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Federal Register Vol. 74, No. 165, page 43725, Thursday, August 27, 2009  
Cargill Meat Solutions Corporation (“Cargill”) submits these comments in response to the Federal Register notice dated August 27, 2009, FR Doc. E9-20671, relating to competition issues in the agricultural sector. 
I. Evolution of producer-packer marketing arrangements
Livestock marketing practices have evolved continually for the past 100 years.  Where once producers relied solely on cash per head sales and country auction barns, they now use sophisticated pricing models that reward quality traits such as leanness, grading, and yields, and that help producers manage price volatility. These modern marketing arrangements are often referred to as Alternate Marketing Arrangements (AMAs).  Throughout this evolution, one tenet has remained -- producers own the animals and they alone determine the method of marketing their livestock.
	Marketing innovation has increased supply chain efficiency among processors and producers, retailers and their customers. All are now able to anticipate a reliable meat supply both in terms of cost, and in quality.  Reliability has made it possible for processors to create long term agreements with the retailers so that brands have been created, and producers have a clear line of sight from their farm or ranch all the way to the consumer.  These relationships have been critical steps forward in market risk management.
There are many examples that can be cited as success stories.  AMAs have made it possible to deliver a consistent supply of antibiotic or free range pork, grass fed beef, and to serve export markets with unique demands.  When producers and packers enter into contractual relationships that ensure packers a steady supply of high quality livestock from predetermined sources, packers can invest in, and provide producers the results of, the research and development that is necessary for the production of specialized products tailored to consumers’ increasingly sophisticated tastes.  The resulting new products ultimately help support and contribute to the growth of the entire livestock industry. 
II. Background of Livestock Economics: How did we get to where we are today?
	A.  Volatility of the livestock industry – an overview.
There are many factors that create volatility in livestock markets. These include basics like the seasonal variations in cattle and hog supplies, and consumption demands such as ham at Easter and hamburgers on the 4th of July. But these are only short term, more predictable variations.
A more significant challenge is managing through on-and-off trade restrictions.  Described later in these comments is the impact the livestock and meat industries face with the loss of export markets for beef into Japan, Korea, and Mexico, and for pork into Russia and China.
Another factor affecting volatility is the emergence of institutional investors in the commodities markets over the past several years which has tied livestock production to the larger economy on a daily basis.  (Tank and Xiong, 2009)  
Probably the most difficult challenge to manage is the inelasticity in the livestock supply as the herd expands and contracts.
	Adding to industry uncertainty is the recent disconnect between livestock and grain prices.  As a primary input into meat production, grain prices have historically tracked with livestock prices.  But as biofuels have become a more important fuel/energy source, new volatility has come into the grain markets, which has impacted the ability of producers to project and control input costs.
	B.  Challenges in the beef industry.
	In addition to the inherent volatility of livestock markets, unexpected events affecting the supply and demand of livestock add uncertainty for producers and packers.  
The beef industry experienced two negative shocks in September 2001.  The first, on September 10, 2001, was the discovery of BSE in a Japanese dairy cow.  News of the disease scared Japanese customers and beef consumption in Japan fell nearly 50 percent over the subsequent few months. The second was the terrorist attacks of September 11 and the resulting drop in U.S. domestic demand.  Business travel slowed and the economy dipped deeper into recession further reducing consumer expenditures.  
By the start of 2003, however, Japan beef consumption had entirely recovered from the BSE scare and U.S. exports were nearing their pre-2001 levels.  (See Figure 1 below).  In addition to resurgent Japanese demand, other markets were demanding more U.S. beef.  As a percentage of production, exports accounted for 9.3 percent of production in the first quarter of 2003.  
The gains for US beef in Japan came to a halt in 2003 as the U.S. and Canada found BSE within their domestic herds.   This led to a period of extreme price volatility as both countries experienced the loss of exports to significant trading partners. These events also led to a measurable decrease in the North American herd.
            From 2004 to 2008 packers competed for a smaller supply of U.S. cattle.  Record margins in the cow-calf segment encouraged producers to retain their heifers on the farm rather than sell them as feeder cattle.  Producers increased herd sizes and took advantage of selling calves at higher prices.  In the long term, this translated into a larger cow herd and larger cattle supplies, but in the short term, it removed one million heifers from the fed cattle market.  U.S. beef packers, already suffering from tighter cattle supplies and shrinking domestic and export demand saw margins fall further and turn negative from 2004 to 2007.
Figure 1: Annual U.S. Beef Exports, Source: USDA
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	During this same time, profits in the cattle feeding sector steadily declined.  Cattle feeders averaged profits of $152 per head in 2003.  In 2004, average profits fell to $63 per head and continued down in the first half of 2005 to $27 per head.       
	In addition to the loss of exports pushing prices lower, the feeding sector saw the price of its main feed ingredient start to climb.  The 2005 Renewable Fuels Standard called for 15 billion gallons of ethanol by 2015.  As this law came into effect, demand for biofuels resulted in a doubling of corn demand from 2005 to 2008.  
· From 1990 to 2005, corn averaged $2.35 per bushel.  This meant cattle feeders could use corn to add one pound of meat to their cattle for between 45 and 55 cents.  
· As corn prices rallied to nearly $4 by early 2007, the cost of gain quickly surged to 75 cents per pound of meat.  
· A year later, corn was racing to near $7 per bushel and the cost of gain per pound of meat neared $1.
	The cattle-feeding sector suffered from overcapacity when BSE struck.  According to Cattle-Fax, feedlot capacity reached 33 million by 2005.  Unfortunately, steer and heifer supplies peaked in 2000 at 30 million and have trended lower since then.  In 2009, cattle feeding capacity remained at 33 million while the industry slaughtered numbers continued to decline.  In addition, as the price of corn rose, cattle feeders tended to lower the number of days they fed an animal.  Given fixed supplies of cattle, this increased turnover translated into lower feedlot utilization.  
	With excess capacity, the feeding sector purchased feeder cattle with breakeven points well above the prevailing market price for finished cattle.  The rationale was to keep the feedlot full and hope for a rally in prices.  The combination of high feeder cattle prices and high corn prices coupled with the loss of export markets due to BSE meant feeders lost money in 28 of the 33 months between January 2007 and September 2009.  
	In addition to rising feed costs and export market closures, the financial market collapse in the fall of 2008 ended the bull run in cattle prices and ushered in a deep recession.  As the highest priced protein, cattle typically lose ground to pork and chicken during a recession.  On average, cattle feeders lose $50 per head during a recession as demand wanes.  During the recession that started in December 2007, cattle feeders lost $113 per head as demand fell at the same time that costs rose.  As is the case in most recessions, the foodservice industry has contracted significantly as families dine out less and business travel slows.  As a result, the demand for high-end steaks drops and the industry pushes the excess supply into the market at lower prices.  
	Thus, cattle feeders are currently suffering through the worst period of profitability in their history.  While losses are unprecedented ($6 billion since early 2006), the reasons behind the losses are all too familiar.  As noted before, cattle feeders are suffering from high input prices.  Feeder cattle prices are 20 to 25 percent higher than historical levels.  In addition to higher costs, market prices for finished cattle have suffered as demand eroded in the wake of disease-related trade disruptions and the recession.  Further compounding the losses is a feedlot utilization rate of roughly 80 percent.  When margins were positive, the cattle feeding industry added capacity despite a long-term trend of lower calf crops and less supply.  
	C.  The pork industry. 
The pork industry has also experienced considerable volatility over the past 24 months, achieving both record highs and, at certain points in time, near to record lows in both flat price and producer profitability.  Ron Plain and Glen Grimes from the University of Missouri estimate that a hog producer who bought all feed and sold all hogs on a cash or spot market with no hedges during opportune market peaks would have experienced an average loss per animal of between $20 and $25 for the last 24 months.  Figure 2 illustrates quite clearly how drastically the cost of production has risen in recent years, and also demonstrates the direct relationship between a cost of production 50 percent higher than the historical norm and a record setting period of losses.  Given these market dynamics, AMAs are an important tool for hog producers to manage risk.  In fact, many of the options available in the marketplace today were developed by packers at the request of producers.  
Figure 2: Pork Producer Profitability, Source: Iowa State University, Chicago Mercantile Exchange (CME)
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III. Risk Management: A necessity for the sustainability of all livestock producers. 
	Alternatives to a pure cash spot market are available and opportunities exist for producers to minimize losses and lock in margins.  Through AMAs, producers can enter into long-term pricing agreements with packers; that is, producers can forward price the sale of an animal based on futures prices traded on the Chicago Mercantile Exchange for cattle or lean hogs, corn, and soybean meal such that losses might be minimized.  This is referred to as managing risk exposure.  Managing risk has become much more prevalent in the livestock sector because of the economics of a spot-market-only trade.  Gone are the days when it was sufficient risk management for a producer to be diversified by raising both grain and livestock, thus virtually ensuring a profit on one side of the business or the other.  Increased volatility and increased costs of production have occurred in every sector, so there is not enough certainty for producers, or their lenders, that profit will come from any one of them.  Risk management, therefore, provides some ability for the producer to lock in predictable returns.
	Figure 3 illustrates the potential for risk management to minimize loss.  A producer actively seeking to hedge futures prices at opportune times could lock in margins better than that offered by the spot market.  For example, between February 2007 and December 2009, a producer hedging hogs at the time they were put on feed would have averaged $4.60 per head in additional revenue.
Figure 3: Futures opportunity vs. Producer Profitability in spot market, Source: Iowa State University, CME 
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Though many producers might like to utilize hedging as a risk management strategy, executing hedges can be costly.  Hedging livestock involves being a participant in futures trading on the Chicago Mercantile Exchange.  In order to take a position on the CME, a participant must buy or sell a contract.  As the market moves, the participant experiences either gains or losses on the contract, resulting in a daily “mark to market” accounting.  In the event that the “mark to market” is a loss, the participant must make an additional deposit of funds (a “margin call”).  Depending on the strategy being employed, margin calls can be significant (see example in Figure 4) and require working capital to which the producer may or may not have ready access.   
Figure 4: Hedging costs, Source: Chicago Mercantile Exchange
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	Thus, even though hedging has been necessary to maximize profitability, the capital requirement is intensive.  Figure 4 demonstrates that to sell a single hog contract (covering about 200 animals) between August and December of 2009 (the span of time to raise a feeder pig to market weight) would have tied up $3,860 in capital.  Although theoretically this investment will be returned to the producer once inventory is brought to market for slaughter, there is significant negative cash flow for the producer in the interim.  Lenders are therefore often unwilling to extend lines of credit in spite of the potential for producers to increase profitability.  Thus, the producer’s ability to use futures to lock in some profitability is only feasible by finding other partners to provide the necessary capital.  Packers are generally willing to do this, and thus an AMA with a meat packer provides an alternative opportunity for a producer to manage risk.
	What’s more, the above models, based on pure futures prices, exclude execution or basis risk, meaning that although the producer should theoretically be able to market livestock on the day of delivery and command a price equivalent to the average price paid by the market, he may potentially receive less based on how well he markets his animals.  Consider the previous example of the producer who hedged his animals on July 31 and brought them to market on November 30.  The trading range for the spot hog market (no AMAs) on that day ranged between $47.00 and $56.41 according to USDA mandatory price reports.  Thus, even if a producer has access to highly competent risk management and has sufficient equity to manage the cash flow to hedge on the CME, the price range of the daily spot cash market can be so wide that, assuming all other risk management strategies were executed perfectly, falling into the lower percentile of the cash trade still may result in significant producer losses.
	While most would agree that the livestock markets are increasingly volatile, individual participants in the livestock market make different decisions about how to respond to this new environment.  Outside investors may choose to invest in feeding livestock when they are able to lock in a profit based on futures prices for fed cattle, lean hogs, feeder cattle, corn, soybeans, or whatever markets are relevant to their operation.  Farmer feeders, those who raise livestock and corn, may choose to feed livestock when they cannot set a price for the livestock, but are willing to accept the price risk for the inputs.  Still others may prefer to share the risk with a packer or capture the value in their superior genetics by negotiating premiums based on particular meat quality attributes. 
IV. Benefits from the freedom to contract extend to producers, packers, and consumers
	The ability of livestock producers to contract freely is critical to livestock markets.  Currently, producers can operate as they wish.  They can choose to sell their livestock on the spot market or, for those who are interested in benefiting from aligned partnerships with packers, they can enter into long-term agreements that guarantee a predictable return and also guarantee packers a steady supply of livestock.  
	Traditionally, packers have bought livestock from producers or from third-party suppliers in handshake deals on the spot market.  Cash transactions, while an important option for suppliers, can have severe disadvantages in today’s marketplace.  As explained above, producers who sell on the spot market face a host of risks.  They are at the mercy of the weather, fluctuating feed costs, and -most importantly- daily changes in the sale prices of livestock.  
	From the standpoint of the packers, the spot market cannot guarantee an adequate supply of livestock.  The capacity of U.S. packers to process livestock rarely matches up exactly with the number of livestock being raised by producers.  The processing costs of packers are largely fixed.  Packers therefore need reliable supplies of livestock, but there is no guarantee that a sufficient number of cash deals will be successfully completed to keep plants running at optimal capacity.  Conversely, when there are oversupplies of livestock, producers do not have the luxury of holding their animals until a shackle space is available.  Thus, transacting in the spot market can be an incredibly risky proposition for both packer and producer.
Procuring livestock on the spot market also involves significant transaction costs.  In the case of cattle, buyers from the packers actually must travel from feedlot to feedlot, evaluating and bidding on individual lots of cattle.  There is no “electronic clearinghouse” for spot purchases of livestock as there is in the futures market today.  Trades must be done between individuals placing multiple phone calls in an increasingly volatile marketplace.  
	Finally, the cash market is particularly ill-suited for specialty products because suitable animals are relatively scarce and the “value” associated with specialty products is highly correlated to the demand for such products.  These market conditions cause volatility that no producer would likely take on absent a long term agreement to compensate for the extra costs associated with raising such livestock.  
	To offset all of these disadvantages, many producers and packers now use a variety of AMAs.  These innovative contractual forms include, but are not limited to, marketing agreements, formula contracts, and forward contracts.  Although there is considerable variation across the different types of forward-looking contracts, all of them reduce market volatility by establishing relationships between producers and packers that endure beyond a one-off cash transaction on the spot market.  
	Marketing agreements, for example, establish long-term relationships between producers, feed yards, packers and sometimes retailers, in which the price for the livestock is set according to a pre-arranged formula and the precise delivery date is negotiated between the feed yard and the packer.  In the hog industry, marketing agreements have sometimes contained risk management tools, including either price floors or price windows, in which packers offer the producers some cash flow assistance in low market conditions in exchange for retaining a percentage of the profit when the market is high.  Producers requested these types of arrangements after negative market conditions in the late 1990s and early 2000s forced them to pay more attention to risk management.  
Formula contracts for cattle peg the sale price to a pre-arranged formula but, rather than establishing long-term relationships, are shorter-term contracts resulting from week-to-week negotiations initiated by producers.  Under forward contracts, hogs or cattle are sold at a fixed future date at a price set when the contract is written, usually using futures markets for their price discovery.  Yet other contractual arrangements also exist.  For example, a packer and producer will sometimes jointly own and raise a small supply of livestock, particularly livestock destined to become specialty meat.   Other contracts may contain a combination of provisions that do not fit neatly into these categories but meet the needs of the particular producer and packer at the time of contracting.   
	These various contractual arrangements reduce the price risk borne by producers.  This reduction in risk may encourage financial institutions to provide producers greater financing at lower interest rates.  The access to increased financing on more favorable terms, in turn, allows producers to feed and raise a greater number of livestock, increasing individual producers’ revenues and the aggregate supply of livestock on the market.  In addition, by enabling smaller producers to expand their operation and thereby compete with larger producers, forward-looking contracts increase competition in the livestock industry.  
	Contract sales also benefit producers in more immediate ways.  In the cattle industry, packers pay premium prices to producers who agree to raise cattle in accordance with certain contractual specifications.  In the swine industry, most packers similarly pay premiums for favorable carcass traits.  Because producers are able to choose freely between the various contractual arrangements, they can select the arrangement that best suits their current needs.  Producers who wish to enter into only cash sales on the spot market may do so, just as those who prefer to tailor contractual arrangement to particular economic circumstances may individualize their agreements.  The freedom to contract maximizes economic well-being by ensuring that all market participants can arrange their operations as efficiently as possible.  
	The use of contracts in lieu of cash sales benefits packers as well.  Marketing agreements help provide packers more reliable and stable supplies of livestock, reduce transaction costs, and allow packers to better match price to quality attributes.  Other types of forward-looking contracts provide the same security of supply and reduction of risk.  
	Finally, the benefits of contractual livestock sales extend to consumers.  Consumers want and expect meat products that consistently meet specific quality standards and are reasonably priced.  Some consumers also want the ability to purchase specialty products, which may have different quality attributes or may come from livestock raised within certain production parameters.   Few producers have sufficient capital to raise livestock for specialty programs without being aligned in a program that will compensate them for the increased costs associated with such programs.  Certainly packers have the ability to implement some post-harvest processes that can change the attributes of meat in a way that creates a higher quality product for consumers, but most qualities valued by consumers depend heavily on how hogs or cattle were bred and raised.  
	The easiest way to illustrate how AMAs allow the industry to respond to consumer demand is through two examples that Cargill has experienced: tenderness-guaranteed steaks and age-verified beef for export to Japan.
	A.  Tenderness Guaranteed
	From the mid-1970s until the late 1990s, U.S consumer demand for beef fell as consumer attitudes toward beef changed.  Relative to other proteins, consumers began to see beef as less healthy, having greater food safety concerns, less convenient, and having a higher degree of variability.  (Schroeder 2000).  The beef industry did not change its offerings in response.  As a result, beef demand fell 50 percent from 1980 to 1998.  While consumers did not slow their trend toward larger meat consumption (per capita consumption grew 13 percent from 1980 to 1998), they replaced beef with chicken.
	Industry research consistently shows that the current grading system for beef does not provide consumers all the information they desire in making beef purchases.  (Junes et al. 1992).  In particular, consumers value tenderness more than other factors but have no method to visually determine if a steak is tender.  (Lusk at al. 2001).  Cargill research reached the same conclusion causing Cargill to create a patented system of developing steaks that our customers can be guaranteed are tender.  While many of the steps taken to ensure tenderness occur post-harvest (after slaughter), several measures also are taken during the feeding process to enhance the tenderness of the meat.  Producers are unwilling to undertake the costs of these measures if they are not assured they will be compensated when the cattle reach market weight.  This is the classic hold-up problem identified in marketing agreement research.
	  Cargill too has concerns about the hold-up issue.  After it has made commitments to its customer for a certain quantity of guaranteed tender product, it needs to be sure that it will have an adequate supply of this product.  Purchasing this product in the spot market would not assure Cargill of its ability to meet customer commitments.  Cargill’s customers would be unwilling to develop advertising that promised guaranteed tender product to consumers without the assurance of supply that AMAs provide.  Cargill mitigates these hold-up risks by entering into AMAs that assure the producer will be compensated for the added value and that Cargill will have the necessary supply of guaranteed tender product.  AMAs protect the interests of all parties and encourage each participant to invest in beef demand.
	B.  Age-Verified Beef
	While domestic demand for beef waned in the 1990s, international demand for U.S. beef rose as trade agreements opened markets previously shut to U.S. beef.  From 1990 to 2003, beef exports rose 250 percent as Japanese, Mexican, Canadian and Korean consumers bought increasing volumes of U.S. beef year after year.  In addition to buying muscle cuts from the carcass, these markets became the primary purchaser of items that had long lost their luster with U.S. consumers.    
	While these markets were an important factor in beef demand growing from 1998 to 2003, a single case of BSE in 2003 completely closed borders and ended exports of U.S. beef for a period of time.  While trade with Canada and Mexico has reached pre-BSE levels, exports to Japan are only 20 to 25 percent of the pre-BSE level.  Given that Japan accounted for 50 percent of the pre-BSE exports, the continued lack of full access to this market has contributed to the decline in beef demand since 2004.
	Current Japanese import regulations allow only beef derived from cattle under 21 months of age.  This regulation stems from Japanese research showing that BSE cannot exist in cattle less than 21 months of age.  While there is disagreement with this finding from a scientific standpoint in the U.S., the practical effect is a de facto ban on the vast majority of U.S. beef for export to Japan.  
	U.S. exporters can ship beef to Japan as long as they certify the meat was derived from animals less than 21 months of age.  Certification can take place at the time of slaughter with visual inspection of the animal’s teeth (a method referred to as dentition) or the exporter can provide a paper trail of documentation showing that the animal was less than 21 months of age.  While relatively inexpensive, the dentition method has downsides because of the inherent variability of supply. Younger calves usually arrive in the spring in large numbers but are scarce the rest of the year due to normal seasonal production fluctuation.  Japanese customers are unwilling to develop programs when the supply of meat varies to this degree.  
	To mitigate this issue, Cargill works with producers and feeders to develop a consistent supply of cattle under 21 months for the entire year.  The process starts at the ranch level with documentation and continues into the feed yard where the feeder separates and further documents the cattle.  Finally, Cargill processes the cattle and incurs the additional costs and complexities to ensure identity preservation.  The additional costs of the process are significant and require coordination at all levels since a breakdown at any step destroys the additional value.  
	As with the guaranteed tender program, each participant would not incur the additional costs unless assured of the ability to capture that value upon final sale.  Each participant is vulnerable to the hold-up problem if these transactions took place in the cash market.  At every point in the supply chain, from the producers in the Midwest to the retailers in Japan, each participant invests in assets specifically for the purpose of this program.  Without the use of AMAs, U.S. exports to Japan would be significantly reduced.
V.  Conclusion
	Alternative marketing arrangements provide considerable benefits to all involved in the livestock supply chain and to consumers.  For livestock producers, they add effective tools that allow them to lock in returns and ensure access to capital.  For packers, they create a steady supply of animals, including specialty animals, that will meet consumer demands.  Inevitably, this leads to a healthier, more stable industry that is able to provide consumers with the quality products they desire.    

Respectfully submitted,

Ken Bull
Vice President, Cattle Procurement
Phone 316.291.2600
ken_bull@cargill.com

Jeff Worstell
Vice President, Pork Procurement and Production
Phone 316.291.1375
jeff_worstell@cargill.com
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