fully aware of and determined to forestall the "evils of monopoly"
and thereby preserve the desired "virtues of competition." But the mere exié—
tence of a monopoly was distiﬁguished from the use of monopbly power to ex-
ploit the public in the form of higher prices. To paraphrase Senator Norfis:
there is no public concern with the presence of a monopoly if that monopoly
is not using its power to the public injury; there is public concern when the

monopoly does, by reason of the power of monopoly, increase the price to the
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consumer. We conclude from this that the framers of the Act used "competition'
not to characterize a market possessing the competitive structure of the
world of economic theory but rathe; to characterize a real-world market where
the use of monopoly power in a socially undesirable sense is absent.

The courts in antitrust matters, especially under Section 2 of the Sherman
Act have employed a similar approach: "For nearly ninety years it has engraved
in law a firm national policy that the norm for commercial activity must be ro-
bust competition." EE/ But "competition" i; generally defined in terms of
market conduct, not market structure or performance. Case law is clear
on this point: a monopoly (usually defined empirically in terms of
market share and entry conditions) lawfully acquired is not in viola-.
tion of antitrust so long as the monopoly does not subsequently
engage in anticompetitive conduct, either to maintain or to increase its
market position. On the other hand, a monopoly unlawfully acquired by comp- -
etition-stifling conduct is in violation of antitrust, whether or not it engages
in such conduct subsequent to attaining its monopoly position.

Economic theory is useful in defining undue price enhancement in at least
three ways. First, theory demonstrates the supply-restricting, price-enhancing
market power of the private firm monopolist, verifying the Capper-Volstead

debaters congérn with the evils of monopoly. Second, theory shows how social

welfare can be improved by the introduction of cooperative enterprise in con-

centrated market structures, provided the cooperative is comparable in opera-

tional efficiency to private firm rivals, and that it makes no attempt to limit

membership or member deliveries, or to price discriminate. Finally, theory

helps to explain how cooperative behavior changes when operating assumptions
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(e.g., open membership) are violated -- specifically, we can identify the
necessary conditions for possession of market power by a cooperative.

In light of these three sources of intelligence concerning undue price
enhancement, we conclude that an unduly enhanced price is a price associ-
ated with the exercise of monopoly power (or substantial market power).
We do not beliéve that either the framgrs of Capper-Volstead or the Courts wouid
deny market prices resulting from superior products, brand loyalty, innovative man-
agement, or provision of better services provided that once attained, these prices
were not maintained by market foreclosure or other anticompetitive behavior.
But we do believe that by Section 2, Congress meant to deny substantially
enhanced prices resulting from monopoly power that is sufficient to restrict

supply and that is maintained by foreclosing potential competitors or

excluding potential primary producers.
In what follows, we attempt to clarify this notion of undue price enhance-

ment in the context of a monitoring system for Section 2.

Enforcement of Section 2

Since the passage of the Capper-Volstead Act in 1922, no Secretary of Agri-
culture has brought action against an agricultural marketing cooperative under
Section 2.32/ Some, including Secretary Bergland, havé
argued that the reason for this apparent lack of activity is that, at least

until recently, few cooperatives were-large enough to influence price. While

this argumeht may have merit, it is imperative that enforcement be more rigor-

ous in order to avoid charges of conflict of interest and to increase public

confidence.

Rigorous enforcement entails employment of a monitoring strategy to identify
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cooperatives possibly subject to prosecution. Elements of structure, conduct,
and performance must be monitored, since ultimately, three questions must be
answered affirmatively for documentation of a violation:

(1) Does the cooperativé possess market power sufficient to unduly
enhance consumer price? (structure)

(2) Has the cooperative engaged in acts which individually or in total
constitute monopolization or restraint of trade? (conduct)

(3) Has the-cooperative exercised monopoly power to such an extent that
consumer price is unduly enhanced? (performance)

The first question suggests use of a screening system to identify coopera-
tives that possess sufficient market power to have the potential for raising
consumer prices. The second requires a judgment on whether the cooperatives
flagged in this screening have performed acts that may constitute monopéliza—
tion or restraint of trade. Finally, for cooperatives judged to posse;s
market power and to have engaged in acts of monopolization or restraint of
‘tfade, prices must be compared with a standard to determine whether they

are unduly enhanced. A proposed monitoring system is discussed below in

order of these critical questions.

Market Power Screening
The incidence (as opposed to the exercise) of market power can be

assessed by examining the likely consequences of a firm's attempt to reduce

or allocate sales. Whether cooperative or proprietary, the price effect of a

firm's attempt to restrict output is dependent on the firm's market share. If

small, the firm's competitors will simply pick up the slack, leading to a "dead
end" termination of the attempt to exercise market power. ‘With a large market

share, the output-restricting firm risks unacceptable erosion of its share

by pdtential competitors unless barriers to entry are high. If barriers

exist, the firm will experience a higher price from its
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reduced sales level. If the firm is privately organized, it can reduce input

acquisitions commensurate with its reduced sales, and increase firm profits.

Our interest in marketing cooperatives imposes an additional wrinkle in
determining the incidence of market power. A firm must be capable of selecting
its level of input use. For a proprietary firm, fhis poses no problem. The-
firm simply buys the quantity of inputs consistent with its selected level of
output. For a marketing cooperative, the firm must employ some means 5f coordina-
ting its output decision with the production and marketing decisions of its indi-
vidual members in order to possess market power. Otherwise, cooperative members
would respond to higher unit returns by increasing raw product production; lead-
ing to an erosion of prices or a build-up of surblus. The ﬁroduction response
of members can be managed by restricting the number of members, restricting
individual member deliveries, or price discrimination (diversion of surplus
production out of the primary market). These methods would serve to balance
acquisitions and sales énd have the potential to increase member returns.
Alternatively, the cooperative might absorb larger revenues from an increased

output price, thereby avoiding stimulation of increased member production.

Based on the conditions necessary to possess market power, we propose a
two-stage screening process to identify cooperatives which should be subjected
to further scrutiny. The initial screening would be on traditional industrial
organization structural dimensions. These include:

. Seller concentration and relative firm market share in markets in which .
cooperatives operate.

. Nature and extent of barriers to entry into markets in which cooperatives
operate. :

. Degree of product differentiation of the output of cooperatives.
Screening on the basis of structural dimensions could yield a subset of

marketing cooperatives which, because of their size, high barriers to entry or
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sale of a differeﬁtiated product, might posseés the potential for unduly
enhancing prices. The second stage of screening would focus on the question
of whether the cooperative is in a position to exploit this potential --
the relevant question is can the cooperative prevent its members from over-
production in the event market power is exercised. Basically, we are con-
cerned with evidence relating to foﬁr methéds of supply c§ntrol:

+ Membership policy -- dses the cooperative restrict membership for
reasons other than capacity constraints? Do potential members have
an alternative outlet?
Member supply control -- does the cooperative limit aggregate member
receipt§ to levels well below plant capacity? Are stringent qualify
standards imposed on member deliveries? |
Surplus disposal -- does the coéperative employ price discrimination or
market allocation schemes deviating from normal industry practice?
Limitatims on member returns -- do cooperative retains exceed industry
norms? Are ﬁnit costs in line with combeting firms? Are returns to
members'comparable to the returns realized by non-members?

These methods of supply control as well as other acts of cohduc; may or

may not be. interpreted as a monopolization and restraint of trade under Capper-

Volstead Section 2. It is not necessary to make this judgment at the screening
stage. The decision concerning whether conduct underlying cooperative market
power represents monopolization or restraint of trade can be postponed pending

a judgment on whether price has been unduly enhanced.

Price Enhancement Appraisal

When applied to the full set of agricultural marketing cooperatives, the
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proposed two-stage screening process would yield a much smaller subset of

cooperatives likely to possess substantial market power. We are now left with
the problem of determining if a cooperative has exercised market power as
evidenced by an unduly enhanced price.

The concept of workable competition can serve as a useful operational

-

framework in making this determination. We selieve the question of undue price
enhancement can be addressed by comparing price in the suspect market with the
price that would be expected to obtain if the market were disciplined by the
rigors of workable competition. Hence, if a comparable market can be indenti-
fied, then performance comparisons can be made. This is certainly not a novel
suggestion. Indeed, one of the avid proponents of Capper-Volstead suggested
this very procedure during the Congressional debates:

"Is itAnot perfectly easy for the Secretary of Agriculture,

with his Bureau of Markets, to determine, in light of the cost of

production and in the light of market prices at other stockyards,

whether or not their cooperative selling association has unduly
enhanced prices (in a particular market )?" 40/

The large number and diversity of agricultural product ﬁérkets suggest
a high likelihood that such a compariscn can be made.

To identify an appropriate comparable market and to conduct the requisite
price analyses requires both a broad knowledge of market characteristics aﬁd

reseaﬁch imagination. However, we firmly believe that successful analysis

can be achieved by utilizing the expected interrelationships of prices among
markets separated by time, form, and space. )

For example, absent trade barriers, commodity prices at two locations
will theoretically differ by no more than the cost of tramnsporting the com-
modity between the locations or the differences in the cost of transporting

the commodity to a common market. We would expect a reasonably close correspon-

dence among prices in different regional markets if these markets are workably




competitive. Spatial price maps should serve to identify misalignment. A
price in the suspect market substantially in excess of prices expected on
the basis of spatial differences from markets judged to be workably competitive

would be evidence of undue price enhancement.

In some cases, it may be possible to identify an earlier time period
when a suspect market could be judged to have been wérkably competitive.
The appropriate test here would be to determine whether current prices,

adjusted for. factors other than the evolution of cooperative market power,
are substantially higher than in the earlier period. Temporal analysis would

be particularly relevant in cases of strong cooperative growth‘in some market,

or to compare prices before and after cooperative mergers. -

The concept of markets in form characterizes the situation where several

finished products can be manufactured from the same raw product. Under
workably competitive conditions the prices of each of the finished products
and the price of the common raw product would all be interrelated through
processing costs, and through transportation costs if space were an element
of the overall market. Here the analysis would involve comparing a "suspect"
pfice for a particular product with the prices of the other products and the
price of the raw product.

Comparative markét analyses, or pricing efficiency studies, are attrac-
tive for at %eaét two reasons. First, the methodology is well-developed.
Second, and of considerable practical importance, such studies often can be
carried out‘using readily available published data. Hence, suqh analyses
would not place a reporting burden on cooperatives.

However, there exist situations where published data would be inadequate

to perform a market comparison analysis, especially where vertically-integrated




cooperatives are selling branded products. Here price data would be collected
from cooperatives, but the same type of analyses can be conducted; that is,
appropriétely adjusted selling prices can be compared with those in markets
judged to be workably competitive.

In attempting to define what constitutes "undue" price enhancement,

different approaches may be necessary for branded products than for commodities.

In the case of branded products, the price enhancement that results from suc-
cessful product differentiation must be distinguished from the price enhance-
ment due to monopolization or restraint of trade.

Product differentiatioA acfivities have not been considered as viola-
tions of the Sherman Act. The combination of a large market share and strong
brand, by itself, would probably not be considered monopolization. Somer
prbprietary food manufacturers have been able to achieve substantial price
premiums for their branded products. If private label products are used as a
competitive norm, national brands such as Realemon, Heinz Catsup and Kellogg's
Corn Flakes realize price premiums of 30 percent or more. Other manufacturer/
processors have been less successful in this respect; Sun Maid Raisins and Del
Monte Canned Peaches receive only modest premiums. On average, national brand
grocery products were priced about 12 percent higher than their private label
counterparts in 1974.5i/

One could argue that cooperatives should be treated no differently
than corporations; if Ocean Spray, Welch or Land-o-Lakes is able to achieve
a 30 or 40 percent price premium for their brand, so be it. However, this
hardly squares with our earlier conclusions that undue price enhancement
should be judged relative to the price in workably competitive markets.
Workably competitive markets rarely result in a 30-40 percent premium for
one brand unless there are significant quality differences. In manufactured
food products, the quality differences between national brands and top-line

private labels are generally small.




Thus, we face a dilemma. Product differentiation activities have not
been considered as restfaints of trade or monopolization by the courts -- yet
markets with one or two very stronzdominant brands can hardly be considered
workably competitive. We conclude that in this case, cooperatives should be
treated in the same way as corporations. Higher prices stemming from product
differentiation should not be considered price enhancement. Price enhancement
due to factors other than the quality, reputation and image of products should
be the focus of investigation.

In many cases, extremely high price pfemiums for a branded product are'not
sustainable without actions to exclude competitors or police competition. in the
case of cooperatives, an '"excessive' price premium will normally be impossible
to maintain without control of mémbers' output or allocation of supply té
alternative markets, restricted entry of new members and/or actions to
deter entry by potential competitors. Actions to control the quantity
marketed under a particular brand would not be suspect. However, actions
to restrict total supply or exclude competitors may constitute monopoli-
zation or restraint of trade.

The typical cooperative practices open membership and exercises
no control over member output. In this case, hiéh price premiums for
branded‘products are likely to be temporary. . If high price premiums persist
in such a setting, superior products or marketing methods may be the

cause, not monopolization.

The foregoing suggests some approaches for examining undue price enhance-

ment. However, we expect that each inquiry into possible violations of

Capper Volstead, Section 2, will need to proceed on a case-by-case approach,

selecting those analytical tools that seem appropriate. The tools of price

analysis or econometric models of structure-price relationships may be




useful in determiﬁing how much prices have been enhanced. It may also be

: necessary ‘to examine the cost of productlon, the returns to farm labor and
capital, and the extent to which high returns have been capitalized into
farm values for selected groups of fermers. Ultimately, enforcement of Section
2 will rely on value judgments by judges and economists as to how much

price enhancement is too much.

Concluding Comments

The guidelines provided by this paper for interpreting and enforcieg
Section 2 of Capper-Volstead are imprecise. We have found no basis for
defining a dividing line between '"due" and "undue" price enhancement. Is
a price 5, 10, 20 or 30 percent above a '"competitive'" price unduly enhanced?
We see no way of making such a generalization. Like undue restraint of
trade, we believe undue price enhancement must be determined on a case by
case basis in a court of law.

While we have been unable to precisely define what would constitute
a violation of Capper-Volstead Section 2, we have narrowed the bounds within
which Seetion 2 should be interpreted and enforced. The prices of workably
competitive markets are more appropriate as a norm for evaluating price

enhancement than the theoretical norm of "pure competition." Further,

that prices substantially above a workably competitive norm would be neces-

sary before they should be considered "unduly enhanced;" modest price
enhancement should be considered legal. Areeda and Turner comment that if
'Congress had not intended to give farmers acting together "a degree of
price-setting power," Section 2 would be "superfluous." They conclude:

"This implies that moderate enhancement of price is always permissible..."ig/




The final report of the U.S.D.A. Capper-Volstead Study Committee
proposes a different standard for judging undue price enhancement.

"The statements of the proponents of the Act are replete with comments
about building up the market power of farmers through coopera-

tives to offset the power of the buyers whom they faced.

This leads to the conclusion that the legislative intent was

that farmers were to be permitted to receive prices at least

as high as those resulting from market power equal to that of

the aggregate of firms with whom they must deal." 43/

Although the legislative record indicates the lack of market alterna-
tives and the, bargaining disadvantage of individual farmers were strong
concerns of Congress, there is no evidence that equality of bargaining power
was intended. As a standard for undue price enhancement, the prices
resulting from equality of market power also would lead to anomalous results.
A cooperative selling to firms with market power would be allowed to enjoy

the fruits of market power whereas a cooperative selling to an atomistic

market would be allowed no market power. For these and other reasons,

we disaéree with the standard proposed by the Capper-Volstead Study Committee.

We recognize the dangers of trying to fathom the intent of Congress
60 years ago, and of translating that to present day settings. What
economic paradigm prevailed in the minds of legislators in 1920-22? What
did they mean by terms such as "competition," "monopoly," and "equalizé
existing privileges"? There is ample room for conflicfing interpretations.

Further, how much reliance should be placed on the statements of Congress
60 years ago in a very different economic environment? Should the under-
lying concerns of Congress be translated to the present day setting?
These are difficult questions. In this paper, we have concentrated on the
intent of Congress in 1920-22, the language of the Capper-Volstead Act,
and court interpretations to determine what we believe was intended by

Section 2. We have not attempted to define how cooperatives should be




treated, given the economic realities of 1981. Willard Mueller has suggested:

", ..the performance of cooperatives should be judged within the
context of an economy where varying degrees of market power are
the rule, not the exception, and a public policy environment
in which little has or is likely to be done about existing
entrenched power.

...if it is deemed in the public interest to control directly

the price performance of cooperatives that unduly enhance prices --
and I think there is merit in such a policy -- sound public

policy argues for such a standard in all sectors of the economy.
...Unless something is done to cope with the pervasive problem

of undue price enhancement in other areas, pleas for hard-line
enforcement of Section 2 of the Capper-Volstead Act seem un-
justified." el

Mueller's argument has appeal. The competitive problems posed by

cooperatives may well be trivial when placed in a larger perspective. Sfill,

Section 2 of Capper-Volstead remains. Regardless of the fairness or importance

of its provisions, it is a law that the Secretary of Agriculture is responsible

to enforce.
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