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ABSTRACT

A PORK CONTRACT MARKET: AN INVESTIGATION

INTO ATTITUDES ABOUT AND POSSIBILITIES OF SUCH

A MARKET FOR SLAUGHTER HOGS

by

Daniel E. Kauffman

Most of the variation in price of slaughter hogs

results from supply shifts. Lack of information about

future prices leads to periodic over and under production.

If better information about future prices were available,

farmers could make production decisions that would more

nearly equilibrate supply with demand.at reasonable price

levels. These informed decisions would decrease the large

losses sometimes forced on farmers, and also decrease the

outsize rents they receive at other times.

One way to increase the amount of information in the

system would be to increase the amount of contracting.

Farmers, knowledgeable of production costs, contracting

with packers, knowledgeable about future demands, might

start to generate a more efficient future price. '

Such a contracting system already exists but it is

a private treaty market and lacks many of the properties

economists believe desirable in a market. A formal contract

market which connects buyers and sellers electronically

and is managed with the aid of a computer could give the

contract market the accessibility and hence the

competitiveness that it is currently lacking.



Daniel E. Kauffman

Fifty-one pork farmers in Michigan, Iowa and North

Carolina were surveyed to find out their attitudes about

such a market. Eight pork packer representatives in

Wisconsin, ‘Illinois, Michigan, Oklahoma and Ohio were

interviewed. Several of the packers also had operations

elsewhere.

Farmers, in general, said they would participate in

such a formal contract market. Packers, for the most part,

were skeptical of the idea but said they would consider

participating in such a market.

From these interviews and a review of the -way hog

markets have developed, including recent electronic spot

market developments, procedures for a way to institute a

formal pork contract market were then put forward.



To my grandfather,

D. G. Yoder,

who, having sold hogs in 1918 for $20/cwt. and

in 1933 for $3.60/cwt., knows something about

price variation; and who in his ninetieth

year still asks every day, "How's the market?"
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CHAPTER I

THE PROBLEM

\

Few people realize how much money is in hogs,

how quickly and easily they can be raised with

but little or no cash outlay. .

George Washington Carver

Tuskeegee Institute, 1916

Investment and Price Variation:

IFarmers just starting to sell hogs in the latter half

of 1982 can not help but agree with Carver's sentiments

on money. It is easy street. But forget the cash outlay

part. A confinement facility can easily cost a million

dollars.

But unfortunately for hog producers and to the good

fortune of consumers, the high prices will not last. Any

hog producer with a little experience can tell first time

sellers that the good times are a sometimes thing. Hog

prices in the latter part of 1982 were at historical nominal

highs, but prices inevitably tumble. Any farmer that got

into the business during that time period using borrowed

«capital, will just as inevitably face difficulty in meeting



the debt service charges when the income from hogs drops

as the cycle turns down.

Historically returns to hog production have been

better, on average, than most other forms of agricultural

production. In the corn belt, hogs were called the

"mortgage lifter." They still are tremendously profitable

when the hog cycle hits high price periods like the latter

of half of 1982. But production has changed significantly

so that hogs are no longer easy to raise with little or

no cash. The move to confinement production facilities,

while cutting labor costs per unit of production, changed

the way farmers can think about hogs. No longer are hogs

the residual claimant on labor and no longer are they the

orphan of a farmer's production plans. Hogs used to be

turned in with the cows to clean up after them. And they

were turned into the fields to "hog down" the corn. They

were not the center of the farms plans. Hogs were farrowed

in spring and fall only. They were taken care of with time

that would not have been employed to advantage otherwise. If

prices got too bad, farmers could just shut down their hog

operations because there was not a big capital investment

in their field-farrow operations.

ZBut with the investment in confinement operations the

balance between fixed and variable costs has been changed

towards higher fixed costs. Those fixed assets require

rdebt service that did.not exist with the old field

operations. Previously a farmer could just push the A-frame
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or small quonset hut shelters, feeders and waterers to the

fence row and wait out the bottom of the cycle. A farmer

shutting down confinement operations may well be forced

into bankruptcy and not be able to come back when the cycle

turns up again. For instance, anyone driving across Iowa

in the Summer of 1982 could notice many empty hog facilities

even though hog prices made operations then quite

profitable. And the amplitude of the hog cycle has gotten

larger. Figure 1.1 shows the jag hog prices are on.
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Figure 1.1 leaves little doubt about the increasing

amplitude. Starting in about 1971, hog prices began violent

fluctuations that made earlier cycles look anemic. In some

markets prices in September of 1982 briefly topped

sixty-seven dollars. In the Fall of 1982, hog producers

who managed to survive 1981, were hauling money to the

bank. Unfortunately, for many of them the money could not

go into savings accounts, but rather had to pay off

delinquent loans acquired during the previous two years

<3f losses. But two year previous hog prices stood at

twenty-eight dollars per cwt.

How profitable the business was at the 1982 peak can

be judged by using figures from the National Hog Producers

Association. If a top producer bought two dollar corn and

financed the breeding stock and one-fourth of the operating

expenses at eighteen per cent, the average cost of producing

a hundred pounds of pork for a three thousand a year head

operation is forty-four dollars, according to the

Association. Thus, if that top producer could sell hogs

for sixty-two dollars per cwt. for a year, a profit of

$54,000 would result. But, if the twenty-eight dollar price

held for a year, a less of $48,000 would be produced.

This extreme variablility in prices, of course,

produces much entry and exit from the business. Such moves,

as noted, have become more costly as production has moved

from field farrow operations to highly specialized

confinement facilities.



Figure 1.1 does distort price fluctuations for several

reasons. For one thing there are apples and oranges on

the graph. A 1911 hog is a different product than that

which is produced now. For hogs, like people, stout is

out. In 1911 a hog produced approximately sixty pounds

«of lard; its contemporary a little less than thirteen

pounds. Little wonder the turn of the century hog gave

real meaning to the term porker.

But price signals then clearly showed that the market

then desired the lard hog. In 1910 lard sold for $12.27

per cwt. and smoked picnics sold for $12.42 per cwt. At

the turn of the century lard and picnics were about of equal

value. In 1980 smoked picnics were bringing sixty-seven

dollars and lard was worth about nineteen dollars. Although

there is constant debate about whether farmers are currently

producing the hog that the market wants, the above numbers

certainly do show how price signals cause change in the

type of animal produced.

Others will object to the graph because it is«cast

in terms of nominal dollars. Real dollars, of course, make

the intertemporal comparisons fairer. But most of us have

not learned .to think completely in real dollars, although

there is probably less money illusion now than several years

ago.

Deflating the data would make for fairer intertemporal

comparisons. But even with the deflation, there would be

an increasing amplitude in the cycle, although not nearly

as dramatic as in Figure 1.1.



Organization of Research:

This research will detail the price instability

existant in the pork subsector and examine a mechanism for

reducing the instability. The remainder of Chapter I will

further examine the instability and explain a proposed

contracting mechanism for dealing with it. Chapter II will

look at how the subsector came to its current structure

and what that means for future subsector changes. Chapter

III will detail in cursory fashion how the Futures Market

might affect the proposed contracting mechanism. Chapter

IV will examine farmers' and packers' attitudes towards

the contracting mechanism. Chapter V will detail how the

contracting mechanism might best be instituted. Chapter

VI will summarize the study and outline possible courses

of action for USDA.

Planning Difficulties:

Farmers faced with such dramatic price variation and

uncertainty as exists in the hog subsector, find production

planning extremely difficult. Ivan Top, the current

president of the Michigan Pork Producers Association, had

planned a major expansion of his facilities last year.

Plans were drawn and financing committed but he backed out

at the last minute because of uncertainty about future

prices. Top, of course, wishes he had those facilities

producing hogs during 1982-83. It is doubtful that in 1984

he would be equally pleased with such an expansion because

by then price will be taking another tumble.
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‘Uncertainty, of course, is also endemic for packers.

A few will claim that they can adequately control their

margins. But it is a claim that should at least be looked

at with jaded eye. At least it should if one takes to heart

the variation in margins shown by USDA numbers in Figure

1.2.
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Packers' margins in late 1982 were being severely

squeezed because of the high prices. When the price was

thirty dollars per cwt. packers were making money the way



the farmers were in 1982. Not infrequently the American

Meat Institute reports that another one of its members will

close a pork packing plant.

This extreme price fluctuation has made planning

difficult for packers. Explains Alan H. Beswick, vice

president of Canada's largest meat packer, Gainers: "When

I started in the business (in the early 1950's) I could

write a book about what would happen for the next year.

If the market moved 50 cents in a year people fell out of

bed. It moved 60 cents this morning. Commodity prices

are just so dynamic now. We often have a one day price

movement that is larger than our margins.”

'This fluctuation helps neither the packer nor the

farmer, according to Beswick. Beswick has tried to work

on this problem with the industry. He has not met much

SUCCESS .

Supply Changes Responsible for Cycle:

The price fluctuation is primarily due to variations

in supply rather than changes in demand. By plotting the

yearly average price per cwt. and the annual per capita

pork conSumption one can visually fit a demand curve to

the coordinates. A similar plotting of spring farrowings,

a very good indication of supply, on price leaves no clear

picture. From that data one can not visually fit a supply

curve (Ferris, 1982).

The reasons for the stability almost jump out at you

if demand is specified as a function of the price of pork,



price of substitutes, population and implied tastes and

preferences. Only price of substitutes is likely to change

rapidly. And of course, as with nearly all consumption

goods, there is no price uncertainty at the time of

purchase. Consumers do not buy pork and months later find

out how much it will cost.

Supply, on the other hand, is much more fickle for

equally good reasons. If supply is primarily a function

of price expectations, variable costs, and capital stock,

one sees why the visual fit can not be performed. Corn

and meal prices shift rapidly, particularly since the

lessening of government grain support programs. Farmers,

once committed to a capital stock, will produce even though

that capital is not carrying its own cost (Edwards, 1958;

Johnson and Quance, 1972). Because it is about ten months

from breeding decision until a slaughter hog is ready for

market, production, unlike consumption, can not be quickly

reduced in the face of significant price change. While

this is not a problem totally unique to agriculture, it

is more severe there than most other places and it causes

enormous problems.

Needless to say, demand is not always rock steady.

Denis Gaydon, vice president of commodity procurement for

Oscar Meyer, explained that it used to be if anyone could

tell him the supply of hogs next year, with a great deal

of accuracy he could tell you the price of hogs. This is

not precisely the case any more but it is almost so. ' Any
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competent analyst will tell you more attention is paid to

projected hog numbers than any other variable. The inverse

fluctuation of supply and price can be seen in Figure 1.3.

Note the number of hogs slaughtered per year between 1961

and 1981. The high price farmers are receiving now is

undoubtedly not because of demand changes but because of

lack of production. Figure 1.3 shows how dramatically price

varies inversely with production.

 

Figure 1.3. Relationship of Production and Price Per th.
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The stableness of demand for pork over time is

indicated by the consistency of the demand, cross and income

elasticities for pork. Chavas (1982) found the demand

elasticities that are reported in Table 1.1.

 

Table 1.1. Demand Elasticities for Pork Over Time

 

Poultry Beef Pork Income

1970 .082 .216 -.734 .435

(.016)* (.051) (.068) (.092)

1971 .079 .217 -.727 .431

(.015) (.050) (.063) (.087)

1972 .070 .224 -.733 .439

(.014) (.048) (.061) (.083)

1973 .076 .203 -.685 .405

(.014) (.044) (.053) (.071)

1974 .076 .194 -.697 .427

(.014) (.044) (.053) (.070)

1975 .070 .177 -.718 .471

(.013) (.042) (.050) (.069)

1976 .069 .172 -.727 .485

(.013) (.042) (.050) (.068)

1977 .063 .202 -.704 .441

(.013) (.041) (.048) (.066)

1978 .063 .206 -.704 .434

(.013) (.040) (.048) (.064)

1979 .060 .216 -.714 .438

(.013) (.038) (.047) (.063)

 

*Standard errors are in parentheses.

 

Interestingly enough, Chavas (1982) did.not find the

same degree of stablity in beef or poultry subsectors and
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suggests this may be a partial explanation for forecaster

error in those areas.

So price fluctuations are still pretty much controlled

by supply side variation which can not be shown to be

strictly rational from a marginal analysis view point if

one assumes accurate information about future prices. Of

course, such accurate information is not available.

This is the familiar micro-macro problem. A price

of sixty-two dollars cwt. makes capital expansion an

unbearable temptation and one that should be yielded to

if the price rise was going to be permanent. But everybody

yielding causes an outward shift in supply, driving prices

down. Those who, during the high prices, have only

increased production by moving along their marginal cost

curve, will not be hurt when the price falls. Those who

have expanded to a new production function by adding plant

capacity, will find their assets trapped in overproduction

when the price falls (Johnson and Quance, 1972; Edwards,

1958).

That the cycle exists has long been known. More than

one hundred years ago Samuel Brenner wrote that the rise

and fall of hog prices is ”for twenty'years past .... as

alternately certain as the diurnal revolutions of the earth

on it axis" (Breimyer, 1959).

In 1930, Ricci, Tinbergen and H. Schultz (Meadows,

1970) introduced the idea of the cobweb cycle to explain

the fluctuation in hog prices and other agricultural
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commodities in Germany. Ezekiel (1938) introduced it in

the United States in 1938. Because of incorrect price

forecasts, the theory held and farmers alternately over

and under produced. According to the theory, farmers would

look at current price, assume it was the price in the

future, and make production plans accordingly. But while

the cobweb 'cycle had a theoretical appeal, it did not really

offer a satisfactory explanation of the cycle. It could

not adequately explain the four year cycle that was thought

to be in existence at the time of its introduction. If

a farmer really completely based price expectations on the

current period price, the results of those decisions should

show up in a maximum of twenty-four rather than forty-eight

months. The twenty-four month period would be ample time

for a farmer to increase the size of the sow herd by

deciding to raise additional gilts in the maternal breeding

line and then in turn breed those gilts so as to produce

slaughter hogs. This period could be even shorter if

farmers just saved gilts for breeding rather than

slaughtering them. Thus the cobweb theory could never quite

justify the four year cycle because the biological delays

just were not that long. Because the cobweb cycle made

farmers out to be overly naive and could not really explain

reality, it was severely criticized.

Nerlove (1958) put forth his distributed lag method

of forming price expectations and it did not make farmers

out to be quite so naive as the original cobwebmodel
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required them to be. Nerlove's farmers formed their price

expectations by using a weighted average of past prices.

Almond (1965) later introduced the polynominal distributed

lag which was a definite improvement over Nerlove's

formulation in that it did not force the parameters of the-

model into a fixed relationshipu But, even so, these

polynominal distributed lags are entirely dependent on past

prices and incorporate no future information.

Glenn Johnson (1960) and others have objected to this

totally historical approach when theorizing about price

expectation formation. Wrote Johnson:

Do we really believe that next year's expected

price is this year's expected price plus some

proportion . . . of the difference between last

year's actual and last year's expected price

normal price regardless of wars, price support

activities, inflations, economic collapse,

changing foreign demand, strikes and institutional

adjustments . . . (p. 26).

A number of studies have shown that farmers incorporate

future information into expectation formation. Partenheimer

in the Interstate Farm Management Study pointed this out

(Johnson, et a1., 1961), as did Kaldor and Heady (1952).

In research done for this study, farmers cited the'

futures market as the single most important element in their

formation of price expectations. Hog futures did not even

exist when Partenheimer and Kaldor and Heady reported the

results of their works.

Lerohl (1965) subsequently showed that price forecasts

could be improved by using both past prices and futune

information contained in USDA publications.
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But while Lerohl‘s work was a substantial improvement

over the strictly historical forecasts it remains difficult

to use. That is because the USDA outlook information

requires a degree of subjective interpretation. 'That,

unfortunately, means different researchers can come Us

different conclusions about what the proper price expectation

series is. Lerohl's method is thus difficult, but mot

intractable.

Other Attempts at Dealing with the Cycle:

There were early attempts to dampen the hog cycle that

did not deal directly with expectation formation. Over and

under production was not laid entirely at the feet of

farmers' price expectations.

Another major contributor was fluctuations in the price

of corn. The hog corn ratio became one of the tools for

analysis. The Agricultural Adjustment Act of 1938, among

other things, attempted to stablize the price of corn. One

of the justifications for this was that a more stable corn

price would lead to a dampening of the hog cycle. It did

not happen. Dean and Heady (1958) found the intra and

inter—seasonal price fluctuation somewhat larger, after. World

War II than before. As recalled from Figure 1.1, it has

become even more pronounced since.

Ideas about Stabilization:

Planning, which Galbraith (1967) says is the reason

large firms are successful, is extremely difficult in the
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face of the price fluctuations detailed above. Most of the

economics profession has assumed that such fluctuations do

no one any good. But it is an assumption not accepted by

everyone. Waugh (1944) first challenged the idea by

demonstrating that consumers are worse off with stable

prices. (Ii (1961) followed with a similar analysis for

suppliers. But Samuelson (1972) showed critical errors that

both Waugh and Oi had made in their analyses.

Samuelson, according to a footnote in his article, first

saw that Waugh was not measuring consumer surplus correctly

during World War II. He wrote a reply to Waugh's original

article and.it was accepted for publication in the Quarterly
 

Journal of Economics. But the article was lost and

Samuelson never redrafted it until the 1970's.

In Waugh‘s original article, he argued that consumer

surplus was greater with unstable prices because the gain

in surplus during low price periods is greater than the loss

during high price periods. Waugh assumed that the mean of

the unstable prices is the same as the constant stable

jprice. Oi made similar arguments for producer surplus

because of positively sloped supply curves. Waugh's

essential argument is shown in Figure 1.4.
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Figure 1.4.

Effects of Price Instability on the Consumer
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As with all such consumer surplus arguments, Waugh is

making the. untenable assumption that marginal utilities are

cardinal, independent and constant through time. Figure

1.4 shows demand in two periods where demand is constant.

Waugh is also implicitily making the simplifing assumption

that goods can be stored forward in time at zero cost or

somehow borrowed backwards from the future on a costless

basis.
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Given these assumptions, Waugh argues that if price

was unstable between Periods One and Two, Py in Period One

and P2 in Period Two, the consumer would be better off than

if price were stable for both periods at Px. (The mean of

By and P2 is equal to Px). Waugh argued that the gain in

consumer surplus during the low price period is equal to

the trapezoid PnyAB and the loss during the high price

period, when compared to'the stable price, is the trapezoid

PxPzCA.

Since the trapezoid gained during'the low price period

is larger than the one lost during the high price period,

Waugh concluded the consumer is better off with price

instablity. Oi made similar arguments for suppliers using

positively sloped supply curves.

'Ihe fact the both men come to the same conclusion

concerning instablity for both producers and consumers should

have given pause. This must be Dr. Pangloss' best of all

possible worlds if everyone gains from instability. Wrote

Samuelson (1972):

How wonderful it all is! The harm of producers

in the first period is more than compensated by

their gain in the second period; the harm done

consumers in the second period is more than

compensated by their gain in the first period.

Oi and Waugh together are alledgedly two times

as good . . . so good that we ought to destablize

prices further, without limit (p. 490).

Samuelson used several approaches to show why Waugh

and Oi are wrong. .He noted that if they would have measured

total utility or revenue, conclusions would have been

different. Under the Samuelson approach total utility'for
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stable prices is ODAG (Period One) plus ODAG (Period Two).

‘With unstable prices it is ODBE (Period One) plus ODCH

(Period Two). From this it follows that total utility is

greater with stable prices. This is because the gain from

low prices, GABE, is less than the loss, HCAG, from high

prices.

Thus Waugh and Samuelson come to exactly the opposite

conclusion about the effects on the consumer because of

price stability. Samuelson concludes the consumer is better

off with stability. Waugh's mistake is because he ignores

the opportunity cost in foregone goods because of the

purchase price of the goods in question. Wrote Samuelson

(1972):

Arguing that way is tantamount to thinking that,

‘whenever we raise the price of wheat (by making

it scarce), we thereby raise in equivalent

proportion the utility of the background good(s)

Ion which the money spent on wheat could otherwise

be spent. This is money illusion with a vengeance

(illusion be it noted on the part of the

economists observer, not on the part of the

consumer) (p. 482)!

Samuelson concluded that the whole matter could be

summed up in the following theorem:

When a speculator unsuccessfully distorts the

pattern of equilibrium to his own loss, all the

others in the market gain. But they generally

gain less than he loses.

Even before Samuelson's article, Massell (1969) had

concluded that a true integration of the Waugh and Oi

articles would lead to the conclusion that total welfare

is increased with price stability. Turnovsky (1974) rightly

pointed out that none of these analyses really dealt with
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price uncertainty but rather with price variability. That

is, although price was allowed to vary, at the time

consumers and producers were making decisions they were

certain of prices. This is an unrealistic assumption as

far as most production decisions are concerned. When hog

farmers make breeding decisions, they are uncertain of the

price for which the hogs resulting from that decision can

be sold. Turnovsky modified this unrealistic assumption

so that firms made decisions on the basis of expected

prices. He found that Massell's net gain in welfare outcome

continued to hold.

‘But all these analyses began and possibly foundered

by using the concept of producer and consumer surplus as

a way of measuring outcomes. Dean and Collins (1967)

contend that such surplus concepts can not really be

utilized for operational measurement of welfare gains from

stablization.

Additionally, when the question is looked at from the

perspective of portfolio theory one would expect that if

a firm faced higher risk its average return should be

higher. Portfolio theory, pioneered by Harry Markowitz

(Rosenburg and Rudd, 1977; Sharpe, 1970), states that return

for a diversified.investment is a function of the risk

coefficient.

Thus Oi's (1961) profitable firms might be compared

to Wall Street's high flying "go-go" funds of the 1960's

and 1970's. Their managers bought high risk stocks. So
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when the economy flew, the funds flew. But when the cycle

dipped the funds crashed and a lot of fortunes disappeared.

Further, the Waugh, Oi, Samuelson et. al. arguments

above all assumed that the mean of the unstable prices is

equal.tx: the stable price. D. G. Johnson (1947) contended

stable prices would lead to a lower farm price. G. L.

Johnson and Quance (1972) concluded that stable farm prices

would lead to higher farm prices because assets would no

longer be trapped in overproduction.

The controversy over the value of stablity continues.

Robinson (1975), in an invited address to the AAEA, said,

”In this profession thereris a tendency to overvalue price

stability as an objective of policy."

Robinson, a tendency man, added, "There has been a

tendency in the profession to accept too uncritically the

argument linking capital rationing to price uncertainty

put foward so convincingly by D. Gale Johnson . . .”

Surely Robinson is wrong on this point. If higher

risk does not require a higher return to attract capital,

then a couple of economic's central tenants have to be

revised. -

Robinson thinks it is possible that farmers invest

more in capital because of unstable prices. That is, during

good years they sink all of the rent back into equipment

to avoid taxes, etc. And, in this, Robinson is probably

right.

For instance, Bill White, a producer in.southwestern

lMichigan, raises most of the six thousand hogs he produces
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each year in his field farrow operation. Field farrow is

probably the most cost efficient method of operation in

areas where the land is relatively cheap and the soil

sandy. But White also has one of the newer style production

buildings which he claims to own only because "we had a

good year and it just happened that no land was available-

then so we had to put up a confinement building."

Robinson found the gains from agricultural price

stablization as far as consumers were concerned to be so

minimal as to not be worth the candle.- Surely Samuelson's

(1972) work refutes this on the consumer side.

And on the production side, Robinson must be

substantially underestimating the benefits from price

stabilization and reduced uncertainty. Regardless of where

you come out on consumer or producer surplus one must

conclude that capital would be allocated more correctly

with stable prices and hence total output would be more

rational. Robinson's analysis does not really account for

capital waste caused by the price fluctuation. This topic

will be dealt with more thoroughly later.

Profits Up without Increases in Sow Herds:

Hog prices have been at quite profitable levels since

Spring 1982, and even by 1983 hogs numbers were not building

the way one would normally expect. The September 1982 USDA

Hog and Pigs report showed that market hogs in production
 

were twelve per cent below the previous year and, even more
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amazingly, the intended farrowings for December through

February were four per cent behind that same period the

previous year.

How can that be? Even with the high cost of money,

price in 1943 clearly exceeded marginal costs so herds

should have increased in size. There was a large expansion

of the industry in 1978 and 1979. Much of this was in

confinement facilities some of which were being

underutilized in 1982 (Hurt, 1982). So, expansion of hog

numbers could take place without a lot of money being loaned

for capital expansion. But the loans have not been

forthcoming.

,Apparently agricultural bankers have been sitting on

their hands when it comes to providing cash for expansion

:3: operating loans. Extended hands in the recent past have

not brought the expected rewards. There apparently are

no separate data kept on loans to hog farmers but there

is plenty of information which shows the reasons that at

the end of 1982 bankers were reluctant to extend credit

to farmers. Farmers, in general, were in trouble.

The American Bankers Association, November 1982,

,Agricultural Banker Special Report gave the following

indications of declining ability of the farm sector to

handle loans:
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Table 1.2. Selected Indexes of Farm Loan Quality at

Agricultural Banks

 

 

Mid Overall Renewal Refinance Payment Delinquent

Year Quality Rates Loans

1977 103 138 140 80 80

1978 122 123 136 99 98

1979 133 110 126 109 76

1980 101 140 144 83 112

1981 83 148 155 72 118

1982 46 173 159 37 141

 

It is not necessary to explain fully the construction

of these indexes to see that for the last three years the

numbers were moving in the wrong direction.

What is more the significant decline in land values

in the Corn Belt, the heart of the hog production area,

has reduced farmers' ability to pass financial ratio tests.

Land values fell nineteen per cent between February 1980

and May 1982 (Jones, 1982). This decline put downward

pressure on the net captial ratio and upward pressure on

the leverage ratio, making farmers less desirable credit

customers. Further, conversations with extenders of fann

credit indicated that there is an almost universal increase

of the standards for tests of creditworthiness for farmers.

Higher standards, of course, mean less credit.
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In the past, if commercial or Federal Farm Credit

sources dried up, farmers could always turn to the Farmers

Home Administration for loans. But with many of those loans

currently in default and the administration not encouraging

the extension of those types of loans, even credit from

this "bank of last resort" has dried up.

Aggregate credit reports of hog farmers are not

available so it can not be determined with accuracy how

well farmers are doing. But it is certainly reasonable

‘bo hypothesize that farmers have not made normal production

increases to the high hog prices because they have been

unable to obtain credit to finance it. It may also be that

the low in the cycle lasted so long that many farmers no

longer look on hogs as a good way to make a profit. But

with the hog subsector about the only agricultural sector

making money in 1982, the lack of response will not long

remain.

The profit potential in selling corn through hogs,

rather than on the open market, is so attractive that hog

raising is the easy choice between the two alternatives.

If one takes a 1982 price of sixty-two dollars which was

csften available in the second half of 1982, the advantages

of feeding hogs are obvious. If one assumes that 3.7 pounds

of corn are needed to produce a pound of pork, that non-corn

feed costs are about ten cents a pound, and that non-feed

costs are about fourteen cents a pound, then corn can be

sold for about $5.75 a bushel if farmers process the corn

by converting it to pork.
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If the alternative is to sell corn in the open market at

$2.25 to $2.50 per bushel, Solomon's wisdom is not needed

to make the decision between the two alternatives. Vfinie

these numbers include no labor charges, neither a bank nor

a farmer needs be prescient to know that for the near future

hog production is attractive.

Bankers may have been burned in the past and have

‘decided not to extend credit to some delinquent accounts.

But consider what the banker will likely do in the case

where a cash grain farmer has hog production facilities

underutilized or vacant because of lack of operating

capital”. 21f that farmer is delinquent to the banker, there

is a golden opportunity to give the farmer the chance to

get even again and also improve the quality of the bank's

loan portfolio.

Indeed, since most farmers know that the price increase

is not permanent, they will not expand their capital plant.

But it is rational to increase the units produced along

their current marginal cost curve. 1

Capital that bankers will provide will allow the

building of the breeding herd. Gilts that would have been

sold will be held back for breeding. And about nine months

from now their offspring will come to market. This will

drive the price down. Prices remained strong longer than

usual in 1982 and were predicted to continue well into 1983

and maybe even 1984. But there will eventually be a price

break. As prices start to decline, farmers will become
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discouraged and start to sell sows at a more rapid rate.

This will depress prices even further, but eventually will

lead to a decline in the number of slaughter hogs coming

to market. The price will then start to rise and the

process will start all over again.

It has been argued that cobweb theories make farmers

out to be naive. The weakness of such theories has already

been pointed out. But regardless of that issue, surely

most farmers do not expect hog prices to remain indefinitely

at the levels they were at when 1982 ended. But, with a

price elasticity of demand for hogs currently estimated

at somewhere between .4 and .6, a ten per cent increase

in quantity produced will drive the real price down anywhere

from seventeen to twenty-five per cent, all other things

being equal. Thus not very many farmers have to make even

slight mistakes in production responses in order to have

major effects on the price.

This boom and bust cycle has led to tremendous

fluctuations in income for Michigan pork producers. Large

producers (more than two hundred litters annually) and

medium producers (less than two hundred litters annually),

who use the Michigan State University accounting system,

have seen their profits vary as reported in Table 1.3.

These numbers do not include payment for the farmer's labor,

management or owned capital, and so overstate the profit.
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Table 1.3. Net Profit (Income - Variable Cost - Changes in

Inventory - Depreciation)

 

 

1977 1978 1979 ’1980 1981

Large Hog $16,573 $112,819 $53,121 $38,919 $-3,697

Producers

Medium Hog 6,534 40,984 16,456 20,815 -7,325

Producers '

 

How does a.hog producer make rational plans in the

face of the numbers in Table 1.3? Perhaps the finite human

mind can not really cope with such variance. This may

explain the operating rules that call for capacity

production regardless. Such rules, which will later be

'more fully explored, may not be optimal, but there

apparently is enough slack in the system that such rules

make survival and production possible in the face of

extremely imperfect information.

The concern here is addressed only to year to year

income variance. The intra-year variance reflects desirable

properties. In fact, since demand for pork is seasonal

and since production costs vary somewhat with weather, etc.,

it is desirable to have seasonal fluctuations. We are

concerned, however, with the variation between years to

the extent that variation reflects lack of information in

the system which, in turn, implies poor planning and poor

use of plants. Of course, some of that variation reflects

changes in costs of inputs. There is nothing that
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institutional innovations confined to the hog subsector

can do about such variations. And, in fact, in a well

functioning economic system, output will surely respond

to changes in input cost. However, the fluctuation in the

hog cycle is not primarily an input cost produced

phenomenon.

The cycle causes similar problems for packers also.

Packers' capital often is not better utilized than

producers' capital. Consider how plant capacity of hog

production facilities varied during the 1970's and 1980's.

When few hogs are produced, packers find their margins

squeezed. And, generally, their average total costs are

up since they are forced to charge fixed ecsts to fewer

hogs processed.

Unfortunately government statistics on packing plant

utilization are too aggregate to see what happens to pork

packers. But, statistics from the Bureau of Census'

Current Industrial Reports “Survey of Plant Capacity,"

give‘an indication of how utilization varies for pork

packers (Figure 1.5). The "Sausage and Other Processed

Meats Plants" was selected as the closest proxy for the

pork packing industry. Since in a normal year, seventy

per cent of a hog carcass is processed, much of the

processed meat in this country is pork. One should not,

however, read too much into these numbers. Much of the

unutilized plant is obsolete.
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Figure 1.5. Per Cent of Practical Plant Capacity Used by

Sausage and Other Processed Meat Plants
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Risk and Uncertainty:

The problems caused by risk uncertainty on production

in general (Knight, 1921; Savage and Freidman, 1948) and

agricultural production in particular (Schultz, 1940;

Johnson and Quance, 1972) are well known. But, knowing

why it happens does not make it easier to control. Figure

1.1 and a survey of pork producers that is more fully

discussed later, show that farmers have not developed a

decision rule, given pervasive uncertainty, to modify the

cycle.

Classical theory gave no clear help on what to do in

the face of uncertainty. The previously mentioned
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neo-classical reformulations did. Beginning with Von Neuman

and Morgenstern (1944), game theory and statistical decision

theory incorporated uncertainty and imperfect information

into the theory. Stigler (1961) looked at a decision to

purchase a car using utility maximization ideas. He equated

the cost of the search for the used car with the marginal

returns which would come from the information produced by

the search.

Darcovich and Heady (1956) tested nine different

expectation models for price and found that, generally

outlook information from USDA performed best.

Partenheimer and Bell (Johnson, et a1., 1961) analyzed the

data from the Interstate Farm Management Study for clues

on how farmers form price expectations.. They found that

Heady's models assumed farmers to be mechanical in their

expectation formation. Johnson and Lard (Johnson, et a1.,

1961) looked at six states of knowledge and how decisions

might be made under these states. Petit (1964) and Lerohl

(1965), as noted, worked on how price expectations are

formed.

The results of a survey done for this research and

many other surveys show the extreme difficulty farmers

have in forming price expectations and how difficult this,

in turn, makes production decisions. Any mechanism which

might reduce this difficulty would surely be welcome.
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Coordination:

The lack of coordination and the pervasive uncertainty

in the hog subsector has been shown. As both hog farmers

and packers have become more specialized in their

operations, the need for coordination has become more

manifest. Because of increasing capitalization for both

;packers and farmers, the risks are higher. Break even

points have increased, which means the importance of plant

utilization has gone up. Why have not mechanisms arisen

that reduce these problems?

Williamson's (1979) taxonomy of "governance“ structures

suggests such mechanisms would already be in place in most

industrialized sectors. By governance structure Williamson

means the extent to which firms rely on straight market

transactions, contractual relationships or even complete

vertical integration to acquire the products they need.

In most cases, as industries move towards more

specialized, or what Williamson (1981) calls idiosyncratic

investments, more coordination emerges. This is because

"the normal prescription that recurring transactions for

technologically separate goods and services will be

efficiently mediated by autonomous market contracting is

progressively weakened as asset specificity increases" (p.

1547).

Highly specialized investments can be used to produce

only one kind of product. Efficient use of capital can

only be assured if there are contractual agreements between
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the parties. The transaction costs of relying on classical

markets in such circumstances are much higher than those

produced by alternate governance structures, according to

Williamson.

Given Williamson's theories, one would expect

imposition of more vertical coordination in the hog

subsector than is occurring. Several reasons can be put

forward for this. While both processors and producers have

moved to much more specialized investments, the hog is still

a generic product. Although different packers prefer

different weights and lengths of hogs, for the most part

a 230 pound slaughter hog can be utilized by any packer.

It is not a similar case to General Motors where there.

may be only one set of production equipment in the country

to produce a specialized diesel fuel pump that will go on

only one General Motors' engine. Such a diesel pump can

obviously not be purchased in the open market. In fact

in this case, according to a director of purchasing for

a GM division, GM” having decided that it could get an

outside supplier to furnish the pump more cheaply, then

had to provide the supplier with.twenty-three millhmn

dollars in capital and a guarantee that it would buy at

least ninety per cent of the capacity of that capital for

five years.

In addition to the generic reason for lack of

coordination in the pork subsector, one can also posit that

the goverance cost of such coordination will be high in
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such a diffuse system. For instance, GM likes to have two

contractors for any one item so that both suppliers know

they must keep costs in line. But they never have more

than four or five contractors for one item because the cost

of administering the contracts becomes to burdensome. The

costs of governance become too high. Governance is

Williamson's (1981) word for the kind of structure used

to move products in the marketing channel. Movement might

be through a market, a bilateral contract, total

integration, etc.

A packer usually buys pigs from many farmers, dealers

and other assemblers. The transaction costs for total

contracts covering all these entities would be large. But

most packers have special relationships with farmers they

have found to be suppliers of the type of hog they need.

And most packers do engage in some form of contracting.

This will be further detailed in Chapter II.

Williamson's (1981) rule for deciding what kind of

structure to go with is: ”Assess alternative governance

structures in terms of their capacities to economize on

bounded rationality while simultaneously safeguarding

against opportunism. This is not inconsistent with the

imperative 'maximize profits,‘ but it focuses attention

somewhat differently" (p. 1546).

The hog cycle has gotten,severe enough that it is

imposing severe transaction costs on subsector

participants. To work in the environment sometimes requires
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the nerves of a draw poker player who is bluffing with an

unfilled straight. But it is an open question whether we

are well served by a hog subsector design that requires

skills similar to Amarillo Slim's in order to survive.

Improving Coordination and Decreasing Price Fluctuation:

Might there be a governance structure that could cut

down on the cr\ap shoot nature of participation in the

subsector? One is needed that would force more information

into the system so that theyportion of the cycle which

reflects neither changes in demand nor changes in input

costs is eliminated.
 

Because elasticity of demand at the farm level is quite

inelastic, any institution that.cou1d decrease supply

variation could have a dramatic effect on price

fluctuation. Farm level elasticity estimates vary. Meyers

and Havlicek (1974) estimated elasticity of demand at the

farm level to be -.44. Using their elasticity a twenty-five

per cent change in quantity supplied will produce a

fifty-six per cent change in price, all other things being

equal. Such price and quantity changes are within the range

of fluctuations occuring during the hog cycle. If an

institutional change were able to reduce the quantity

supplied fluctuation to ten per cent, the price fluctuation

would fall to twenty-two per cent. This, of course, is

a major improvement when compared to fifty-six per cent

price fluctuation.
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Of course various government programs have attempted

to deal with this problem with differing degrees of

success. They have had only limited effects on periodic

over or undersupply.

More than forty years ago Schultz (1940) called for

a system of "forward prices" in agriculture. Inhis well

known work Forward Prices for Agriculture, D. G. Johnson
 

(1947) explored the idea in a more exhaustive fashion.

Johnson proposed that a group of "experts" set prices for

the coming year based on what they thought supply and demand

conditions would justify. He assigned this task to experts

because “given the possibilities of specialization in

training and concentration upon the task of formulating

price expectations, a group of experts are in a position

to make much more accurate estimates of future prices than

can individual producers" (p. 132).

These prices would then be announced far enough ahead

so that adequate production plans could be made. He

proposed that the price he made good through such methods

as government storage, and direct income tranfers to prop

up the demand for food. But he felt the primary way to

guarantee that foward priceswere obtained was through

fiscal and monetary policy. He noted that forward

contracting based on futures markets did already exist,

but he held little hope that this mechanism could establish

reliable forward prices.

Interestingly enough D. G. Johnson (1972) did not so

Inuch as even mention this forward pricing proposal in later
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works. But regardless of his earlier, perhaps naive, trust

in experts' ability to enforce a price schema and the power

of fiscal and monetary tools, the ideas were among the first

to systematically try to get at a major cause of the

pervasive uncertainty in agriculture.

As such, they were the precursor of proposals to create

a market in contracts which would have the same objective

as D. G. Johnson's (1947) forward price idea without

necessitating as much government intervention.

The idea was apparently first broached by Shaffer

(1969). He wrote:

It has generally been assumed that contracts

involved direct negotiation and dispense with

the market as an allocation mechanism. This is

a narrow view of the market. A national market

in deliverable forward contracts .,.4 could

conceivably be established. This would provide

the needed coordination and reduce the stimulus

for vertical integration into farming, while

providing the advantages of a competitive market

system without price uncertainty (p. 257).

That is, a market for trading contracts would call

for the delivery of hogs at a date forward from the

contract. Shaffer was also proposing that price in this

market be transparent in the sense that price is known to

all and access is available to all qualified subsector

participants.

The first reference to such a market that could be

found is in Shaffer's (1969) writings. But one can infer

its historical connection to Schultz's (1940) and D. G.

Johnson's (1947) forward price idea just from its rather

unwieldy title, deliverable foward contracts. Possibly
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because of the D. G. Johnson anecedent, the name has become

embedded in the literature as Forward Deliverable Contract

Market (FDCM). But the fact is, contracts for the delivery

of merchandise exist only because they call for delivery

forward of the date they are made and because they are a

legal instrument specifying delivery.

In this study such a market will be called a Pork

Contract Market (PCM). A PCM would:

1) Commit farmers to delivery of slaughter hogs prior to

hog maturity. As the system itself matures, more

contracts would be let prior to breeding.

2) Create a forward price readily observable to all. The

price would be created by interaction of those with

intimate knowledge of costs of production and the demand

for pork.

3) Be open to all qualified producers and processors with

no unnecessary barriers to entry. (This will be spelled

out in more detail later.)

4) Have relatively low transaction costs if it were done

on an electronic market. The electronic market appears

to be the only realistic alternative.

5) Eventually be national in coverage. While it is

unlikely that packers in California would contract with

Ohio producers, it is possible that this could be done.

The market must be national in scope so as to get broad

participation. The market itself will determine price

differentials among areas.

Such a market could improve both coordinathxxin.the

subsector and dampen the amplitude of the hog cycle. Both

of these effects are desireable attributes. A PCM appears

to be the only way to force enough long run price

information into the system so that chronic mistakes in

long run production plans might be reduced.

The cycle seems primarily to be a manifestation of

lack of information. There is certainly no technological
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or biological based theory that can explain the jiggling

hog numbers in Figure 1.3.

'If information about prices ten to twelve months hence

actually became reliable, then production levels might be

stablized so»that the cycle would dampen. But we know that

people respond primarily to immediate rewards (Skinner,

1974). Thus, in order for such a market to be created with

'woluntary participation, it must be designed so that people

can obtain benefits from it immediately.

Because of this problem much subsequent work on

Shaffer's PCM idea (Holder, 1970) fails to place adequate

emphasis on the long term'purpose of the market, which is

to dampen the amplitude of the cycle. Most of the work

subsequent to Shaffer's idea concentrates on the micro

benefits of such contract markets. Some of these papers

do not even mention the possiblity of dampening the cycle.

The possiblity that contracts might some day force

enough information into the system to dampen the cycle can

hardly be held out as a reason for participation to someone

who is worried that s/he might be forced into bankruptcy

next month. For that person the question has to be: "What

can you do for me today?"

.Anyone who has talked to industry participants knows

that those selling the long range benefits of dampening

the cycle are viewed with extreme skepticism. The ear of

subsector participants-can be had, for good reason, only

by stressing the immediate benfits of the PCM. ’Big picture

sellers are selling a product without effective demand.
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So while the focus on micro benefits of coordination

is understandable, it is not entirely justifiable. Clearly

the original ideasIOf Schultz (1940) and D. G. Johnson

(1947) were to address the pervasive uncertainty in

agriculture and hence try to induce a more rational

production pattern. To the extent that these later products

do not emphasize this, they get away from what should be

the central organizing point. While the long term hope

of dampening the cycle is central to the PCM idea, it is

the short term benefits which accrue from coordination which

will determine whether a PCM is successful.

Some will contend that if a PCM had such systemic

benefits, the market would be created on its own power.

This idea will be more fully disposed of in the next

chapter, but for now it is sufficient to observe that: 1)

Such a market is slowly starting to evolve, and; 2) It has

not grown faster because of the conflict between short run

micro-motives and long run macro-good. That is, the

immediate costs of creating a PCM with transparent prices

are such that they stop the long run obtaining of the macro

good. It is for this reason that a look at the immediate

«or attachable benefits would be worthwhile. These benefits

all result from better coordination. Some of them would

not be unique to a PCM. They are:

1) Less uncertaintly about farmer income and therefore

a lower cost of capital.

2) A smoother flow of product to processor resulting in

a more efficient operation of production plants.
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3) A higher expected sales over time because of more price

stability.

4) A more competitive market with resulting price

enhancement for farmers.

5) Improved transporation with less cross hauling and

shrink of animals. Production and processing located

more rationally.

6) Somewhat reduced acquistion costs because of

efficiencies and reduction in personnel required to

sell a hog.

7) Improved information flows about the quality of

slaughter hog the market wants and improved premiums

to induce such production.

8) Increased rate of technology adoption because of faster

diffusion of infomation on successful farmers.

9) Better information on when hogs should be produced and

how their weight should vary during the year.

It is these benefits, which can be appropriated

immediately or in the near future by firms and individuals.

Let us examine in some more detail how the above nine points

would rebound to producers and processors benefits.

Turning to point one, it was earlier noted that loans

to pork producers and processors are risky. Table 1.3 shows

. how variable income is for pork producers. From portfolio

theory (Sharpe, 1970) we know that the riskier the

investment the greater the return demanded. By reducing

riskiness, capital can be rented by both processors and

farmers at more attractive rates (D. G. Johnson, 1947).

The thrust of point two is that quick benefits would

accrue to the industry in part because of smoother flow

of product and hence allow more efficient use of capital

plant. This would then assure efficent use of labor.



42

Packers, for the most part, are tied into contracts that

require them to commit to the size of their workforce on

the Friday before the beginning of the work week. A

decision to put a butcher on the floor is a decision to

pay for thirty-six hours -- a contract requirement. With

fringes, some workers get sixteen dollars or better an

hour. If enough hogs can not be purchased at appropriate

margins, it gets very expensive in terms of unutilized

labor. Even large firms experience daily fluctuation in

number of hogs slaughtered so that they are unable to

utilize plants efficiently. And the daily fluctuation is

nothing compared to the cyclic inefficiencies. Some firms

experience a thirty per cent or more variation in volume

from the low to the high in the cycle.

Holtman, et a1. (1974), Daellenbach and Fletcher

(1971), Schneidau and Duewer (1972), and Holder (1970) have

either mentioned or focused on reduced slaughter costs

resulting from a dependable flow of hogs so that plants

can operate at the nadir of their average cost curves.

Holtman (1974) found that steady supply meant average

savings of $1.33 per hog across five'sizes of plants.

IDaellenbach and Fletcher (1971) found more modest savings.

Both the Holtman, and Daellenbach and Fletcher studies

focused on average costs. It would seem more logical to

report the savings in terms of what one could afford to

pay for the marginal contracted hogs which would reduce

the supply variation. Pork processor C. R. Payne (Schneidau
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and Duewer, 1972) did that in his rough calculations,

assuming a cutrout margin of one dollar per cwt., and found

that his company could afford to pay eighty-six cents cwt.

for hogs that would increase production from forty-five

to forty-six hours and $2.45 per cwt. for hogs that would

increase operations for the week from thirty-five to

thirty-six hours.

But all these studies focus on short.run phenomenon.

When, if the normal U shaped average cost curves hold, the

more important question seems to be: How should hog

slaughtering plants be constructed if we can be assured

(of a steady supply of hogs?

Twenty years ago or so, because of uncertain supplies,

plants were organized so as to give very flat average cost

curves. This was particularly true, according to industry

observers, when plants were designed to kill either hogs

or cattle. These plants for the most part are no longer

in use. But even so, plants still must be designed so as

to be able to deal with large fluctuations in supply.

This gives rise to the cost curve ATCl in Figure 1.6.

But if long run supply were stablized, in accordance with

long run costs of production and demand, much more

specialized plants could be built. With assured supply

it would be theoretically possible to construct a plant

with the cost curves shown by ATC2 in Figure 1.6.
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If managers could be assured of a supply which varied

only between A and B, they could build a plant with much

lower unit operating costs than the one designed to handle

a larger supply variation. It should be added that this

argument follows logically from the neo—classical

assumptions about U shaped average cost curves.

Some packers do deny such savings saying their plants

are designed so as to move about the same volume of meat
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through the processing cm manufacturing lines, leaving all

the variance to fall on fresh products. Processed meat

(ham, lunch meat, etc.) nearly always provides a larger

margin than fresh products. Normally about seventy per

cent of the hog winds up processed. But when supply is

large, price is low and margins are wide, companies up their

kill. Since they always try to operate the process portion

’of the plant at rated capacity, it is the output of the

fresh product that is increased under that situation.

Likewise when supplies are tight and hence margins are

narrow, a large percentage of the hog goes into the

processing lines.

'So, from a theoretical basis, small economies could

be accomplished from smooth flow of product. But it seems

that even larger economies could be gained if, because of

dependable supplies, plants could be designed so as to

handle an extremely small variation in the number of pigs

processed.

Point three concerns the idea that a high price

‘variablity creates a high price image in the consumer mind,

according to Brunk (Schneidau and Duewer, 1972). With

stable prices, the average number of units purchased are

Imore than with variable prices. If Brunk's hypothesis is

correct, then reduction in the amplitude of the hog cycle

will mean that demand would shift outward.

A real market in forward contracts, particularly if

it were computer operated, would give farmers access to
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more processors. That this usually results in price

enhancement for farmers, is the benefit claimed from point

four.

Markets with few buyers can adversely affect the price

farmers recieve. Love and Shuffett (1966) found that, when

one or two main hog buyers dropped out of the Louisville

Terminal Market, prices there declined twenty-two cents

per cwt. relative to»Indianapolis, and 22.6 cents per cwt.

relative to Chicago.

'The electronic spot markets that have operated in

various parts of the country have increased hog prices on

the order of one dollar per cwt. in Ohio, three dollars

per cwt. for feeder cattle in Texas and about ten dollars

per cwt. for lambs in Virginia (Henderson and Holder,

1982) . Obviously a PCM would not be unique in its ability

to increase the price with a thicker market. It is

interesting to note that these numbers cast doubt on

Baumol's (1982) theory of contestable markets. It is

Baumol's contention that wherever there are no entry

barriers, ologopolists or even monopolists will perform

essentially as they would in a competitive market.

The idea behind point five is that by making direct

connections with packers, a PCM would eliminate some cross

hauling that is now being done. To the extent that the

animal would arrive more directly at the abattoir, shrink

would be reduced. But, even more importantly, a PCM could

(give long range price signals about where production should
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occur. If spatial prices for hogs are accurate, the

difference in production costs will be reflected fnmn

different geographical locations, as will the difference

in regional demands. Rizek, et a1. (1965) among others

indicated that this has not happened.

Spot prices should give off at least some of this

information now about where to locate production. If a

plant in one geographical location is consistently paying

a premium to get the hogs it needs, over the long term the

message will get out that it might be more profitable to

raise hogs there than someplace else, all other things being

equal. But day to day fluctuations do not really give that

information in the same way. A jump in price at a country

mslaughter facility may only indicate that there is a

temporary bottle neck and the company is desperately trying

to fill its kill schedule for the week so it can avoid

paying its butchers for doing nothing.

With point six, the claim is made that, to the extent

that there are redundant collection points and underemployed

order buyers etc. in the system, a PCM could increase

efficiency. Here again this is not an advantage that would

be unique to a PCM but rather would accrue to any more

efficient market schema. If a PCM did eliminate some

subsector participants' functions, these people would

obviously resist the institution. Unneeded order buyers

would fight a PCM, as would managers of buying stations

and auctions who felt their market power being eroded.
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iBut many of these operations would still be needed for

assembly points and nimble managers could successfully

integrate themselves into the new system.

The idea behind point seven is that price signals from

contracts would give clearer indications of the kind of

product the consumer wants. As noted, the kind of hog that

is produced has changed, becoming ever leaner. But there

are constant arguments about whether the hog that the market

really wants is being produced. But, contracting would

give even clearer signals to the producer. In the spot

system, a packer can not change the quality of hogs that

are immediately available by paying more for them.

Therefore, there is some incentive to cover up and try to

get the quality hog for less than.its relative worth.

Several packers who were interviewed said this. Studies

have shown that high quality hogs are underpriced. This,

of course, delays the move to high quality hogs. But, if

a packer could actually change the quality of hog by paying.

a higher price, as is the case in a contractual situation,

then incentive to cover up would be less. Here the packer

could have an immediate effect on the system. 'Of course,

to make such a system effective, improvements in grading

methods and standards would have to accompany the PCM.

The claims for point eight are not large. A

contracting system probably would not greatly increase the

rate of technology adoption when compared to the present

system. But to the extent that price signals are improved,
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it would give off better information about whose technology

is producing products that the market wants. Further, if

risk is lowered, there is at least some probability that

technology adoption will increase.

Point nine deals with interseasonal variation of hog

supply. In addition to a cycle among years, there is also

a cycle among months. Since demand varies within the year

and production costs are also different at different times

of the year, it is desirable that production changes from

month to month. Contracts could give clearer information

about when packers want hogs during the year and how they

would like the weight of them to vary.

That information is present now in cash markets, but

not in a timely fashion. There is nothing anybody can do

about the number of hogs ready for slaughter tommorrow.

It is true that price premiums or discounts can increase

the number of heavy or light hogs somewhat. But farmers

could be much more responsive to the needs of packers if

they had advance warning of what the market needs in terms

of weight.

Summary:

The pervasive uncertainty in the hog subsector makes

planning extremely difficult. It also means less capital

is available to it than otherwise would be. The

fluctuations result largely because of periodic over and

under production and not because of changes in demand.
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A Pork Contract Market (PCM) could reduce the uncertainty

by producing a more reliably anticipatory price. In

addition to dampening the cycle, a PCM could improve

coordination in the system by reducing transaction costs.

A PCM would transmit clearer signals than current spot

:markets about the kind of product needed and when and where

it is desired.

The next chapter will take a look at.how the current

subsector structure has come to be. With that

understanding, it should be easier to undertake to introduce

a PCM, if that is deemed a desirable course.



CHAPTER II

THE EVOLUTION OF THE HOG SUBSECTOR

But we all recognize that history has little

relevancy to the future, except possibly in the

mental block it establishes in our minds.

Max Brunk

Agricultural Economist

1972

Inexorable but Controlled Change:

Deep in Lily Cornett's woods in Letcher County,

Kentucky lies the remains of a valuable hog production

system. Maybe even as valuable on a.sqpare foot basis as

Bill Pridgeon's 10,000 head a year total confinement

facility in Branch County, Michigan.

Pridgeon's production system is valuable because it

can produce a great deal of pork. Cornett's is only

valuable because it is made out of an extremely rare

furniture wood, wormy chestnut. It is more than 50 years

”since any hogs came out of his system. Cornett's system

still exists only because of his cussedness.

When the industrial revolution finally came to that

part of Kentucky, Cornett stood in its way. Cornett,'a

51
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latter day arch-druid, refused to allow any of his trees

to be out. He went about in rags rather than sell his

beloved woods. As a result, Lily's Woods is a state park

and one of the few virgin timber areas in the Eastern United

States.

The Chestnut blight which started on the East Coast

got to Kentucky about the same time the loggers did. So

while the loggers could not cut Cornett‘s chestnuts, the

blight felled them just the same. Cornett cut the downed

chestnuts and built shoat pens out of them. Cornett then

turned his forest hogs into his woods each spring. The

hogs spent the summer harvesting acorns and other mast.

In the fall Cornett would throw a little corn into his shoat

pens. The hogs would go into the pens to eat the corn.

Cornett would close the gates and butcher the hogs.

Bill Pridgeon's hogs would not recognize an acorn if

it hit them on the snout. Bill Pridgeon is raising hogs;

the Cornett family is not. Both the Pridgeons and the

Cornetts have been in their parts of the country for more

than 100 years. The difference is, of course, that the

Pridgeons chose to stay in the hog production business by

following former Secretary of Agriculture Earl Butz's

dictum: ”Adapt or die."

Cornett would not have had much truck with Butz. He

stuck with his system long after new market conditions made

it uneconomic. And, his hog operation did die. But even

first class farmers 40 or 50 years earlier were using the
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system. However, the advent of better transportation and

better breeds made such a system no longer competitive.

But Butz's dictum covers more than it exposes. {A

system's evolution is not some inexorable process that waits

for no one and goes where it.will. The evolvement is

controlled by the institutions and technology we create.

And in as much as neither technology nor institutional

arrangements are predetermined, outcomes can be vastly

different. Thus, while those who want to survive must

adapt, it is the survivors who determine the adaptations

that take place.

For instance, in Ontario» Canada, an entirely new

marketing system for hogs was created during the 50's and

60‘s. The system apparently works to most participants

satisfaction but it has been a failure when tried in other

provinces. According to Ontario Pork Producer's Marketing

Board sales manager, J.A. Rollings, it is successful because

”we had a hog evangelist'I who sold the system.

It was not easy to create this new market. Because

truckers' and drovers', packers' and farmers' interests

were different, they battled each other. The nature of

the threats varied with the station of the participant.

_But sometimes things became heated enough that conflict

moved beyond threats to property destruction (Bishop,

1977). Furthermore, interests were not the same within

aIgroup. So farmers were fighting farmers and packers were

at each others throats. The creation of the market included
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an ill-advised attempt by a splinter group to set up their

own packing plant; a decision that involved the loss of

more than two million dollars and probably included some

fraud.

But the centralized marketing system did get off the

ground- in 1960. Now, all hogs marketed in Ontario are sold

on a teletype system under a uniform grading system. C. W.

McInnis, by all accounts, was the man who made that system

possible. This "hog evangelist," apparently by force of

personality, created it. But before the system was up and

running, he had become so dissatisfied with some of the

compromises that were necessary that he resigned from the

marketing board.

It was McInnis who led the ill-advised splinter attempt

and in doing so he and others apparently got taken. It

is doubtful that the well trained bureaucrats who run the

board today would ever be taken in the way the splinter

group was. However, it is also likely that today's

bureaucrats do not have the color and fire necessary to

create the coalition that forged the current marketing

system in Ontario. That is, the marketing system in Ontario

was not the result of an inexorable process. In came into

existence because the teletype was invented, which allowed

remote sellers and buyers to be connected, and because those

buyers and sellers agreed to new institutional rules. The

most important rules were new grading standards and sales

by description, which allowed the creation of a new market.
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It exists because one person spent years on the road

building the coalition that could meld the technology and

institutions together so that a new market could be created.

When one reads contemporary accounts of the changes

that the rash upstart Iowa Beef has forced into the meat

'system, one would think that it was the first time there

was ever radical change within the meat subsector. It is

true that Iowa Beef, which was formed in 1960 with a

$300,000 loan from S.B.A., has taken.some of the most

venerable companies in the industry to the mat. Swift,

for instance, decided that their packing operations could

never meet their long term profit objectives either in terms

of size or dependability. So the packing operations were

sold, even though Esmark, Swift's parent company, still

owns minority interest in the new packing company, Swift

Independent. .

Iowa Beef probably did pin Swift to the mat with their

innovations and lower labor costs. But 100 years ago Swift

was forcing changes into the system of a larger magnitude

than anything Iowe.Beef ever did. It is left to the reader

to decide whether this process of innovation and

obsolescence is as Schumpeter (1950) described it. But

it requires little thought to conclude that the subsector

is in constant change.

When G. F. Swift started shipping Western dressed beef

in refrigerator cars that kept the meat fresh, he

revolutionized the packing industry. Until that time only
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live animals were taken into the Eastern market. His

approach made a lot of investments in human and physical

capital worth a lot less than they were prior to his

innovation. Butchers and others tried to stop the

innovation but, of course, were unsuccessful.

'The point of all this is that marketing and production

systems grow out of a complicated weave of technical and

institutional factors. Schmid (1978) rightly contends that

it leads to poor analysis to think of markets and government

separately. But equally important are non-governmental

institutions and technology, a situation which Schmid

recognized but perhaps does not stress enough. A market

will exist once the interplay of those variables is

established. But as the coefficients of the variables and

even the variables themselves change, the market will change

and prices will change. Price, therefore, is a normative

and not positive concept.

Thus, whatever the current market is, it exists because

somebody tampered with institutions or technology so that

the anecedent market was replaced or altered. The

well-schooled analyst must be careful not to fall into the

trap of thinking the market is a divinely ordained mechanism

that exists in response to natural law. The market is

whatever people create through their technology and

institutions. Once those are in place, prices and income

streams will emerge. But the performance outcomes are a

result of a weave of positive and normative information
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and the technology and institutions that we have created

from that information. The income distributions that emerge

from this are inevitable. But since the distributions are

not from holy writ, it requires thinking about whether the

performance we get is what we want to encourage.

The careful analyst refrains from taking a sanguine

view of the market organization just because it is there.

ILikewise change must be recommended only with extreme care.

'This is for several reasons. First what is there got there

because the community or at least a segment of it decided

that such an organization elicited behavior that led to

desirable performance, or at least performance that benefits

them.

Secondly, a.change may be undertaken without resulting

in improved performance. This Type II error obviously

should be avoided because it needlessly visits costs on

subsector participants without giving any benefits.

Finally, nearly all changes involve at least some

pareto non-better changes. Economics offers help in

determining the direction of these changes. That is, what

are the costs and benefits? But economics does not offer

much help in deciding which distribution is best.

Philosophy, with a greater understanding of the normative,

offers a little more help in the distribution area. But

such recommendations will always be somewhat subjective.

iEven if the judgment is made that the change will lead

to an improved performance, there is still a problem in
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deciding whether to proceed. That is, will those negatively

affected by the ch‘ange be able to resist the change so the

improved performance does not occur?

Since no market has a divine imprimatur, the careful

analyst is always left with a dilemma when making policy

recommendations. S/he must carefully weigh who wins and

who loses under the present or alternative set of rules

or institutions. The question is always what will

performance be, given this situation of institutions and

technology? Who will win and who will lose?

A Role for History:

The sense of constant change in pork marketing can

be gained by looking at its history. Agricultural

economists now sometimes overlook this important area

because as progress in quantitative economics has been made,

it tended to debase historical approaches. This is good

to the extent that the tedious timelines have been

eliminated. But now, unfortunately, many agricultural

economists would not argue against Max Brunk‘s view, which

was cited at the beginning of this chapter. These views

are but a variant of Henry Ford's dictum that: “History

is bunk."

Agricultural economists have written little about

marketing in a historical context. Agricultural historians,

on the other hand, have not been all that interested in

marketing processes, or else lacked the training to
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understand them because there is little analysis of such

in their writings.

Unfortunately when agricultural economists do write

about history it often comes out like a chronology or time

line. And for such chronologies Henry Ford may well be

right. One may well know when the Battle of Hastings was

fought, but so what?

Such episodic or anecdotal history does not inform

us in the sense that it helps us think about the future.

Clearly it is not necessary to have a knowlege of history

to be an agricultural economist.

The ability to fit a regression equation is not

affected because the agricultural economist does not know

who Henry Wallace was. This is true even though Wallace

caused major changes in the supply function of corn. But

surely an agricultural economist familiar with the process

of technology diffusion in the case of hybrid corn might

better be able to deal with similar processes elsewhere.

. Further, agricultural economists could substantially

improve policy analysis skills, particularly with respect

to finding relevant variables, if they were familiar with

history within a framework that focuses on why the

performance outcomes occurred.

'This view of history allows us to see how dynamic

markets are. If we change institutions or technology,

markets will change automatically, all other things being

equal.
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This point is made clear, by J. W. Thompson (1942).

Thompson, a disciple of Fredrick Jackson Turner, builds

the case that frontier livestockLraising was not much

different regardless of where the frontier was or how much

time separated it from a previous frontier. Thus, livestock

raising in the 1760's in the Carolina Piedmont was not much

different than in the 1880's in the Great Plains. That

is because the institutions and technology available to

those two geographies and times were not widely different.

And, apparently people reacted to that technology and those

institutions in a very similar manner even though they‘were

separated by 120 years.

.Jacob Bronowski (1973), the mathmetician—philosopher,

argues that.what we call civilization is built on the backs

of those who have gone before. Mitroff and Pondy (1974),

Kemeny (1959), and Popper (1959) make the same argument,

if somewhat more obliquely, about the evolution of a

paradigm for a community of scientists.

Kuhn (1970) notes that "in one sense a paradigm stands

for the entire constellation of beliefs, values, techniques

and so on shared by members of a community" (p. 175). This

definition is not greatly different from C.J. Jung's

definition of myth, which he says is what a society uses

to explain why things happen.

Kuhn does argue, wrongly I think, that a new scientific

paradigm is not necessarily related to the paradigm it

replaced. The scientific paradigm, which he defines as
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"the concrete puzzle-solutions which, employed as models

Ior examples, can replace explicit rules as a basis for

solution of the remaining puzzles of normal science." Kuhn

argues that when a paradigm no longer works to solve a

puzzle then a new one will emerge which may not have any

relation to what has gone before it. Kuhn does not make

his case well here.

Bronowski (1978) gives a much more satisfactory

evolutionary view of scientific progress. He acknowledges

that there is almost no scientific theory from the 1860's

which we hold to be true today.

This is because of the way we must do science. Any

theory is full of simplifications or provisional decodings

that are lies because they deny the interconnectedness of

all events in the universe. But trying to encompass

completely such interconnectedness means we could have no

theories or be able to analyze anything. Because of our

finite capacity to comprehend, we must pretend that such

interconnections do not exist. But anyone who believes

that events are not random.and that we can understand their

causes is willing to take the leap of faith that we will

be able to produce future theories that even better take

account of the interconnectedness of events.

Bronowski (1978) is assuredly one of the optimists.

He writes:

Now such decoding can certainly lead to good

laws. If what we judge to be irrelevant is not

very relevant, they will be good laws. But it

does not follow that they give you the conceptual
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picture of what is in the world at all. And

essentially the reason why we have made such

enormous changes in our conceptual picture of

the world in the last seventy years is because

we have had to push out the boundaries of the

relevant further and further. Every time we do

so, we have to revise the picture totally. Now

there is nothing to help us“ in the decoding.

We have to do it in the same way that we invent

any word in the human language -- by act of pure

imagination (p. 52).

Old theories are discarded only when facts, previously

deemed irrelevant, make plain flaws in the theory. A new

more powerful theory is developed to explain better the

interconnectedness of the world. The new theory may be

unlike the old one but the evolution is nearly always

apparent.

Now it is foolish to appropriate wily nily natural

science models for social science. It has sometimes been

done inappropriately because of the progress natural science

has made. Natural processes are not social processes and

natural science is not social science. Social science must

deal more consistently with the normative than natural

science. This is true even though any natural scientist,

who has thought about it, knows that much of what s/he does

can be done only with normative input.

But the appropriation here, to a limited extent, seems

apt. That is, markets also appear to be evolutionary in

development, just as natural science models evolve in an

evolutionary fashion.

Surely one must deal with many more normative "facts"

when analyzing a market than when looking for a "natural"
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law -- although there are certainly normative aspectsiof

that search. Any market structure is heavily dependent

on normative values because of its institutional component.

That, prima facie, means that any market structure is

corrigible. History is vitally important if one is to

understand how markets evolve.

The Research and Conceptual Model Used:

This research is undertaken because of marketing

problemS'in the hog subsector. As such, it is problem

solving and interdisciplinary. The framework for the

analysis will be the structure- behavior-performance model

that Shaffer and Schmid have expanded, but which is a

historical descendant of the industrial organization‘school

Iof thought (Mason, 1939; Bain, 1959; Clark, 1961; Scherer;

1970).

Structure defines: 1) Property rights of individuals,

firms and communities; 2) Jurisdictional boundaries or what

institutions, technology, people and communities are

included, and; 3) Rules for making rules. Behavior

comprises the reactions of people and communities to the

structure. Performance describes the outcomes given

reactions to structure.

In practice it is not possible to always keep the boxes

of the model completely separate. For instance, performance

rewards might alter behavior, which in turn lead to new

ethical standards. This in.turn causes a vote to be taken

altering property rights, which in turn changes performance.



64

The market in this research, in a general sense, is

comprised of any non-administered or non-integrated system

which exchanges goods and services. More specifically in

Marion and Handy's (1973) definition:

The market provides coordination of the economic

activity of private enterprises by presenting

(alternative profit incentives associated with

jproducing the products (and services), organizing

their production in different ways, and employing

various resources (p. 8).

In the next section it is hoped that a cusory history

«of the pork subsector will make clear the constant but

evolutionary change taking place in the subsector and from

this evidence an understanding will grow that a market is

not due to some natural law. It is there because it was

created by the community.

A Thumbnail Sketch of the Pork Subsector:

By looking at history, one can begin to get some idea

of how often the marketing of pork has changed, and how

wrenching those changes sometimes were.

Pork has always been an important part of the American

diet. Pigs were brought to the Americas by Columbus on

his second voyage (Bennett, 1970). Some Spanish explorers

even drove them along on their expeditions. Hernan de Soto

drove 700 head all the way from Florida to near Fort Smith,

Arkansas where he "departed this life the magnanimous, the

virtuous, the intrepid captain . . ." His pigs were sold

at "public outcry." It is not recorded whether the auction
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was Dutch or English or whether system participants had

roughly equal amounts of market power (Lewis, 1907).

Early markets in Boston, New York and Philadelphia

all used administered prices. In New York, for instance,

all meat and produce was supposed to move through the

central market. Selling outside this market was illegal.

In 1763 a butcher could be fined for selling pork for more

than nine cents a pound. All farmers had to sell their

pork though the butchers who had paid for stalls in the

public market. Whether the administered price was a market

clearing price is unknown, but a clamor later arose to do

away with the stalls which were sold for prices of up Us

$2,600 (Devoe, 1867) .1 Henry Cernell opened a butcher shop

in 1829 outside of the market: He was fined repeatedly

until a law was passed in 1843 making such butcher shops

legal in New York. Of course, at that point the owners

of the stalls in the public market place had a pecuniary

externality visited upon them.

In Boston, until the creation of Faneuil Hall, market

was held three days a week. Prices were set and farmers

complained that the three day operation created an uneven

flow of goods to the market. The laws supporting price

regulations were eventually repealed.

In colonial times, pork was more widely consumed than

beef and generally sold at a higher price. Pork lent itself

to preserving better than did beef and so was generally

more in demand. Beef preserving techniques were not yet
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well developed. Corned beef at that time was new technology

but since Manhattan deli's were not yet featuring the

product on rye, there was not a strong demand.

Barreled pork was important for the shipping and West

Indian trade. New England at first captured this trade.

But soon other areas of the country with comparative

advantages became the major production areas. Beef, and

to a lesser extent, pork raising were primarily frontier

activities. By the Revolution, New England had largely

lost out on production except for that which was done Us

satisfy local demand. Production moved to the middle

Atlantic states and by the early 1800's the center of hog

production started to move into the Ohio Valley (Wentworth

and Ellinger, 1926) . By 1840 the center of hog production

was already in Kentucky and moved progressively westward

to Iowa thereafter.

This westward movement created a problem. Production

was far from the population centers. Railroads were only

beginning to be built and did not yet extend into the

Interior. Canals were in operation, but not very practical

for the transporting of large number of livestock. Canals

were used for transporting barreled pork but even so the

Mississippi was a far more important transportation

resource. For instance, in 1839, an average year during

the heyday of canals, only 23,667 barrels of pork moved

into Buffalo on the main northern canal, the Erie. While

on the Mississippi River, the city of New Orleans received

197,800 barrels (Leavitt, 1934).
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This difference was because the canals were basically

north of the major production centers in Ohio. And, most

of the butchering operations were located along the Ohio

River, which, of course, connects with the Mississippi.

Large scale commerical packing occurred only during the

winter. Cincinnati, which became known as 'Porkopolis,"

was ideally located for such production. It was cold enough

to cool the carcasses but not so cold that the carcasses

froze before preservation.

Before Cincinnati became a packing center, producers

in the interior of the country had a very difficult time

transporting their product to market. During the first

half of the 19th century, many_midwestern and mountain

producers found it easier to drive their hogs east. It

is common knowledge that cattle were driven, particularly

in the West, after the Civil War and through the 1880's

to the rail terminus points in Kansas. But apparently great

numbers of hogs were also driven out of the Ohio Valley

and scuthern mountain states to the eastern markets. Hog

driving occurred mostly prior to the Civil War, but in parts

of Tennessee lasted until the 1880's (Wentworth and

Ellinger, 1926) . The eastern markets were markets in the

sense that products were exchanged, but there still was

not any good price discovery mechanism that assured

negotiation to an efficient price. Communications were

so slow that speculators could sometimes meet the drovers

a number of miles from the intended selling point and buy
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their hogs at prices well below the price in the nearby

city. Or sometimes when they could not take advantage of

this impacted information, the speculators would buy enough

hogs to slow the flow to a particular area and drive the

price up. Since price discovery mechanisms were not well

developed and technological aids to communication were

non-existent, information was hard to come by.

Drovers took hogs across the Alleghenies to the eastern

markets. Kentucky and Tennessee hogs went into Virginia

and the Carolinas (Clemen, 1923). But hogs were also driven

out of the central plains states into Chicago. There were

apparently three main routes out of the Ohio Valley. The

routes were later followed by the Pennsylvania, Baltimore

and Ohio, and New York Central Railroads (Fowler, 1961).

Herds as large as 5,000 hogs were trailed along the

turnpikes. The drovers of these large herds bought and

assembled the animals locally and then drove them to market,

making money on the difference between the local selling

price and the market price.

Exactly how price was determined apparently was not

given much thought. According to one drover from the French

Broad River of Tennessee, the price of hogs was always half

the price of cotton. The drover would buy so as to try

and make two dollars a cwt. Cotton price, according to

one drover in South Carolina, would fluctuate between

fifteen and twenty cents a pound so that the price of hogs

varied between $7.50 and $10.00 per cwt. in the period after
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the Civil War. Hogs driven into South Carolina were

apparently bought by, among othems, cotton plantation

owners.

This look at history offers, at most, a tenuous

explanation for the relationship of the price of hogs u:

cotton. But it is obvious that problems of formula pricing

are npt a new phenomena.

Hogs could be driven a surprising distance each day

-- eight to ten miles (Burnett, 1946). This compares to

the ten to twelve miles a day cattle were able to cover

(Fowler, 1961). But it was often more than a month between

the time the hogs were bought and the time they were sold

.at market. The price of cotton, of course, could drop more

than two cents a pound during that time, thus wiping out

the drovers' profits.

Drovers hired drivers to help them move the hogs.

There was usually one driver to about a hundred hogs. The

usual size of a drove was about four to five hundred hogs,

with the drivers spaced appropriately and each carrying

whips which they cracked over the herd to direct it.

During the hog driving season in the fall, there would

be so many hogs that other traffic on the soécalled

turnpikes slowed to a trickle (Burnett, 1946). Inns were

spaced at intervals of two to seven miles along the road

with holding facilities for hogs. Some of these facilities

could feed and hold as many as four thousand hogs. Drovers,

who were usually men of means, got fairly commodious and
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private accommodations in the inns. The drivers however

slept three to a bed or sometimes on the floor in front

of a large fireplace.

Such trailing of hogs continued in the Tennessee area

until the 1880's, but elsewhere died much earlier when

railroad transportation became a practical alternative.

But, while it lasted, large numbers of hogs were moved over

the highways.

It is estimated that as many as 160,000 hogs would

be driven through Ashville, South Carolina in a single year

(Burnett, 1946) . As many as 82,000 hogs moved through the

Cumberland Gap in a year. At a turnpike gate on the

Cumberland River, 105,000 hogs moved through on their way

south. This is not so amazing when one realizes that in

1840, Tennessee was the top hog producing state in the

‘nation, with more than three million animals. For

comparison, Tennessee is now usually about thirteenth or

fourteenth in hog production among the states.

By the 1850's, hog production was no longer moving

west at the pace of cattle production. Hog production had

found its home in the corn belt and by 1860 the razorback,

or woods hog, was all but gone, save in isolated pockets

(Thompson, 1942). '

Cincinnati continued to be the largest packing city,

but its ascendancy was not to remain long. Already Illinois

River packers were springing up because of production in

the area. Until the railroads, Chicago was not really an
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important factor in the packing industry at all. But with

the railroad, Chicago began to be able to assert its

advantage. To get products, Chicago packers paid a little

higher price than did downstate packers. As long as there

were some farmers reluctant to drive their hogs to Chicago,

the downstate packers could get away with paying a lower

price to procure products. But, with the coming of the

railroad, every farmer in the area had access to the Chicago

market. As late as 1850, Beardstown, Illinois packed more

hogs than did Chicago. But as soon as the downstate packers

were forced to pay the same price as Chicago did to procure

hams and bellies, they started going belly up (Clemen,

1923).

Between 1853 and 1854, Chicago hog slaughter doubled.

And, by 1862 it became the hog butcher capital of the world,

surpassing Cincinnati for the first time. A technological

development that was pioneered in Cincinnati ironically

helped Chicago consolidate its grip>on the numbertone

slaughter position. ‘ In 1855, a Cincinnati packer ”modeled

his entire packing room on the principle of a household

refrigerator” (Cummings, 1949) . This allowed the packing

season to be extended. Formerly packing was done only

during the winter when carcasses could be cooled rapidly ,

so as to prevent spoilage before the beginning of

preservation.

But ice packing caught on in Chicago because of a more

plentiful supply of natural ice in the area. By 1864 it
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'was pretty much the standard operating method for Chicago's

58 packers who were slaughtering more than one-half million

head of hogs a year. Packing was still not a year round

‘process but this development greatly expanded the operating

season. The development assured Chicago's dominance of

the packing trade until transportation in the 1920's again

altered packing patterns.

As Chicago became the packing center, stockyards

sprouted everywhere. Railroads had their own, as did

packers, and there were even some privately owned

stockyards. For the first time a somewhat competitive large

volume market existed, but it was difficult to get price

information with yards spread out all over town -- to say

nothing of the inconvenience when drovers had to take their

herds between stock yards. Packers, drovers and dealers

all wanted better accommodations. The railroads finally

agreed that everyone would be better off if there was a

centralized stockyard. In 1865, the Union Stock Yard and

Transit Co. was created by the Illinois legislature. For

the first time a market for hogs capturing most of the

characteristics agricultural economists think desirable

'was created in this country.

In his mostly admirable, if somewhat obsequious history

of the packing industry, R. A. Clemen (1923) claims the

stockyards emerged primarily because of the development

of the railroads and the creation of a new institution,

the commission houses.
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The stockyard company, the commission firms and the

packing companies were all necessary to develop the

livestock market, in Clemen's estimation. They all came

together, he believed, because the Civil War forced them

together. A tremendous demand for product was created and .

the supply arose to meet it.

After the success of the the Union Stock Yards, other

such terminal markets quickly sprang up around the country.

Terminal markets remained the pre-eminent way to market

hogs for the next seventy years. ,

Although nearly all stock yards did require that

farmers be allowed to sell their stock themselves, without

the assistance of commission firms, few farmers ever availed

themselves of this opportunity (Davenport, 1922). The

evolution of the system meant specialized commission firms

could do a better job of selling hogs than farmers could

do. It was the creation of the commission firm, which could

represent farmers, but yet handle business with packing

firms in a routine manner, that allowed the creation of

the terminal markets (Clemen, 1923).

Originally, all selling was done by inspection; there

were not even official USDA grades. Through the 1920's

the trade believed that hogs could not be sold by grade

because "there is such a wide range in kind, quality and

condition, that practical live stock market men believe

it would be impossible to grade it with sufficient exactness

to induce the public to buy without personal inspection”

(Davenport, 1922, p. 100).
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All of the slaughter hogs at the terminal markets were

sold by private negotiations. Buyers for packers would

approach the commission salesmen and try to make a buy.

Since it was a large centralized market, price was generally

well known and the commission firm would try to hold firm

or move the price upwards, depending on how the firm judged

market strength. In the early terminal markets it was

difficult to know how strong the market was because there

were not organized sources of information. Of course market

papers like The Provisioner and the Drover's Journal
 

soon arose to help meet this need.

The USDA started reporting prices in 1911 but it did

not officially adopt grading standards until 1952. Prices

now are reported on an average basis for Nos. 1, 2, and

3 grade hogs. This, of course, means that it takes

knowledge of market conditions to know what a load of

exclusively No. 1 hogs is worth.

If a deal is consumated, USDA collects the information

and mingles it with the other sales price information.

These trades then become the basis for the market reports

from seven public stock yards which hog farmers so eagerly

listen to on their radios. But whether these markets are

any longer representative is a matter of some debate among

economists (Hayenga, et a1., 1980). Volume has been

dropping precipitously and the public stockyards are closing

as new market mechanisms supplant their function. 'The

granddaddy of all the markets, The Union Stock Yards in
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Chicago, closed in 1970. The defunct Cincinnati terminal

market has been purchased by just one packer for use as

assembly and holding pens. But, we get a little aheadIof

the story.

Immediately with the creation of the terminal

stockyards, and further technical progress in the packing

industry that allowed year round operation, there'arose

an argument whether there were too many middlemen with each

taking a cut of the action and forcing up prices. As the

argument ran, it made no sense to ship a live hog into

Chicago from Iowa City, butcher it, can the ham and turn

around and ship it back to Iowa City (Davenport, 1922).

(Meat canning first became safe around 1880. Mechanical

refrigeration made year round operation feasible in the

1890's.) It is an argument that continues today in many

forms and was extensively analyzed and reported by Stewart

and Dewhurst (1939) in their book Does Distribution Cost

Too Much?
 

But the fact is that packing stayed close to the

central markets until packing and transportation technology

made it possible to operate slaughter plants away from the

central markets. Until the the heavy duty semi-truck became

practical in the 1920's, and hard surface roads spread over

the country, packers had to be located near rail and water

transportion. But the truck broke that marriage of terminal

market and abattoir. In the second decade of the century,

packers began to move their operations away from the central
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markets. This, of course, led to the gradual decline of

those markets.

Changes in Government Regulations:

While changing technology was causing the decline of

terminal markets, the packing industry itself got in trouble

for failure to provide a safe healthful product.

The industry, with its centralized processing plants

came into existence basically in the twenty years after

the Civil War. The fifty years from 1870 to 1920 was a

period of incredible technological progress. Despite

contentions that today we live in the most rapidly changing

age (Toffler, 1970) , between 1870 and 1920 the way people

lived was probably changing much more rapidly. To confirm

this, think about how different the world today is from

fifty years ago. It is certainly very much different.

But surely 1930 and 1980 are much more alike than were 1930

and 1870. The primary difference between now and 1930 is

the speed at which things can happen. Between 1930 and

1890 technology completely altered patterns of living.

The changes were occurring so fast that government

failed to keep up with theme Until 1890 there was no

federal inspection of meat plants. Then Congress passed

the first law requiring that meat for export pass certain

inspections. In 1891 and 1895 consumers were partially

protected by laws.requiring that animals be disease free
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both before and after slaughter. However, the conditions

under which meat itself was packed were not supervised.

Men, like P. D. Armour and G. F. Swift, who created

the pork and beef packing industry, ranked with the major

bankers and industrialists of the day. Like Andrew Carnegie

and J. P. Morgan, they helped create an industrial engine

that powered the nation's growth. But, also like Carnegie

and Morgan, Armour and Swift allowed their engines to be

built in such a way that both unsafe products and

unhealthful working conditions sometimes were produced.

Their singleness of purpose stood them in good stead

when it came to creating these industrial machines. Said

P. D. Armour: "I do not love money. What I do love is the

getting of it . . . What other interest can you suggest

to me? I do not read. I do not take part in politics.

What can I do?" (Williams, 1969, p. 110).

But the singleness of purpose did not always serve

those employed by the packers or those who consumed meat

as well. The investigative journalists of the day started

an attack on the meat industry. These muckrakers, who did

not try to maintain an attitude of what is now known as

objective journalism, probably had more effect on the

packing industry than any of the industries they attacked.

When novelist Upton Sinclair's The Jungle appeared
 

in 1905, a ground swell of public indignation arose.

Sinclair wrote the novel after living briefly in.Chicago

while investigating the meat industry. In his novel,
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Packingtown was an extremely unhealthful place to be and

it produced unhealthful products.

Sinclair was a socialist whose frank aim was to

restructure the capitalist system. Instead he, among

others, helped restructure the way meat is processed in

this country. He often said that when he wrote his novel

he “aimed at the public's heart but hit its stomach instead"

(Williams, 1969, p. 624).

Some of the ”Jungle" passages, while generally panned

by the critics as poor literature, make riveting reading

none the less. This passage was not intended to make flakey

lard based pie crust go down easily. Wrote Sinclair:

Worst . . . were those who served in the cooking

rooms in . . . which there were open vats near

the level of the cooking floor, their peculiar

trouble was that they fell into the vats, and

when they were fished out, there was never enough

of them to be worth exhibiting -- sometimes they

‘would be overlooked for days till all but the

bones of them had gone out to the world as

Durham's Pure Leaf Lard.

Sinclair's attack was undoubtedly overdrawn, but his concern

was well placed as later government reports showed.

After the appearance of the novel, President Theodore

Roosevelt sent a two-man investigating team to Chicago.

The men, Charles P. Neil and James B. Reynolds

(Congressional Record, 1906), found conditions that were

only slightly less deplorable than those described in

Sinclair's novel.

'Their report to Congresstas not dinner table reading

either. They wrote:
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We saw meat shoveled from filthy wooden floors,

piled on tables rarely washed, pushed from room

to room in rotten box carts in all of which

processes it was in a way gathering dirt,

splinters, floor filth and the expectorations

of tuberculous and other workers . . . We saw

a hog that had been just killed, cleaned, and

washed fall from the sliding rail and slide part

of the way into a filthy men's privy. It was

picked up . . . (and) carried into the cooling

room and hung up with the carcasses with no effort

made to clean it . . .

They also saw unfit meat heaped with good pork " . . .

and in the heap were even some bits of rope strands and

. . . rubbish. Inquiry evoked the frank admission from

the man in charge that this was to be ground up and used

in making 'potted ham'” (Congressional Record, 1906).

When Roosevelt sent the Reynolds-Neil report to

Congress, it resulted in the passage of the Meat Inspection

Act of 1906 and The Pure Food and Drug Act of 1906. Those

acts helped insure that processed meat was safe. However,

inspection pmoblems still occur in the industry as is amply

documented by Welford (1972).

During this time the muckrakers aimed another attack

at the packers for conspiring to create a monopoly. The

populist spirit of the country was also giving rise to farm

organizations that believed farmers were not getting a fair

shake from the packers.

William Jennings Bryan's famous "Cross of Gold" speech

at the 1896 Democratic Convention captured the spirit of

the country well. Nearly anyone can describe the kind of

cross on which Bryan did not wish to hang. But what is
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not so well remembered is that it was more than an attack

on big money gold interests and a plea for free silver.

‘It limned the whole spirit of agrarian fundamentalism which

was one of the central tenants of populism.

Said Bryan: ”. . . the great cities rest upon our

broad and fertile prairies. Burn down your cities and leave

our farms and your cities will spring up again as if by

magic; but destroy our farms and grass will grow in the

streets of every city in the country."

This feeling built pressure for an investigation into

possible collusion amongst the packing industry. An 1888

investigation concluded there was collusion. But a 1904

investigation, right in the middle of Teddy Roosevelt's

trust busting activity, concluded there was no collusion.

However, in.l9l7, President Woodrow Wilson ordered

the Federal Trade Commission to launch yet another

investigation. The Justice Department concluded that the

FTC report contained enough evidence to prescribe

prosecution (U. S. Federal Trade Commission, 1918). That

FTC investigation, no doubt, makes present investigators

into price fixing envious. The packers approached price

fixing almost without guile. The companies freely exchanged

letters stating the per cent of market share each company

was to get. Letters were kept on file admitting to an

agreement to back off from aggressive bidding so as to

reduce the price paid for livestock.

These price fixing letters covered the time period

from 1915 to 1917 and were obtained by the FTC in 1917. This
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collusion was less formal than that which occurred earlier,

according to the FTC report. For most of the time between

1893 and 1902, which was after the passage of the Sherman

Anti-Trust Act, the biggest packing companies had formal

agreements on how territory was to be divided. Penalties

were assessed if companies ”exceeded (their) allotment in

any territory" (p. 47). During some of that time, companies

met every Tuesday in Chicago in a suite of rooms leased

for that purpose. A Supreme Court injunction ended those

collusive agreements. However, Armour, Swift and Morris

immediately set out to merge all their operations and those

of others into one large operation. They got so far as

to spend about ten million dollars purchasing other

operations. They made arrangements for a loan of sixty

million dollars to finance the merger, according to the

FTC report.

“All was going well until the head of Kuhn, Loeb &

(33., foreseeing the approach of the 'panic of 1903' refused

to put through the financial arrangements and advised

against the merger at the time" (U. S. Federal Trade

Commission, 1918, p. 48) . The FTC also attempted to prove

that price fixing existed because the packers all paid the

same price. Everyone paying the same price is generally

considered one of the conditions of a competitive market

and economists working for the packers so pointed it out.

John M. Clark (1923) noted that both sides posited

reasonable arguments, but then sided with the FTC by

writing:
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On the general question the truth appears to be

that the regular operation of a competitive market

implies that some take the lead and others follow,

and unless there is an appreciable interval during

which the prices differ, it is difficult . . . for

those who take the lead to gain any advantage

by typical competitive tactics of raising prices

for things they wish to buy or things they wish

to sell. Thus the retarded action of the market

‘which permits different prices to prevail at the

same time is not really an 'imperfection,‘ as

theoretical economics has been inclined to regard

it. On the contrary, it is an essential

requirement (PP. 417-418).

The FTC recommended that a large portion of the packers

ancillary businesses, like refrigerator cars, stockyards,

cold storage operations, and branch houses be nationalized.

Those recommendations, of course, were never acted upon.

But with the Justice Department threatening suit, the

packers signed what has become known as the "Consent

Degree," which sharply limited the kinds of business

activity packers could be involved in.

The study also contributed to the passage of the

Packers and Stockyards Act of 1921. This remains the

primary regulatory law at the packing-livestock end of the

industry.

The Packers and Stockyards administration was not

aggressive in exercising the supervisory authority the act

gave it over packers. Whether it was because of lack of

funding or politics is debatable, but for forty years it

confined itself to ”routine regulation of rates and charges

at stockyards and among terminal market commission firms

and the handling of annual reports filed by firms covered

by the act" (Williams and Stout, 1964, p. 636).
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That failure led to an attempt in 1957 to take away

the administration of the act from the USDA and give it

to the FTC. That was because, according to Senator Watkins,

the USDA had "not effectively administered (the act) for

thirty-odd years" (U. 3. Congress, 1957).

Instead the act was strengthened by lifting Packers

and Stockyards to division status in USDA and increasing

appropriations. The division then placed its major emphasis

away from the stockyards towards the meat packers.

The law prohibits packers from engaging in: 1) Unfair

or discriminatory practices; 2) The giving of unreasonable

preference to any party; 3) Agreements on market share with

other packers, and; 4) Agreements to fix prices or following

business practices that would allow manipulation of prices.

Those believing they have suffered loss because of

violations of the act may file written complaint with the

Packers and Stockyards asking for redress. P88 is then

required to carry out an investigation of the matter.

Development of New Systems of Exchange:

As noted, as packing plants started to move into the

country, the terminal markets started to decline because

farmers no longer needed to move their hogs through the

markets in order to make connections with packers.

,Auction markets started to make a comeback in the

country when the terminal markets started to decline. By

1920 auctions had all but died out. But, from 1920 until
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1950 their numbers grew from almost none to nearly

twenty-five hundred. The numbers have been declining since

but there are still about two thousand auction markets

(McCoy, 1979) . They are an extremely important market

outlet for hog farmers. The volume that moves through them

is geographically dependent. They are used extensively

for hog marketing in the South and also in the Rocky

Mountain area. Records on total number of hogs moving

throught the auction system is not kept. But in 1980,

packers acquired 9.9 per cent of their hogs through auction

markets (Packers and Stockyards Resume, 1982).
 

Auctions were one of the first price discovery methods

used in this country at fairs and other regular events.

But, at these events in the early 1800's, information on

other markets was nearly non-existant. Now at any auction

buyers and sellers are keenly aware of what the price has

been at competing markets. The telephone auction has been

or is being used to sell hogs in Virginia, Missouri and

WiSconsin.

But even though country auctions are well used,

terminal markets have remained the primary price discovery

mechanism. Economists have lamented that with the decline

of the terminal markets there was no longer an adequate

price discovery method (Hayenga, et a1., 1980: Paul, 1982:

Houck, et a1., 1978). The history of the terminal market

may lead us to question whether the terminal markets, even

in their heyday provided the golden age of price discovery.
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Recall, for instance, that at least during some of this

time, editors of the National Provisioner got payments
 

from the major meat packing companies. The Provisioner
 

was one of the publications relied upon for price

information. It was never shown that these payments

influenced price reporting, but they constituted a clear

conflict of interest. Regardless of that question, as

jpacking plants dispersed thoughout the area where hogs were

grown, new marketing methods began to develop.

'Contracting:

Contracting until recently has never been very

successful in the pork subsector. A contracting program

of sorts was tried in the 1920's, in an attempt to give

midwestern producers access to eastern processors. But

it was not really a forward deliverable contract in the

sense that there was a substantial delay in delivery from

the date the contract was agreed upon.

In Columbus, Ohio, the Eastern States Co. moved as

many as one hundred thousand hogs a year through what was

called the guaranteed yield program. Eastern States

assembled farmers' hogs and guaranteed that they would dress

out to a certain yield. The hogs were weighed live at

assembly point and a price agreed upon. If the hogs did

not dress out to the guaranteed percentage,.the price was

discounted. Farmers could also get a premium if the hogs

dressed better than specified (Williams and Stout, 1964).
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Farmers had to rely on packer honesty in reporting

dressing yield. Market managers often mis-estimated what

the hogs would yield and all farmers got the same payment

per pound when their hogs were comingled with other farmers'

hogs. For these and other reasons, farmers became

dissatisfied and refused to use the program any longer.

The program failed (Dowell and Bjorke, 1941). A properly

designed contract would need to recognize theSe objections.

In the 1950's, there was some production contracting

similar to what exists in the broiler industry. It was

basically a southern phenomenon. In this study, production

contracting is defined as a contract that includes control

of inputs used in producing the product. A pork contract

market would most likely not include production contracts.

In 1972, the president of Gold Kist, the extremely

large southern cooperative that supplies chicken to much

of the U.S., said it planned to enter the hog market in

the same way it had entered the chicken subsector. It

started an ambitious training program at a center were

farmers were brought to learn proper methods of production.

And it had its own production center to produce just the

type of brood stock wanted to run through the processing

plants (Schneidau and Duewer, 1972).

But instead of making the same progress it did in the

broiler industry, Gold Kist spent the next decade making

no progress at all. According to Gold Kist Vice President,

Ralph Mobley, by 1981 it was trying desperately to get out



87

of the hog business. Gold Kist was closing down all in:

plants and selling most of the hogs under contract to a

competitor, Swift.

”We felt we could go out and just do like we did with

chicken. But we found it took too much money. we could

put in twentybfive thousand chickens for a hundred thousand

dollars. A 250 sow operation was costing us four hundred

thousand dollars. And our farmers just could not get that

kind of financing. The banker would not float it. We'd

get out of it altogether if we could find a buyer for our

production center," said Mobley.

In the Midwest, apparently never more than six per

cent of the hogs were raised under production contracts

(Phillips, 1961). When Bloomer (1975) surveyed the Michigan

industry he found.it.virtually non—existent. Between 1960

and 1970, Mighell and Hoofnagle (1972) found that hog

contracting in the 0.8. increased from .7% of the production

to 1% of the production. Although more recent studies of

the amount of production contracting, as opposed to product

contracting, done could not be located, it is not thought

to have grown much recently.

As recently as last winter, the large Michigan packer

Frederick and Herrud tried to enter into production

contracts with farmers. It was a new departure for

Frederick's, because they normally get most of the 14,000

or so hogs they need daily from livestock dealers. They

get almost none of their hogs from farmers and have had

little direct dealing with farmers.
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The Frederick and Herrud contract was supposed to cover

,five years. It had similarities to broiler contracts.

The contract would basically guarantee that if the farmer

met the contract conditions s/he would be paid the cost

of producing hogs regardless of the market price. But the

farmer had to meet some fairly stingent feed conversion

.ratios, pigs saved per farrowing crate, etc. If the market

price was above the farmer's cost of the production, then

Frederick and Herrud and the farmer split the excess 40/60.

Allen Scrotch, the manager of a Frederick and Herrud

subsidiary that managed the contract sales, pitches the

contract 'to farmers as a way of evening out the cycle.

In meetings with.farmers, Scrotch drew a graph of the cycle

and circled the high point saying when that point,is reached

packers do not make any money because they can not move

the product at rates necessary to cover their fixed costs.

He then circled the low points and told farmers that they

are not making any money there either.

”We can't live with this cycle as meat packers and

processors, and producers can't live with it either,"

Scrotch told a not particularly'receptive audience«of

farmers in Grand Rapids, Michigan in the Spring of 1982.

Scrotch said that the wide price variation means that the

Company sells less pork than it could with a more consistent

price. The Company's goal, according to Scrotch, was to

”take the humps out of the cycle.”

That may have been a rather lofty goal for one company,

but the Company definately could have reduced its
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transporation costs. Many of the Company's hogs come out

of Missouri and Iowa. Scrotch said the Company estimated

additional costs of five to fifteen dollars a head, when

shrink costs are included, to transport an animal from

Missouri and Iowa to the slaughter floor in Detroit above

those animals purchased locally in Michigan. Another

Company officer~ later disputed this, saying that there was

really very'little difference in shrink of the animals when

you compare "meat on the hook; the difference is all just

(excrement)".

Whatever the case, no local farmers were apparently

interested in the contracts. So Frederick and Herrud quit

the effort to get about fifteen per cent of its production

under contract.

Direct Marketing:

With the decline of the terminal market and the

movement of packers into the country, marketing direct to

the packer became popular. (Traditionally direct marketing

has meant any selling that did not go through the terminal

markets. It‘has now been expanded to include anything which

does not go through auctions or terminal markets.)

Farmers now deliver direct several ways to packers.

They can haul their hogs right to the packing plant if their

operations are nearby. Packers have also set up what they

call salaried stations or concentration yards away from

their plants to which farmers may deliver. And packers
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in some parts of the country have what they call car

buyers. These are just buyers who go direct to the farmers

operations to make arrangements to buy hogs.

Figure 2.1 shows the current marketing channels and

the percentages of hogs that are moving through them. There

are no specific per-centages kept on the direct channels.

With the direct arrangements, prices are driven by

some formula, usually plus or minus terminal market price

or some other announced price. For instance, Oscar Mayer,

which gets a substantial portion of its hogs direct frmm

farmers, pays on the basis of the price which is broadcast

by the radio station, WAMES, which is run by Iowa State

University. The radio station is right in the heart of

Oscar's procurement area.

If, at times, a packer is not able to get the hogs

at the formula price, the price is moved up to induce more

farmers to bring in hogs. Formula pricing has evolved at

‘both farmer-packer and packer-retailer exchange levels

because it reduces transaction costs.
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Figure 2.1. Marketing Channels and Percentages Moving

Through Them, l980.*
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At the wholesale level, the formula price is usually

figured from the "Yellow Sheet," a daily publication of

the National Provisioner. This "Yellow Sheet" began

publishing pork prices in 1923.

But the "Yellow Sheet” prices are based on a very small

percentage of the meat trade. Whether the reporting of

wholesale price is accurate is of concern to farmers because

demand for their live product is derived from wholesale

demand. How "Yellow Sheet” prices are set has been a matter

of some concern to agricultural economists. Harold

Breimeyer (U. S. House of Representatives, 1978) told the

Small Business Committee Hearings that:

. . . I feel no constraint whatever to say that

basing prices for whole livestock and meat economy

on one man's judgement, which in turn, rests on

even thinner volume of market trading is so

flimsy, so insubstantial, that it simply can't

be regarded as satisfactory. Why livestock

producer organizations haven't risen up in violent

protest for proposals for correction, I cannot

understand (p. 17).

In the 1930's, critics charged that direct marketing

(non-terminal) was causing a decline in prices. Bjorka

(1935) concluded that direct marketing had not ”impaired”

the pricing function of the public markets or caused prices

to decline.

However, recent experience with the Ohio State

electronic spot market for hogs, indicates that that is

no longer the case (Henderson and Holder, 1982). During

the time the Ohio State market was running, there was a

statistically significant price increase of about one dollar
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per cwt. over the price when there was less competition

in the market. This was done by comparing the normal Peoria

basis with the one that existed during the time the

electronic market was operating.

Not all farmers get the same price. Some large volume

farmers are better producers than others. Relationships

with these quality producers are valued by the packers.

Some packers will pay these producers a premium over their

publicly stated prices for their quality hogs.

Larger operators, of course, can supply hogs in

quantity to packers. This makes direct dealing between

the two parties attractive. Special pricing packages are

worked out which are advantageous to both parties. For

obvious reasons these deals are not available to lower

volume farmers. But, there are disadvantages in that these

transactions are not publicly reported and hence limit

relevant information. And, in their eagerness to buy hogs

direct, a few packers occasionally end up with hogs that

do not suit their purposes. They then must resell these

hogs through dealers.

Dealers and cooperative livestock marketers are an

extremely important part of the marketing system in some

parts of the country. For instance, Michigan Livestock

Exchange markets about 60% of the hogs sold in Michigan.

Michigan Livestock uses no set formula to reach price

agreements with packers, according to their manager, Tom

iReed. "we set our own market," he said. They look at what



94

the competitive cash markets are doing and then start

talking to buyers from packing plants.

Reed thinks his sellers can tell by the "tone of voice"

of the buyers how badly they need hogs. Based on these

different kinds of information, the Michigan Livestock

sellers see if they can "bump up" the price or, if the

demand is soft, they let it slide. The sellers make sure

all buyers agree to pay the same price. Then Michigan

Livestock personnel must divide up the hogs they have

amongst the packers who want them. The object is to provide

each packer with enough volume so slaughter operations will

be maintained.

But Reed dislikes deciding who gets what. He is

jpushing, in.conjunction with other midwestern cooperatives,

for an electronic marketing system. Such a system will

eliminate "playing God,“ which the current system forces

them to do when it comes to dividing the hogs which farmers

have sold to Michigan Livestock.

Under the electronic system, whoever paid the highest

price would get the load, Reed noted. Thus Michigan

Livestock personnel would be spared making decisions about

who gets what. Under the current. system, such individual

pricing of lots would be too time consuming and complicated.

After the hogs are sold by Michigan Livestock, they

are loaded onto four decked semi-trucks and transported

to packers. These trucks can hold 190 or more market weight

slaughter hogs. More details of the electronic marketing
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system which midwestern marketing agencies are trying to

set up, will be given in Chapter V.

Iowa Beef Entrance into the World:

Iowa Beef is considering a major expansion of its pork

operation. Tom Reed and other sellers of pork see Iowa

Beef's move as boding good things for them. Some packers

fear it will force them out of business.

"IFm afraid they're just going to tear us apart," said

the procurement manager at one of what used to be called

the big five packers. "They have the (low) labor rates,

so they can do it.“

Iowa Beef did not enter the pork business until 1976

when it purchased Madison Foods in Madison, Nebraska

(Tintsman and Peterson, 1981). In 1981 it took over the

Hygrade plant in Storm Lake, Iowa. Hygrade, a Detroit based

manufacturer of such products as Ball Park Franks, no longer

slaughters any pork, but rather buys all its meat "green.”

Carl Toland, the procurement manager for Hygrade, said

they found it increasingly difficult to make their slaughter

plants run at a profit. For that reason he is now glad

they are out Of the slaughtering business. ”Truly I'm

surprised how easy it is to buy the meat. I wish we would

have done it a long time ago," he said. In the fall of

1982, another Michigan packer, Farmer Peet, quit

slaughtering animals and started buying ”green” pork.

Dropping the slaughter operations appears to be an

increasing trend. 'This may or may not be a bad thing for
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farmers. Iowa Beef, for instance, is known for sometimes

paying more for its slaughter steers than competitors.

But the trend is something that farmers will want to

monitor. Electronic markets could help overcome

disadvantages that do emerge because of increasing

concentration of slaughter plants. This would be done by

bringing more packers into a market. Slaughter lambs from

Virginia are sometimes now sold to Kitchener, Ontario or

Albert Lea, Minnesota on the National Electronic Marketing

Association's auction system.

Iowa Beef is considering whether to locate another

packing plant in Eastern Iowa or Western Illinois that might

kill up to 90,000 animals a week. Whether they will make

that move is only speculation. (Company officials declined

to be interviewed for this research.)

IFurther, it is doubtful that Iowa Beef can accomplish

the same efficiencies in.the pork subsector that they have

in beef with 'boxed" (cut and sorted to order) beef. Pork

is not shipped in hanging carcasses but rather already cut.

Perhaps Iowa Beef will bring some increased packaging

efficiency to the industry. But, it is more likely that

its advantage will be labor costs. Other companies,

however, have been taking steps to lower their labor rates.

For instance, Dubuque Packing left its pork operations in

Dubuque, Iowa and took over the former Swift plant in

IRochelle, Illinois which is only about 150 kilometers east.

The Company has already lost a National Labor Relations
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Board union election, but for now its net wages are in the

neighborhood of eight to ten dollars an hour, including

fringes, less than they were in Dubuque, according to

Company officials. Swift has undertaken similar moves

elsewhere in the country.

If Iowa Beef does open its large plant, the move will

make the product line that it can offer to everyonetmyfli

stronger. The move will have synergistic effects since

company salesman can more readily offer a full line of red

meat to all stores. This might mean that some retail stores

will be able to eliminate or reduce their costly local-store

meat cutting departments. Further, if Iowa Beef is able

to command a premium for its fresh pork, the way it can

for its beef, then the Company can afford to pay more for

its hogs -- hogs that would have formerly gone to Frederick

and Herrud and other packers. Frederick's brand, Thorne

Apple Valley, is probably strong enough to survive without

a fresh product line. So, if Iowa Beef's operations make

Frederick and Herrud's supply of slaughter hogs ever more

variable, the Company may eventually decide the struggle

to stay in the fresh market is not "worth the candle."

Frederick and Herrud, or any other packer with trouble

getting hogs, would then need to cut a deal with Iowa Beef

to assure themselves the green pork they need.

Such a deal would, of course, make Frederick and

Herrud's slaughter plant in Detroit worth little. And,

it possibly might not bode well for Michigan farmers if
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they lost a plant with a kill capacity of 14,000 hogs a

day or better.

Of course all of this is the sheerest speculation.

But it is interesting to note that a similar process in

the fruit and vegetable industry has taken place (Hamm,

198l).- Libby's, for instance, has recently sold its

processing facilities and has become strictly a marketing

firm.

Current Production Trends:

Pork producers, like pork packers, have specialized.

Most of this specialization has meant a move to more

confinement facilities, which has also meant a move to large

facilities.

The ease of operation and the ability to produce pork

on a continuous basis first made centralized farrowing

housing popular in the 1930's. But farmers who went to

such a system soon found themselves wishing they had not.

The technology was not yet developed for adequate control

of disease and parasites. Disease problems became worse

in their confinement buildings each year that they operated

them. Farmers with the confinement facilities soon had

to go back to portable housing rotated on clean pastures.

But, increasing land prices increased the cost of field

farrow operations. So from the middle 1950's until about

1965, production moved back from the fields onto paved

barnyard lots (Van Arsdall, 1978). From 1965 on, the move
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Iwas from lots to slotted floor confinement farrowing houses

Iwith farrowing crates which helped protect the piglets frmm

being crushed by the sow.

lDisease control advances permitted this move. Slotted

floor nurseries and finishing buildings also came into use.

In many of these buildings, heating and ventillation could

be controlled. Some farmers found that air conditioning

pays for itself by keeping rate of gain up during the heat

of summer.

With the move to confinement farrowing houses, farmers

increased their capacity from fall and spring litters to

almost eight litters a year in a farrowing unit, if they

weaned in six weeks.r In practice, those following such

procedures usually managed to get out only six litters

because of irregularity in sow heat and the time required

to clean the facility. But now, some of the larger

operations have cut weaning time to three or four weeks

and are getting twelve litters a year out of each farrowing

space.

No long term data on production methods exist, but

a 1978 study (Van Arsdale, 1978) showed the following

percentages of hogs born in the different types of

production facilities in farrow to finish enterprises (Table

2.1). This study is being updated and is due to be

published soon.
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Table 2.1. Distribution of Farrowing Facilities in Farrow

to Finish Enterprises by Region, 1975.

 

Percentage of Hogs in Each Type of Farrow Facility

 

Central Housing

 

 

Region

No Portable Mixed

Facilities Housing Solid Slotted Housing

Floor Floor

North

Central 5.2 14.0 40.1 16.8 23.9

Southeast 7.1 1.7 48.1 29.5 13.6

Southwest 1.9 1.5 45.7 42.6 8.3

All

Regions 5.3 12.1 41.3 19.1 22.2

 

'Table 2.2 shows how ever larger production facilities

are producing more and more of the hogs. The thousand and

up head per year category in the right hand column of the

table does not adequately describe the really large

operations. Even in Michigan, where capacities tend to

be smaller than in some parts of the South, a hog farm with

a capacity of two thousand head is not considered very

large. 1

One of the Michigan farms which showed up in the survey

Ion contracting, which will be discussed in the next chapter

produces seventy-two thousand hogs a year. The trend to

larger operations, as is illustrated in Table 2.2 is

expected to continue.
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Table 2.2. Number and Percentage of Hogs and Pigs Sold

Yearly by Farm Size Classes*

 

Per Cent of Hogs Sold by Farm Size

Number of

Year Hogs and

 

 

Pigs Sold 1,000

in 1,000's 1-99 100-199 200-499 500-999 and

Over

1964 80,391 23.0 23.1 33.2 13.2 7.3

1969 85,903 15.6 17.7 34.9 19.2 12.6

1974 76,422 11.4 13.0 29.0 21.7 24.9

1978 90,723 8.4 10.5 24.8 22.0 34.0

 

*Census of Agriculture, 1964, 1969, 1974, 1978.

 

Summary:

The case for constant but evolutionary change within

the hog subsector was examined in this chapter. Examples

(cited of how change entered the system included: 1) Swift's

use of refrigerated railroad cars so dressed meat could

be shipped into the Eastern markets; 2) The changeover to

an electronic marketing system in Ontario, Canada which

changed the structure of the hog subsector there.

The concept of market structure was looked at and it

was claimed that no "correct" price exists, but only one

that is in response to a particular structure. The

structure, given human behavior or conduct, leads to

performance outcomes.
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The case was made that an understanding of evolutionary

history was necessary to understand the structure of the

hog subsector. And it was emphasized that the structure

conduct performance paridigm will be used as the framework

of analysis for this research.

The history of the pork subsector was examined with

emphasis on marketing methods. It was seen that the pork

subsector has constantly undergone change, but in an

evolutionary fashion. Every time technology or institutions

have changed, performance has changed. Current problems

of the marketing system were highlighted.



CHAPTER III

FUTURES

To prophesy is extremely difficult, especially

with respect to the future.

Anonymous

Contracts are being used extensively in the pork

subsector. They are offered by many, but not all, packers,

dealers, cooperatives and even some organizations whose

primary business is now contracting. The contracts only

call for delivery and do not say anything about management

practices. Hence these contracts should not be confused

with management production contracts.

The contracts did not come into wide use until there

was a successful futures market to compliment them. The

contracts that now exist are unlike those envisioned for

a Pork Contract Market in a number of ways. 'There is no

price negotiation on them, but rather they are almost always

sold for a set discount off futures. Many of the current

contracts offer no coordination advantages. That is because

they are too loosely drawn to assist in planning. Sometimes

not all the possible coordination advantages are gained

103
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because the hogs delivered under the contracts are sold

in the cash market. This happens when cooperatives contract

in order to assure that.their yards will be kept busy even

if ordinary’cash market deliveries to their yards decrease.

But these dealers do not treat the contracted hog any

differently than.cash hogs as far as delivery is concerned.

The dealers just wait until the hogs are delivered and then

sell the contract hogs in the open market, thereby negating

any of the possible coordination advantages that could be

gained from the contract.

Despite the dissimilarities, the contracts in the

current market also share many likenesses with those

contracts which would be let in a Pork Contract Market.

Enough similarities, in fact, so that contracting being

done now represents the nascence of what, with careful

husbanding, could grow into a Pork Contract Market. Since

these current contracts do grow directly out of the futures

market, it will pay to look at the futures contract for

hogs. Such a look will also pay because it is hypothesized

that the futures market will be complimentary with a Pork

Contract Market.

The Evolution of the Hog Futures Market:

iBurns (1979) contends that the rise of futures trading

is a process akin to Shaffer's (1969) scientific

industrialization of agriculture. Burns believes:

. . . as an economy and its markets develop,

markets become increasingly specialized: from
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rudimentary local spot markets to centralized

spot markets, to forward markets, to futures

markets and decentralized spot markets, and to

option markets . . . (p. 2).

That was Irwin's (1954) theme when he discovered that

egg contracts were originally used by commodity handlers

and not just speculators. He wrote that early futures

markets were crude, without well developed rules or

instituitons. Such disorganization, he wrote, was the

necessary precursor of the more organized markets of today.

Irwin‘s views are those of the majority of current students

of the futures market. Until Irwin (1954) and Working

(1970) started examining the market in the 1940's and

1950's, it was thought that the futures market was used

primarily by speculators.

When primative futures first appeared in the

mid-nineteenth century in Chicago, they were used by the

mechandising trade. "Commodity exchanges got their start

because merchants needed to assemble in one place in order

to bargain over the price, under conditions that would allow

each participant in a transaction to feel confident that

he had struck as good a bargain as was possible at that

time" (working, 1970, p. 6). But communications technology

reduced this,necessity of a central gathering spot and many

of the exchanges went into a long slow decline because they

were no longer able to attract merchandising interest.

Working (1970) observes that it was he who first noticed

the absolute necessity for use of a contract by actual

handlers of the commodity. He believed that unless a
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contract is designed so that it is useful to both

speculators and users of the commodity, it is doomed to

failure. The users of the commodity use the futures market

to lay off their price risk acquired from merchandising

contracting; Merchandising contracting is the term Working

uses to describe contracts that are written for actual

delivery of the product. Price risk is the risk that a

merchant will end up paying a different price at delivery

than competitors are paying in the spot market.

Although futures contracts are sometimes delivered,

they are not designed for that purpose. They are designed

to facilitate the holding of contracts and not delivery.

Working rightly points out that for a mature contract,

delivery usually occurs in connection with perversions of

the market, corners and squeezes. It is only merchandising

contracts that are designed to facilitate the delivery of

goods. But, as of now, there is no formal market where

price is negotiated for merchandising contracts of slaughter

hogs. The fact that merchandising contracts do exist,

however, means there is already a market in them in the

sense that there is an exchange between two parties whose

financial interests are not formally tied together.

Processors just announce their contract price as a certain

discount of futures. Farmers report that if they are valued

suppliers they can privately negotiate lesser discounts.

These private discounts, though, are generally not publicly

known.
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Working's contention that a successful futures market

is used by more than just speculators, was backed by

research which was done in the 1940's but not published

until 1954. Irwin (1954), as noted, showed that egg

contracts, which are now very inactive, were from the

beginning used by egg handlers. The Chicago Mercantile

Exchange did not get around to acting on Working's insights

until about 1960. No mention has been found that the

exchange explicitly recognized the insights of Working

(1970) and Irwin (1954). If Exchange personnel had

recognized this crucial insight, they could have earlier

designed contracts to bring success to the exchange, instead

of the near bankruptcy which occurred in the late 1950's.

Indeed, the history of the Chicago Mercantile Exchange

reinforces the idea introduced earlier, that a market is

not some gift from.God but rather occurs only when the

proper combinations of institutions and technology come

together. The Exchange early on scored limited success

with contracts in butter and eggs. But when technology

changed, those contracts declined and the Exchange went

into a thirty year decline until in the 1950's it had only

a marginally successful potato contract and a quite

successful onion contract. Then the onion contract was

outlawed by Congress, and the Exchange, for all practical

purposes, was dead. 'But the owners of the Exchange did

not roll over immediately. They tried all kinds of

contracts; scrap iron, frozen shrimp, hides, and apples.
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But, in 1960 they switched their emphasis from trying to

attract speculator interest to going after hedging or

handler interest, which Irwin and Working said was crucial

for success. By 1970 it was the most successful commodity

futures exchange in the world (Working, 1970). Even after

the Exchange started experiencing some success, it was still

thought that only storable and closely graded commodities

could be sold on the futures (Williams, 1964; Bakken, 1970).

In 1930, a hog contract had been tried on the old

Chicago Livestock Exchange but it failed. No comprehensive

analysis of the failure has been found. Bakken (1970)

writes that traditionally it was thought that in order for

a contract to be successful, it must be homogenous and

fungible, fluctuate in price, be accurately graded,

measurable by weight, generic, widely used, and salable

at all times. It must not be a monopoly good or be

perishable. While live hogs could pass most of those tests,

there is at least some question on the perishability issue

and the grading issue.

In 1961, frozen bellies were tried without much

success. Those who actually wanted to buy bellies didn't

use the contract because they did not want bellies under

the contract terms. The contract was redesigned twice so

that by 1963 the terms were acceptable to buyers. At first

the contract was used for actual delivery; Deliveries in

July of 1965 totaled fifty-six per cent of the open interest

(Bakken, 1970). Actual delivery is often characteristic
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of a new contract. It is often only as the contract becomes

more mature that delivery is rarely taken.

” The success in bellies led to live cattle contracts

on the Chicago Mercantile Exchange in 1964, and finally

to live hogs in 1966. Packers used the belly contracts

to hedge output price risk and were successful. When live

hog contracts became available, country dealers, like

Heinold, used them to start offering producers cash or

forward contracts. No scheduling advantages accrued to

country dealers, of course. But, it did mean that the hogs

under contract were hogs that they would get and for which

they would not have to fight with their competitors.

Packers also started using the contracts to help in their

procurement. However, as shall be discussed, most packers

interviewed for this research said that they do not yet

do enough contracting to help with scheduling. Several

said they would like to'get enough hogs contracted so that

it could help with their contracting. Several estimated

that point would be in.the neighborhood of twenty per cent

of production. Others said, however, that they see

contracting as no real advantage to them but do it only

because their competitors do it. But the fact that live

cattle and hog contracts have been phenomenally successful

is prima facie evidence of usefulness to handlers. The

contracts volume and open interest puts lie to the idea

that live contracts could not be successfully traded.

Paul (1982, p. 290) takes from the success of these

contracts ”.... . that the only technical requirements for
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successful futures trading in an item are fungibility and

no substantial monopoly over its supplies". Paul's

requirements might be reduced to just fungibility, so long

as the competing commodities are not under the control of

the monopolist. That is, fungibility in some sense subsumes

the concept of monopoly. A monopolist will be unable Us

exercise substantial monopoly power if buyers can easily

substitute into another product.

The success in selling perishable commodity contracts

can be told by looking at the numbers. During the period

1924 to 1925, there were an average open interest of 1,700

contracts in perishable commodities on the Mercantile

Exchange. During 1955 to 1956, the average stood at 9,600

contracts. And, average open interest was 124,400 during

the period of 1979 to 1980 (Paul, 1982).

(Jverall, between 1970 and 1980, Paul found that annual

growth rate for an exchange was about fifteen per cent.

In the intervals 1973 to 1975 and 1978 to 1980, Paul found

that open interest in hog futures increased by one hundred

per cent. He chose that split interval because there were

few government price support mechanisms in place during

those years.

This increase occurred because there was an ever larger

percentage of contracts sold in relation to the number of

hogs on farms. It was not because there were significantly

more hogs being raised. Paul believes that a similar

increase in the number of hog futures contracts may be

expected over the next five years.
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In 1982, live hog futures consistently set new records

for contracting. Through the month of June, 1,555,807

contracts were traded, a 23.5 per cent increase over the

same period the previous year. June, 1982, set an all time

record for any month. The fact that live hogs are

successfully traded contracts indicates, according to

Working (1970) , that packers have need of actual delivery

contracts for planning purposes.

Unfortunately, except for a few special research

projects which the Chicago Mercantile Exchange or the

exchanges themselves undertake from time to time, it is

not possible to tell how much of the open interest in hogs

represents hedging interest. Neither has any work been

located which attempts to differentiate between those using

futures to hedge the price risk when they sell in the spot

market, and those using the futures to hedge their price

risk because they have entered into a merchandising

contract. The later type of hedging is the much more

important kind in terms of this research because of its

coordination advantages. Further, the gross monthly

statistics with volume for all months obscure details which

are of interest to those wanting to dampen the cycle. How

far a contract is written must be known if the coordinating

effects are to be judged. A contract between a farmer and

packer three months prior to delivery does increase the

amount of coordination in the system. It allows the packer

to plan to a small extent for a delivery and it gives some



112

information to the farmer. But a three month contract can

not change production plans since it does not alter the

number of hogs currently in the system. In order for that

to occur, a large number of contracts at least ten months

ahead of delivery need to be signed so the farmer has good

price information upon which to make breeding decisions.

It must be that long because that is approximately the

period of time from breeding to delivery to market of a

230 pound slaughter hog.

Unfortunately, recent interpretation by the Internal

Revenue Service of the tax code has reduced speculative

interest in long term contracts. This is unfortunate for

creating a thick market in contracts. It may not be so

unfortunate if tax receipts figure into one's concerns.

Speculators have been using the commodity exchanges

in a number of ways to shield income from tax. The most

common is the "tax straddle" which involves taking long

and short positions in two contracts that fluctuate

similarly. This straddle is handled in such a way so as

to produce paper losses. The offsetting gain is deferred

until next year when it then becomes taxable at long term

capital gains rates instead of regular tax rates. Or it

can be rolled forward again to the next year (Paul, 1982).

The Treasury estimates that about $1.3 billion dollars are

lost this way and is asking for specific legislative

prohibition of the manuver (Paul, 1982).

Most would not disagree that the futures market should

not be used as a tax dodge, but there is concern that
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liquidity will be negatively affected by IRS efforts in

this area. ‘When speculators drop out.of the market it is

usually explained that there is a loss of liquidity.

Working (1970) explains the process like this:

. . . potential buyers, anticipating their needs

for pork bellies to process into bacon, also found

it advantageous to use the futures contract, for

the same reason. But potential buyers do not

automatically appear in such a market at the same

time that holders of the commodity want to make

a forward sales. The potential buyers are likely

to hold aloof for awhile, awaiting the inducement

(of price concessions. At this point, speculators

can find opportunity for profit by stepping in,

initially as buyers and later reselling to

processors or some other speculator (p. 23).

Since forward cash contracting has only been in

response to the creation of the futures market, and since

a futures market can only work well with speculative

interest, some way must be found to encourage more long

term speculative interest than now exists in the live hog

futures market. The decline has apparently been because

of government tax regulations.

Futures Versus Spot Price:

How reliably anticipatory is the futures price? This

is a critically important question to this study. That

is because, as will be detailed in Chapter IV, hog farmers

in Michigan, Iowa, and North Carolina look to the futures

as their primary forecasting tool.

Working (1953) found that futures do a good job of

forecasting. Table 3.1 shows the price the futures market

was predicting fifteen, twelve, nine, six, and three months
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prior to the June cash Peoria, Illinois price. Casual

inspection shows that the futures market is not an

outstanding forecaster during the past five years.

 

 

 

 

Table 3.1. Average of Monthly Low and High Prices for June

Hog Futures and June Peoria Cash Price

Futures

Futures Price Price Peoria

Year Prior to Delivery Year of Cash

Delivery Price

Year of April July Oct. Dec. March June

Delivery

1978 39.78 35.98 34.13 38.59 51.08 49.38

1979 44.53 47.80 43.64 46.47 49.20 42.22

1980 43.07 41.03 40.78 43.86 38.23 36.26

1981 44.00 49.01 56.65 57.64 46.71 49.46

1982 58.25 54.90 49.08 42.67 53.14 60.13

 

Martin and Garcia (1981) tested to see if lagged

futures prices are an unbiased predictor of cash prices.

flhey found the futures to be inefficient in this area.

They said that futures is neither a good forecaster during

unstable periods nor "a rational price formation agency."

Martin and Garcia come to their conclusion by checking to

see if lagged futures prices are an unbiased estimate of

cash prices. That is:
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CP(t) = A + BFP(t-i)

Where:

CP(t) = cash price at the time the contract matures

FP(t-i) a the futures price i months for maturity

If there is no bias, A should equal 0, and B equal

1; Martin and Garcia (1981) found such not to be the case.

Leuthold (1974), and Leuthold and Hartman (1979) also found

futures markets wanting in this area.

Whether tests like Martin's and Garcials are fair is

debated by some. Although not addressing himself

specifically to Martin and Garcia, Dewbre (1981) argues

that the appropriate question to ask is: Are price changes

which occur in futures markets (or are simulated by an

econometric model) in response totchanges in economic

information consistent with economic theory?

Dewbre argues, particularly with reference to storeable

commodities, that the futures should lead cash price through

the following mechanism: An increase in expected future

production means a lower futures price. Since futures price

helps determine how much stock is held, current stocks will

drop because the expectations of future profits are no

longer as great. This releasing of stock leads to more

supply in the current market and hence a drop in the spot

price. Increased consumption, because of the decreased

price, leads to less carryout of stock. This decreased

carryout means future supplies are less than originally

anticipated and hence the future price then rises. This
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moderates the original decrease in futures prices withthe

process continuing until a new equilibrium is reached.

Dewbre's objections to tests like Martin and Garcia's

seem valid in the sense that no price formation mechanism

‘will have perfect information. In December, one would

hardly expect July hog futures to reflect an extremely cold

spell in January which drops pigs saved per litter to 6.5.

We could only be critical of futures if futures price did

not respond as the cold snap occurred. The December price

for June futures can only attach some expected value to

price because of weather events. But if it is colder than

expected, the December predictor for June price will turn

out to be low, ceteris paribus.

The Efficiency of Futures:

The proper test of futures seems to be whether they

are efficient. The definition of efficient used here is

from the finance literature. The literature breaks

efficiency into»three levels: 1) Weak; 2) Semi—strong, and:

3) Strong.

Weak efficiency is when the price incorporates all

past price data.so that there can be no discernable pattern

in daily price movements. Semi-strong efficiency is where

all past price data and currently available public

information is incorporated into the price. Strong flown

efficiency is where all information, both public and

private, is incorporated into the price so that not even

insiders can make a guaranteed profit from trading.
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The tests of the weak efficiency hypothesis involve

checking to see if autocorrelation exists in the price

series. The residuals should be uncorrelated if all past

price information is incorporated into the current price.

If these tests are properly performed they should invalidate

many forms of technical trading

These tests nearly uniformly show that many technical

traders have no real reasons to do what they do. The

technical traders argue that their sophisticated trading

rules were not being adequately tested by the statistical

applications. So 'run" tests were devised to see if there '

was any pattern in the data. Without going into the full

arguments, it is sufficient to say that much of the

financial community, save for technical traders, now believe

that technical trading does not have a scientific basis.

Perhaps it should be parenthetically noted that there are

many technical traders who eat regularly.

The strong form hypothesis is thought here not to be

applicable to the live hog futures market. This is because

no company controls pork the way IBM, for instance, controls

a certain segment of the computer market. Inside knowlege

that Swift is about to introduce a new luncheon meat is

not likely to enable an insider to profit on the futures

market. The only exception to this would be that the demand

for the luncheon meat was so strong that it shifted outward

overall demand for pork. One other possible exception would

be USDA personnel doing futures trading on the basis of

prior knowledge of new breeding intentions or somesuch.
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Thus, semi-strong efficiency is the real matter of

concern. The traditional tests of this hypothesis have

examined how price movement occurs in response to new

information. If the price adjustment occurs during or prior

to the announcement, the market is said to be semi-strong

efficient. This approach could be used with futures. One

way would be a systematic examination of how futures adjusts

to breeding intentions reports.

Leuthold and Hartman (1979) , however, tested futures

performances against their own econometric model and found

futures wanting. Both Pasour (1980) and Panton (1980)

subsequently found Leuthold and Hartman's test wanting.

Their criticisms were similar to Dewbre's. Just and Rausser

(1981) later found futures to do a better job of

forecasting, in a number of instances, than wellknown

commercial econometric models. This was particularly true

for fluctuating markets like soybeans. In the more stable

markets like wheat, futures do not perform as well as

econometric models.

In the case of hogs, Just and Rausser (1981) found

that short term forecasts for hogs from the futures market

are better than the econometric services. The authors

speculate that this is because the futures market can react

more quickly to new short-term information. However, the

structural models of the long term econometric models are

probably better than the long term price discovery methods

in the futures market. The authors do note that the data



119

for' livestock performance is not really of adequate sample

size yet for firm conclusions.

Gray (1966), Tomeck and Gray (1970), Powers (1970),

and Peston and Yamey (1960) all found that futures do

promote intertemporal price efficiency. Helmberger,

Campbell and Dobson (1981), in their survey of the

literature for the AAEA, conclude there is enough evidence

on this point that "it appears that the time is ripe for

analysis examining situations that combine futures markets

and other mechanisms to facilitate intertemporal price

efficency" (p. 609). That, of course, is the whole point

of this research. .

There is no doubt that a lot of work remains to be

done in this area of market efficiency. But whatever the

conclusions, a Pork Contract Market would result in

improved price fomecasts if it brought more and better

informed traders into the contract marketplace.

Work remains to be done in the area of exactly how

futures might compliment product contracting. More

extensive surveys need to be taken of contracting firms

so that it can be ascertained what is happening in that

area.

Summary:

The futures market, like the spot market, developed

in evolutionary fashion. When the live hog futures market

developed, product contracts for hogs expanded along with
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the growth of futures. Hog futures which started in 1966,

have experienced steady growth, setting all-time volume

records at the time of this writing.

There is much debate in the literature about whether

hog futures are efficient in the sense that they incorporate

all relevant information into the price formation process.

IBut there is general agreement that futures do promote

intertemporal efficiency. Surely if a Pork Contract Market

could bring more and better informed traders into the

marketplace, forecasts would be improved.

Some scholars have used these ideas as the basis for

a call to create new institutions which, in combination

\ with futures, could further improve intertemporal

(efficiency. A PCM.might be one of those institutions.

In the next chapter how farmers and processors react to

the Pork Contract Market idea will be explored.



CHAPTER IV

FARMER AND PACKER ATTITUDES TOWARDS A

PORK CONTRACT MARKET

. . . his education had had the curious effect

of making things he read and wrote more real be

him than things he saw. Statistics about

agricultural labourers were the substance; any

real ditcher, ploughman, or farmer's boy, was

shadow. Though he had never noticed it himself,

he had a great reluctance, in his work, ever to

use such words as 'man' or 'woman.‘ He preferred

to write about ‘vocational groups,‘ 'elements,‘

'classes,‘ and 'populations' for, in his own way,

he believed as firmly as any mystic in the

superior reality of the things that are not seen.

C.S. Lewis

That Hideous Strength

The Survey:

The theoretical underpinnings of a Pork Contract Market

(PCM) have been established. But, if subsector

participants' attitudes about a PCM are unknown, it is

impossible to judge whether, or how to operationalize a

PCM. To acquire this knowledge, surveys of both farmers

and packers were done in the Spring and Summer of 1982.

The survey of farmers was a formal random mail survey with

follow-up telephone solicitation of non—respondents. The

packer survey was purposive and more open-ended.

121
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This chapter will report on the results of those

surveys, and the following chapter, Chapter V, will use

the results to suggest how a PCM might be operationalized.

The Sample:

Farmers were surveyed in Iowa, Michigan and North

Carolina to discover their attitudes about a (PCM). The

sample was spread both geographically and in terms of state

rank on the hog production list in order to get insight

into whether different production methods and different

areas of the country affected.attitudes towards

contracting. Iowa is the number one pork producing state,

raising about twenty-five per cent of the nation's hogs.

In 1980 Michigan was sixteenth on the state production list

and North Carolina was eighth.

Those sampled were members of their state pork

producers' associations. Both Iowa and Michigan Pork

Producers Associations sent a list of twenty-five of their

members after being furnished with a computer generated

random number list and instructions for drawing the sample.

The North Carolina sample of twenty-five was somewhat less

satisfactory. Association officials there said they could

not provide a sample from the actual membership list but

did provide a list of those members who attended their last

annual convention. A random sample was drawn from that

list.

Maximum effort was extended to try and get a more

satisfactory sample but it failed. Unfortunately there
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was not a list of all hog farmers publicly available from

which to draw a random sample. USDA maintains a list of

0.8. hog farmers for its survey purposes, but agency

personnel estimated that it would cost $20,000 to perform

the farmer survey. The cost was beyond the budget of this

research. The USDA does not permit non-agency personnel

access to the hog producer population list. So, a less

satisfactory sample had to be used.

In addition to the hog farmers, eight packers were

interviewed. The packers interviewed were non—randomly

selected by talking to knowledgeable industry personnel

and by reviewing trade publications such as National
 

Provisioner and other sources of information like Thomas
 

Grocery Register.
 

The Instrument:

Since the farmer questionnaire was designed to get

at attitudes toward and knowledge of contracting, it was

necessary'tOrask the kind of financially detailed questions

that respondents sometimes decline to answer (Lansing and

Morgan, 1971).) The financial questions that were asked

could be couched in generalities and were asked for the

purposes of correlation with variables concerning

contracting ideas. For example, it was more useful to ask:

'Is:more than.seventy-five per cent of your working capital

borrowed?” as opposed to ”How much working capital have

you borrowed?” It was originally thought that the most
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heavily leveraged would be those most interested in any

scheme which reduces uncertainty. They, of course, are

the ones least able to withstand outcomes with low incomes.

The questionnaire was pretested in personal interviews with

five Michigan farmers.

The packers' questionnaire was essentially the mirror

image, where appropriate, of the farmers' survey (Purcell,

1973) . This was done so it could be discovered where

farmers' and packers' attitudes and needs matched and where

they did not. Areas where no match existed, like contract

size, would need to be looked at with an eye for

institutional arrangements which eliminate the discrepancy

if a PCM ever was to be started.

A basic questionnaire was taken to each packer

interview. However, the interview was allowed to be more

open ended than the farmer survey. Packers were interviewed

in Michigan, Ohio, Illinois and Oklahoma.

The Response:

Fifty-one of the seventy-five farmer surveys were

completed either by return mail or telephone interview.

Twenty surveys were completed by Michigan farmers, eighteen

by Iowa farmers and thirteen by farmers in North Carolina.

Six farmers in the sample were found to be no longer in

the hog raising business or were only members of the

associations because of their connections with the industry.
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Along with the original survey went a signed typed

letter with a personal salutation explaining the need for

the survey. Also accompanying this original mailing was

{a five page description of how a contract market might

work. Copies of these three items are in Appendix A.

'Phis original mailing drew a response rate of slightly

more than one-lthird or twenty-six farmers. Post cards were

then sent reminding farmers that they had not filled out

the questionnaire. This action produced seven more

responses. Attempts to contact the remaining forty-two

farmers by phone were made. Six could not be contacted

but the remaining thirty-six were, some after as many as

three calls. This produced a total of fifty-one usable

surveys. Several farmers agreed to answer the questionnaire

questions by phone, but most declined since it was thirteen

pages long. However, those declining to allow completion

by phone agreed to mail it back save for two farmers. Not

all promises were fulfilled. But, during the course of

the survey, farmers made apparent the goodwill they have

towards land grant institutions and extension services.

Farmers who said they thought that contracting was a dumb

idea and that the survey was a waste of time, still filled

it out after being asked to do so. Only the two who refused

to respond to the survey were mildly abusive. One farmer,

who produces about seventy-two thousand hogs a year, even

called to inquire if he could be of any assistance in moving

the survey along.
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The goodwill that land grant institutions have should

be husbanded carefully. There is indication that all

universities receive higher response rates to questionnaires

than private or direct government agencies (Brunner and

Carroll, 1969).

A total of seventy-six per cent of the surveys were

either returned completed or found to have been sent to

inappropriate parties. Sixty-eight per cent of the mailed

surveys were returned filled out so as to be useful for

the analysis; seventyhfour per cent of the people who could

have responded with useful surveys did so. (Several feed

salesmen who somehow got into the sample were not

subsequently polled when their occupation was learned.)

A response rate of only twenty per cent to mail surveys

is commonplace and sometimes it drops below per cent (Kanu

and Berenson, 1975; Lansing and Morgan, 1971).

The Problem of Non-Respondent Bias:

Although the response to the survey was quite high,

eighteen producers did not respond to it. To what extent

do the non-respondents jepordize the randomness of the

survey and hence the ability to make inferences about the

population in those states sampled?

The simplest and most time honored way to handle this

problem is to assume the non-respondents have the same

characteristics as those who returned the survey. While

this is an often tried method, it is not necessarily a true

one. For instance, Neuman and Stephens (1982) criticize
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a number of studies of cOOperatives for making this

assumption. They think such an assumption produces work

of doubtful empirical validity.

If the assumption of similarity between those who do

and those who don't respond to the survey is unwarranted,

then the following bias can be introduced (Neuman and

Stephens, 1982; Kish, 1965):

Y = Y/N = W191 q+ sz-Z

Where Y is the population mean characteristic in question,

and W.l and 75.1 are the proportion of the sample responding

and the responding sample mean characteristic respectively.

Similarly W2 is the proportion not responding and Y, is

that portion's true mean characteristic.

The biasedness of ii, here RB(Y1), is:

 

 

_. Y1 "’ Y Y1 ' wly‘l ‘ w2Y2 ,4 Y1 “ Y2
RB (Y1): —:— a - a ' 2

y r Y

Researchers, who blithely assume that the

characteristics for both respondents and non-respondents

are alike, are essentially saying that both YE - Y2 and

W2 are small.

It is sometimes an unwarranted assumption as Neuman

and Stephens (1982) show. They sent mail questionnaires

to 241 cooperatives and later a follow-up letter. This

generated a usable response rate of thirty-one per cent.

The researchers then selected a random sample of twenty

per cent of the non-respondents for a telephone survey.
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They found that the cooperatives surveyed by telephone had

statistically significant different characteristics for

many of their variables. a

In this survey of hog farmers, records were kept of

who repsonded without prompting and who needed

encouragement. Thus it is at least possible to check if

there is a statistically significant difference between

the first and the second group. I

In comparing these groups none of the t statistics

:flor the relevant variables was significantly different from

another. Even the questions relating to size or production

showed no significant difference between means. For

instance, the t statistic for the number of slaughter hogs

produced was .06 which means the null hypothesis stating

that there is no difference between the two samples, can

not be rejected at almost any confidence level. Nor was

there a statistically significant difference on attitude

questions. For instance, on the matter of whether they

would be interested in using the contract market the t

statistic for the mean between the two samples was -.79.

Although a pooled variance could have been used on

most of the variables, only a few showed to be significantly

different in the variance but not in the mean. Therefore,

to be consistent, separate variances were used in all cases

for the analysis. Fully reporting the t statistics‘on each

variable would not pay dividends. But those wishing more
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information on the means of the two samples can inspect

Appendix C where the full print out of all the t statistics

is displayed.

What has all this shown? Are we on absolutely firm

ground if we claim that the non-respondents introduce no

bias as far as inferences are concerned? No. The test

we have constructed for assuming that the non-respondents

are the same as those who do respond would not pass Popper's

(1959) falsifiability tests. we have only shown tht there

is no significant difference between those who responded

promptly and the those who responded only with prompting.

But it you accept the possibility of reasoning by analogy,

we are certainly on firmer ground than those who just wily

nily assume that there is no non-respondent bias. Our tests

will still not convince the agnostic but perhaps others,

of not quite as exacting standards, will find that a good

faith effort has been made at least to indicatethat the

sample is not biased by non-respondents.

It has been shown that the null hypothsis —- that there

is no significant difference between the two samples --

can not be rejected. So we will assume that there is no

respondent bias. Given the tests that have been performed,

this seems to be a reasonable and better approach than some

of the ad hoc weighting schemes to control for

non-respondents (Lansing and Morgan, 1971; Kish, 1965).
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Sample Population Characteristics:

About sixty-seven per cent of the producers were farrow

finish operators, twelve per cent sold both feeder pigs

and slaughter hogs; fourteen per cent bought feeder pigs

and sold slaughter hogs and about eight per cent operated

feeder pig facilities.

Total confinement operations were the most popular

with fifty-three per cent of the respondents having that

kind of operation. Thirty—five per cent had

semi-confinement facilities and twelve per cent of the

farmers raised their hogs in either open lots or in the

field.

The number of slaughter hogs produced annually ranged

from less than 100 to 80,000 with a mean of 4,500 and a

standard error of a little better than 2,000. The median

number of hogs marketed annually was about 1,200. Farmers

in the sample marketed on the average of once every two

weeks but the range was from twice a year to every day,

'with the standard.sample error in the number of yearly

marketings being three.

About fifty-seven per cent of the farmers in the sample

relied on their hog operation for more than fifty per cent

of their income, with the standard error here being less

than nine per cent. But, in retrospect this question was

not carefully constructed to determine whether the farmers

considered corn crops as part of the hog operation. The

packers interviewed had a daily kill capacity ranging from
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1,600 to 40,000. All the packers' hog facilities

slaughtered only pork, a situation that would not have

existed twenty years ago.

The Survey Results:

Information about Time Limitations on Delivery for

Contracted Hogs: In order for contracting to work

smoothly, farmers need to know prior to breeding when their

hogs will be ready. By putting operations in a more

controlled environment, confinement production has reduced

uncertainty in production somewhat. Unfortunately there

is still a lot of biological uncertainty. Even with the

:move to confinement facilities, farmers do not show a great

deal of certainty about when the pigs from a sow or gilt

would be ready for market. About seventy—five per cent

of the farmers said\that prior to breeding they would need

at least a range of a month in order to be sure they would

have the pigs ready for market. About twenty per cent

believed they could tell within a week of when the hogs

'would be ready for market and four per cent said they could

estimate within two days. -

Even after the litter was weaned, farmers still

remained relatively unsure when the hogs would be ready

for market. Fifty-eight per cent of those answering the

question still said they needed at least a month to tell

when the hogs would be ready. About thirty-six per cent

felt they could tell within a week and seven per cent said

they could tell within two days.
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This is not as big a problem as initially

hypothesized. It was thought that because of the

coordination advantages, packers would want to know exactly

when they were getting the hogs at the time of contract.

But packers using contracting nearly universally said that

since they never expected to have all their production under

contract, they could easily work with a range of days for

delivery at contract time. Practices, of course, vary but

often farmers call a week before they expect to deliver

to let the packers know how they-are coming along and then

call again two days prior to delivery. Or, they may just

call four days before delivery, so long as they deliver

before the twentieth of the month, which is the day before

the futures contract expires.

Price Expectation: A relatively new institution

has apparently changed the way farmers form price

expectations. The futures market for live hogs, which has

only been in existence since 1966, is the most important

of the various sources of information available in helping

to form the price expectations of the farmers in the

survey. Of those who answered the question about how they

form price expectations, fifty-nine per cent said they paid

more attention to the futures price than any other factor

when making forecasts of future prices. Only eighteen per

cent said they do not pay attention to the futures price.

The remaining thirteen per cent of the farmers gave it

secondary weighting in their expectations formation

procedures.
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All the other methods of price formation fell far

behind the value of futures in the farmers"estimations.

This is significant in light of the poor forecasting

performance of futures. But readers may recall that hog

futures do seem to have a better short term forecasting

record than many of the commercial econometric forecasting

services (Just and Rausser, 1981). ‘

The price formation question gave farmers six choices

about how they form expectation. The choices were: 1)

A weighted average of past prices; 2) Futures market; 3)

USDA pig crop forecasts; 4) Extension Service price

forecast; 5) Own computer or calculator model, and; 6)

.Another method. Farmers were instructed to rank their

choices in order of the importance they attached to the

methods. A chart of the absolute frequencies of the

farmers' responses is in Table 4.1:
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Table 4.1. Absolute Frequencies of Relative Importance of

Information Sources Used in Formation of Price

Expectations

 

Relative Importance

Information Sources
 

 

First Second Third

A Weighted Average of Past Prices 2 5 9

Futures Market 26 6 2

USDA Pig Crop Forecasts 6 ll 8

Extension Service Price Forecast 0 1 3

Own Computer or Calculator Model 3 2 0

Another Method 6 1 2

 

This is not research into the formation of price

expectations, so it is not held that the above question

fully captures the way farmers form expectations. From

other work it.is known that farmers' expectations decisions

are quite complicated (Johnson and Quance, 1972; Darcovich

and Heady, 1956; G. Johnson, et a1., 1961; LeRohl, 1965;

Petit, 1964).

It is amazing that an institution, hog futures, which

only started in 1966 has already become so important in

expectation formation. Of course, it has an advantage over

the other offered choices in that it requires almost no

work to acquire that information.

The category labeled "other methods," which farmers

were asked to write in, contained mostly mention of either
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packers or other newsletters and consulting services.

Interestingly enough, most of the farmers in the survey,

as will be noted shortly, said they did not alter their

operations based on forecasts. In fact, most of the

confinement operators said they ran their operations flat

out regardless of their price expectations.

Price Forecasting Ability: Most farmers admitted
 

to a great deal of difficulty in predicting prices ten

months from now. Of those answering, a total of forty per

cent said their price predictions were sometimes off by

twenty—five per cent or more in that time period. About

seven per cent said they sometimes missed by forty per cent

or more. But forty-four per cent reported they usually

catch it between ten and twenty-five per cent. About

seventeen per cent of the farmers felt they missed their

guess by less than ten per cent.

Output Response to Price Changes: Neoclassical
 

economic theory suggests that as price varies, production

adjusts. But many farmers in the survey offered

confirmation of the overproduction trap theory (Johnson

and Quance, 1972). An astounding seventy-four per cent

of the farmers said they do not alter production in response

to price variation. The .05 confidence interval on this

response was only 1.6 per cent. This, of course, would

mean that these farmers do not believe the value of their

capital in use is ever less than salvage value. This may

mean the variation in supply comes from marginal operators
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going in and out of the business or it may mean that these

flat out farmers do not consider a five to fifteen per cent

change in hogs produced to be a significant change.

Sixty per cent of the farmers surveyed acknowledged

not always covering their variable costs. Several times

during the course of this research remarks were made on

the order of: ”We just can never out guess the market so

we run at capacity regardless." Producers who use this

rule are living very high on the hog right now but it also

means that they have recently come through two very rough

years.

Attitudes about the Cycle: But even with those rough

years immediately behind them, forty-one per cent of those

answering still felt that they were better off with the

cycle than without it. This was a sentiment that*was

sometimes expressed in personal interviews with Michigan

farmers.

Reg Cridler, a Rockford, Michigan producer of about

two thousand slaughter hogs a year, explained that the

really good times allow him to get enough capital ahead

to improve his operations. His wife, Diane, added that

the low end of the cycle forces inefficient producers out

of business.

Ivan Top, president of the Michigan Pork Producers

Association, has also long felt positively about the cycle.

”I used to say we could not live without the peaks so we

had to take the valleys. But I've been raising hogs for
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fifteen years and this is the longest I've been losing,"

said Top, referring to the two years of red ink entries

his ledger books acquired just prior to the last several

months of positive entries again.

"If anyone would have talked to me about contracting

a couple of years ago I would not have paid any attention.

But now I am at least willing to listen because I do not

want to go through another two years like I have just gone

through," Top said early in 1982.

Top, from Hamilton, Michigan, almost committed himself

to a major expansion of his facilities in 1981. He had

the building contracts in hand and the financing committed

but at the last minute canceled the construction because

of uncertainty about future prices.

But, although it was surprising that so many of the

surveyed farmers felt positively about the cycle, it should

be emphasized that 58.3 per cent of the respondents did

feel that the cycle was a hinderance in running their

businesses.

Ability to Always Cover Variable Costs: About sixty
 

per cent of the farmers felt that at the low end of the

cycle they could not cover their costs of production. How

closely all farmers monitor their costs of production is

a matter of some debate. Several of the packers interviewed

believed a sizable number of farmers often do not know their

costs of production.

Packers' views gain credence when one observes that

price has been as low as thirty dollars in the last two
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years and forty of the farmers in the survey said they

always cover variable costs. Surely not all of that group

were covering variable costs all of the time. During some

of that time grow margin per cwt. over feed cost was not

much above three dollars. Some farmers may cover their

non-feed variable costs with three dollars per cwt., but

certainly not all can do it. For instance, 1982 Michigan

State Telfarm records show non-feed average variable'costs

to be $9.10.

If you believe that variable production costs are

always covered, then the flat-out operation rule may be

economically defendable. And, to that extent, the direction

of the farmers' answers was rational when it comes to

deciding at what level to operate.

Changes in Production Based on Price Predictions: \
 

While an overall total of only twenty-six per cent of the

farmers said they change production levels based on price

predictions, eleven of the thirteen farmers who said they

did not always cover variable cost said they would change

production levels based on price prediction. The cross

tabulation Table 4.2 with row percentages is shown below:
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Table 4.2. Effects of Variable Cost Coverage on Willingness

to Change Production Based on Price Prediction

by Percentage

 

Sometimes Unable to Cover

Production Cost

Yes NO

********************************

i t *

Yes * 83 % * l7 % *

Change Production * * *

Based on Price ********************************

Predictions * * *

No * 53 % * 47 % *

* * *

********************************

 

One can see why the high degree of uncertainty about

future prices means that farmers may not pay as much

attention to what costs are. If you are unsure about

returns you can not really decide about incremental shifts

in production because you have only cost data and no revenue

idata upon which to make the decision. Therefore it may

be rational just to concentrate on making production as

efficient as possible and then, if in the long run average

you find yourself making money, expand your operations.

Ken Norton, a Michigan producer of about 1,700 hogs

a year explained that it is easy just to shove the hog

accounting reports in the drawer rather than spend the

evening studying them because right now he does not alter

production. Norton, who uses the Michigan State sponsored
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accounting system for farmers, noted that since he runs

his operation flat out, it does not really make any

difference what the costs are going to be once the hogs

are in the barn. Hogs weaned are basically hogs sold

because there would rarely be a situation that marginal

returns do not exceed marginal costs from that point on.

Norton said if he became involved in contracting he would

spend much more time analyzing costs because it would pay

him dividends. At present he sometimes thinks extra effort

spent acquiring information on costs is not worthwhile

because he is always uncertain about output price. Because

of the uncertainty about output price and high fixed costs.

resulting from confinement operations, he thinks his ”flat

out" rule is best.

First Awareness of Not Covering Costs: Of those

‘who said they were sometimes unable to cover total costs,

fifty per cent said they only became certain of this shortly

before marketing. Only eighteen per cent said they had

an inkling of this situation prior to breeding.

But the loss situation apparently did not too often

cause real financial difficulties for most of those in the

survey. Only thirty-three per cent reported they were ever

forced to ask to refinance a loan when such refinancing

was not originally planned.

Effect of Leverage on Refinancing:. Fifty-six per

cent of all the farmers who had more than seventy-five per

cent of their operating capital borrowed reported that they
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had to ask for refinancing of loans when they had not

originally planned on it. Only nineteen per cent of those

not so heavily levered reported ever asking for refinancing

when it was not planned. The correlation ratio (the portion

«of variance in the dependent variable explained by

independent variable) is .81 with percentage borrowed being

the independent variable. The percentage cross tabulations

(Table 4.3) are reproduced below.

 

Table 4.3. Effect of High Leverage on Unplanned Refinancing

by Percentage

 

More than 75% of Operating

Capital Borrowed

Yes NO

********************************

i * *

Yes * 56 % * 44 % *

Unplanned Refinancing * * 4

of Loan ********************************

t * *

No * l9 % * 81 % *

* * *

********************************

 

The mean number of years farmers had raised hogs in

the survey was 15.9 with the standard error 1.4. The

majority of farmers, sixty-one per cent, raised all their

corn for their hog production. The mean percentage amount

of corn for feed raised on the farm was eighty—one per cent

and the standard error was 4.2 per cent.
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Use of Contracting or Futures Market: The majority

of those surveyed did not ordinarily use futures or cash

contracting as a marketing tool. About forty-one per cent

of the sample had experience in the area, but only about

twenty per cent of the farmers were currently either hedging

or cash contracting.

Farmers were about evenly split among the eight choices

offered to explain why they did not contract. The choices

were: 1) Contracts too large; 2) Untimely contracts; 3)

Capital position large enough to absorb unhedged loss; 4)

Too time consuming or complicated; 5) Temptation to

speculate too great; 6) Dishonesty in those markets; 7)

Transaction costs too high, and; 8) Other.

A summary of the absolute frequencies of the farmers

who did not hedge or cash contract and their reasons for

not doing so is in Table 4.4.
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Table 4.4. Reasons for Rejecting Contracting

 

 

Reason Absolute Frequencies

Contracts too Large 10

Untimely Contracts 2

Capital Position Large Enough to Absorb

Unhedged Loss 10

Too Time Consuming or Complicated 12

Temptation to Speculate too Great 1

Dishonesty in Those Markets 4

Transaction Costs too High 8

Other , 10

 

Twelve of the nineteen farmers who said they sometimes

hedge said they have no rules for doing so. Most of the

rules of thumb for hedging were not well defined, like ”half

of production when futures are relatively high.” Some of

the replies indicated that the query, which was supposed

to elicite the rules of thumb used for future or cash

contracting, was not well specified.

But Dale Warsco, the president of the large White Cross

Farms in Windsor, North Carolina defined very specfic

rules. Warsco, who produces about 72,000 hogs a year,

indicated they do not pay much attention to price

(expectations but watch the futures prices compared to their

costs carefully to determine what they should hedge. White

Cross is always run at capacity.
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Although he sells hogs five days a week, he lumps

production into weekly groups. Each Tuesday he uses his

computer to print out his costs of production for each group

based on a hedged soy bean meal and corn price. If he can

net $2.50 cwt. on any of his groups, he hedges five per

cent of that production. At a profit of ten dollars cwt. he

is fifty per cent hedged. And if profit ever reached a

dreamed of twenty dollars cwt. he'd be one hundred per cent

hedged.

Market Channels: Only thirteen of the fifty-one

farmers used auction markets to sell any of their hogs.

Four farmers used that channel exclusively. Nineteen,

twelve exclusivelyy sold their hogs through non-packer

buying stations. Twenty~one, sixteen exclusively, sold

direct to packer buying station or gate. Two sold to an

order buyer. And, reflective of the demise of the terminal

market, only four buyers utilized this channel.

Farmers were asked why they used the marketing channels

that they did by offering the following choices and

instructing them to check all that apply: 1) Closest

outlet; 2) Best price; 3) Honestly treated; 4) Convenient

hours, and; 5) Other.

The number of farmers checking each choice is shown

in Table 4.5.
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Table 4.5. Absolute Frequency of Farmers Checking Reasons

for Selling in a Marketing Channel

 

 

Reason Absolute Frequency

Closest Outlet 24

Best Price 24

Honestly Treated . 10

Convenient Hours 18

Other 6

 

Price and convenience, as one would expect, were most

important. As one would also expect, this should mean that

if a contract market is able to enhance prices through a

more competitive market, farmers would use it. As has been

noted, when Ohio State ran.its electronic market there was

a price enhancement of about one dollar per hundred pounds

when compared to the normal basis between Ohio and Peoria.

But even then the big volume growers did not get on the

system, alledgedly because packers sweetened their private

treaty deals with these large farmers. When the market

collapsed, the larger basis reappeared and the largest

operator's private deal apparently became less sweet right

along with the increase in the basis.

About fifty-one per cent of the farmers surveyed judged

their relationship with their buyer so important that they

would continue to use that marketing channel even though
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they could get a slightly better price elsewhere. Only

eleven of the twenty-one farmers in the sample who did have

contracting experience said they felt it improved their

management ability.

Attitudes about a PCM: Farmers were then asked to
 

compare the Electronic Contract Market to their present

marketing chiannels.‘ Unfortunately not all the farmers

answered these questions, but of those who did sixty-three

‘per cent felt that an electronic contract market would

produce superior prices to their present system. Eighty

per cent felt they could do a better planning job with a

contract market. Enthusiasm for this answer should,

however, be tempered with the observation that a somewhat

lower percentage, fifty-two per cent, of those who had

actual contracting experience felt it improved their

abiltity to make managment decisions.

This is a problem. The whole idea of a PCM is that

it would enable farmers to obtain more reliable forward

prices and hence better match supply, given costs of

production, with demand. Were a PCM to be instituted, a

substantial educational effort should be made to show how

such an institution could improve management by generating

more reliable prices.

About eighty per cent of those surveyed felt that the

PCM would give them access to more buyers than are presently

interested in their products. But only forty-eight per

cent believed that the contract market could better reward

them for producing a superior product.



147

As evidenced by their previous answers, farmers in

the survey were mostly favorably impressed by the idea of

a PCM. But they did not think their fellow farmers would

be similarly impressed. About seventy-one per cent of those

answering believed that most pork producers would favor

the present system to a PCM. Likewise fifty-three per cent

believed that buyers would find the present system more

to their liking.

Sixty-five per cent believed that seller-buyer

cooperation is better under the current system than it would

be with a contract market. Sixty—nine per cent felt they

could more efficiently use their capital under a contracting

system.

But farmers split right down the middle on whether

they would be more satisfied if a contracting market was

added to they system. Somewhat paradoxically, seventy-four

per cent of the respondents said they would consider selling

a contract in a PCM if it ever was created. The .05

confidence interval for this statistic was only 1.1 per

cent. Only thirteen farmers or twenty-six per cent of those

responding concluded that they would not be interested in

a PCM.

Packers surveyed, for the most part, were lukewarm

towards the idea of a PCM. All but one said they would

look at a PCM to see if it could help them with their

procurement problems. But, it was said more in the spirit

of ”we will look at everything that comes along, on the
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outside chance that it can helprus," rather than with

enthusiasm.

Packer representatives like Leonard Haverkamp, Vice

President of Wilson Foods, felt a PCM would be redundant

with the current marketing. Haverkamp, an economist, felt

the only justification for a PCM would be that it might

tighten the discount off futures that packers currently

offer. He discounted the idea that a PCM would give them

*wider exposure to farmers interested in contracting, thus

increasing the coordination in the system.

iHaverkamp said the whole subsector, in his estimation,

would be better off without the cycle. But, he held out

little hope that this could be done, because he did not

think it possible to get significant numbers of farmers

to sign contracts prior to breeding.

Size was apparently not a significant factor in

determining how favorably farmers are disposed toward the

PCM idea. A slightly larger nominal percentage of large

farmers said they would be willing to contract, as can be

seen from Table 4.6. While the numbers are statistically

different, the spread is not large enough so as to cause

educational programs to be differentiated on size alone.
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Table 4.6. Effects of Producer Size on Contracting

Attitudes by Percentage

 

Small

Producer

Size

Medium

Large

Favorable Towards Contracting

Yes NO

********************************

i * *

* 71% * 29% *
* * *

********************************

i * *

* 73% * 27% *
* * *

********************************

* * *

* 73% * 22% *
* * *

********************************

 

One might intuit that highly leveraged farmers would

be most interested in contracting because of their needs

for consistent cash flow in order to keep bankers happy.

But there was not a dramatic difference between those who

had borrowed heavily and those who had not. Seventy-nine

per cent of those with more than seventy-five per cent of

operating capital borrowed said they would try a.PCM and

seventy per cent of those with .less than seventy-five per

cent of their working capital borrowed were equally

interested.

Only thirteen farmers concluded that they would not

be interested in a foward contracting market. They were

given the following choices for refusing to contract: 1)
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Spot price might be above contract price at marketing time;

2) Uncertain when pigs will reach market weight; 3)

Contracts might be unfairly enforced so as to give advantage

to the packer; 4) Contracts limit future actions, and; 5)

Other reasons.

The absolute frequencies of the number of times the

farmers checked those choices are show in Table 4.7.

 

Table 4.7. Absolute Frequencies of Reasons for Lack of

Interest in a PCM

 

Price Maturity Enforcement Limit Actions Other

 

 

Range of Time for Allowable Deliveries for Contracts:

Prior to undertaking the research it was hypothesized that

contracts would be more valuable to packers if they had

very tight delivery schedules. But the surveyed farmers,

for the most part, reported that they would be unwilling

to contract tightly’if a nine month contract was being

considered. If a contract called for delivery to be within

one day, only fourteen per cent of the farmers would be

willing to contract as much as twenty per cent of their

anticipated production. So, a contract that called for

delivery nine months hence to the day would not be very

successful.
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This is even more true if the amount under contract

increases. For instance, if the amount of production under

contract was sixty per cent, only six per cent of the

farmers would contract to within one day. If contracts,

however, allowed delivery within a seven day period of time,

a cumulative total of thirty per cent of the farmers would

be willing to contract sixty per cent of their production.

All farmers who were willing to contract would be willing

to contract sixty per cent of their production nine months

ahead if they were allowed a leeway of a month in delivery

time. 4

As noted earlier, it was at first hypothisized that

packers would value tight delivery specifications in their

contracts. Subsequent interviewing made it clear that

packers would pay no more for such a feature as long as

the farmer could keep them informed how production was

coming and give them a firm indication of when delivery

would be made a week or so in advance. Thus, farmers'

reluctance to tightly specify delivery dates does not

appear, at least initially, to be a serious impediment to

long term contracting. Several packers discounted the idea

that significant advantages could be gained from contracting

to smooth daily delivery.

This discounting is not supported by studies of

advantages gained from smooth flow of product (Schneidau

and Duewer, 1972; Holtman, et a1., 1974; Daellenbach and

Fletcher, 1971) . Nor does packer discounting fit with the
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long run idea that if plants had a dependable low variance

supply of products they could be designed with lower average

cost curves (Purcell, 1979). This idea was illustrated

in Figure 1.6 (page 43).

Bernard Ebbing, retired procurement manager for Rath

Packing in Iowa, said that managers are less than forthright

if they claim that hog delivery is not a real concern.

Ebbing further noted: “Watch what happens when it looks

like the procurement manager will only be able to fill a

five hour kill when the schedule calls for eight. I

guarantee you he will be out of the box with one dollar

tacked onto market price so that he can fill his kill.”~

Per Cent of Production Contracted: Even if the

contract was suitably specified, only oneqfarmer initially

was willing tOrcontract one hundred per cent of production.

A cumulative total of nineteen per cent were willing to

initially contract seventy-five per cent of their

production; fifty-eight per cent fifty per cent, and

eighty-five per cent would be willing to contract

twenty-five per cent. All of the forty-eight farmers

answering the question said they would be willing to

contract at least ten per cent of their production if they

did contract.

Despite the fact that early questions showed that

confinement raising has reduced uncertainty, farmers were

still for the most part afraid to contract before breeding.

7Asked when they would prefer to contract, most farmers said
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they would only contract after weaning. Sixteen per cent

said they would contract before breeding and a cumulative

total of forty per cent said they would contract after birth

'but before weaning. A.cumulative total of ninety per cent

said they would contract after weaning. Apparently it is

only after weaning that uncertainty about production is

fully reduced for most farmers. A month before marketing,

a cumulative total of ninety-eight per cent of the farmers

were willing to contract.

The biological uncertainty in hog production make

farmers wary. Harold Trimble, of Dexter, Michigan, said:

'I'm always afraid of not having the hogs ready when I need

them.”

Size did seem to have some effect on willingness to

contract before breeding. Only three of twenty—two small

producers were willing to contract then; none of the medium

sized producers, and five of the seventeen large producers

would contract then.

The cross tabulation (Table 4.8) shows the row

percentages by size on how long a contract farmers would

be willing to take.
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Table 4.8. Effects of Producer Size on Length of Contract

by Percentage

Length of Contract

Prior Only Only Month

to After After Before

Breeding Birth Weaning Marketing

****************************************

* 4 ‘ t n *

Small * '14 % * 23 % * 41 8 * 22 8 *

* * * t *

Producer **t*************************************

Size ,* * * t n

- Medium * 0 * 27 % * 73 % * 0 *

* * * t *

****************************************

* t * 1* *

Large * 29 % * 24 8 * 47 % * 0 *

* * i * *

****************************************.

 

Obviously if the PCM is ever to do anything about the

problem of cycling, it must cause a behavioral change in

the way farmers respond to prices. And the only way to

do that is to structure the PCM so that it can get at the

breeding decision. A contract taken three months ahead

of delivery may offer some coordination or pricing

advantages to either party, but it does not affect the

amount of pork coming onto the market.

Thus, if the primary goal of cycle dampening is to

be reached, farmers must be willing to contract nine or

ten months ahead of delivery. Contracts taken that far

ahead affect breeding decisions. That is, farmers taking

'contracts that far out should contract to the point that
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they are receiving no economic rent and then quit. Other

farmers would make plans according to that price if they

saw that it was reliably anticipatory.

If one of the goals of a PCM is to reduce the cycle,

farmers' ideas that nine or ten month contracts are too

risky because of biological undertainty must be dealt with.

Otherwise information can-not be forced into the system

which will alter farmer behavioral patterns enough to dampen

the cycle. Some way must be found to ameliorate this fear.

Recall that a majority of those who answered the

question said the cycle was a hinderance. This in part

explains why farmers reacted favorably to the idea‘of

contracting because sixty-nine per cent of the farmers

believed that a contract market would decrease the amplitude

of the cycle.

One of the major hypotheses of this research is that

if more predictable prices were generated then pig crop

variance would decrease. That is, farmers would see the

price they were going to be selling hogs for nine months

from now and act accordingly. But eighty-four per cent

of the respondents said they would not change their method

of operation if more predictable prices were generated.

This makes sense in the short run assuming farmers are

always able to cover variable costs. But in the long run,

with more stable prices, capital investment in the subsector

would adjust to a more efficient point. Whether the stable

price would be above (Johnson and Quance, 1972), or below
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(D. G. Johnson, 1948) , the current long term mean depends

on whose disciple you are. What is not arguable, however,

is the fact that if a PCM.dampened the cycle, capital would

be allocated more rationally than under the current system.

Under that circumstance, supply would be more nearly

harmonized with demand at levels which reflect production

costs. If this happens, the amount, given production costs,

by which the quantity supplied periodically misses quantity

demanded should be reduced.

But in any case, it should be noted that sixteen per

cent of the farmers did say they would use the predictable

price information for production plans. A ten per cent

change in year to year hog velume is unusual.

Operating Details of the Contract Market:

Ownershifi Fifty-four per cent of the farmers

thought the contract market should be owned and operated

by farmers. Only six per cent of the farmers wanted buyers

to take 'such responsibilities and only four per cent wanted

the government to do it. But thirty-one per cent wanted

a third party to do it. When they did specify which third

party, it was usually a joint organization of packers and

farmers.

Participation Requirements: Under some conditions

it might be necessary to require farmers to participate

at low levels in order to make the contracting market

successful. It would be extremely difficult at this time
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to get a mandatory system in the 0.5. Eighty-four per cent

of the farmers said they would vote against such required

participation. Attitudes could, of course, change

substantially with experience or information showing

significant benefits to participants.

Other Operating Details: Fifty-two per cent of the

farmers thought that pre-set penalties could handle cases

of non-contract compliance. Other ways of handling

non-compliance generated little enthusiasm.

Farmers felt strongly that contracts should be

inviolate except for acts of God or an uncontrollable

disease outbreak. Seventy-eight per cent thought acts of

God and sixty-seven per cent thought disease outbreak were

acceptable reasons for not meeeting a contract. In most

«of the current contracts there are no escape clauses except

to buy your way out of the contract by purchasing market

hogs. A few contracts do allow farmers to roll their

contracts a month ahead by paying whatever the difference

between their contracts and the futures price is. .AS‘Wlll

be shown, packers would probably demand such assurances

in any contract market.

Such requirements would be fine with Dale Warsco,

Windsor, North Carolina. He wrote: ”They should not be

allowed to cancel any contract. They can always sell out

of their position. There should never be any other way

out!!!"

Should a contract market allow the selling of contracts

in order to allow a farmer to get out of a contract?
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Theoretically, since the purpose of this market is to get

participants in the system who face actual market demands

and costs of supply, a secondary market that did not require

delivery would negate the PCM's purpose. If pure

speculators were involved, the market might end up being

somewhat redundant with the futures. The PCM market, of

course, would be intended to facilitate the delivery of

actual products and not the holding of contracts which is

what the futures market is designed to do (Working, 1954).

But farmers overwhelmingly wanted to be able to sell

their contracts. About eighty—five per cent thought it

‘was a good idea to be allowed to sell their contracts.

Upon reflection, there is no reason why others could not

be allowed to create an ad hoc secondary market in these

contracts so long as they intended to actually take delivery

or deliver the product. This presence in the market would

add liquidity and make both farmers and packers less

reluctant to take a contract initially if they knew that

they might sell it if some unforeseen event occurred. A

secondary market would assure that the relationships between

months stayed in line, although the futures-contract would

perfOrm this action for the most part.

For instance, a farmer holding a nine month contract

for four months could get out of it by selling it to a

speculator. The speculator in turn would purchase a five

month contract from another farmer so the speculator could

fulfill the original nine month contract. A speculator
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of course would only undertake such an action if there was

a chance to make a profit between the contract that was

originally taken nine months ago and the new five month

contract.

Contract Size: At this point the scale of most hog

farms is not large enough to make the standard Chicago

Mercantile Exchange contract attractive to most farmers.

The standard contract is for 30,000 pounds. Some packers

offer 15,000 pound contracts which they hedge on the

Mid-American Exchange or else just comingle their smaller

contracts so as to»meet the 30,000 Mercantile Exchange

requirements. If they end up with a split contract at the

end of the day they figure that is not too much risk to

face.

Farmers in the survey showed a marked preference for

contracts of 15,000 or 5,000 pounds. Thirty—five per cent

of the farmers wanted 15,000 pound contracts or about

sixty-eight market weight hogs. Forty-four per cent wanted

5,000 pound contracts or about twenty-three market weight

hogs. Twelve per cent wanted contracts of 1,000 pounds.

Only eight per cent found the standard 30,000 pound contract

acceptable. Thus, a cumulative total of ninety-two per

cent of the farmers wanted a contract that is smaller than

the Chicago Mercantile Exchange»offers. While it*was

earlier learned that farm size does not make a dramatic

difference in contracting attitudes; it is, as you would

suspect, crucially important in determining attitudes about
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contract size. No small producers were interested in 30,000

pound contracts and no medium or large producers felt

contracts of 1,000 pound increments would serve their

purposes. The cross tabulation table (Table 4.9) with

respect to farm size and contract size preference is as

follows:

 

Table 4.9. Effects of Producer Size on Contract Size

Preference by Percentage

 

Size of Contract in Pounds

30,000 15,000 5,000 1,000

****************************************

t i t t *

Small * 0 * l9 % * 52 % * 29 % *

* * * * *

Producer ****************************************

Size ' * , * * * *

Medium * 10 % * 40 % * 40 % * 50 % *

i * t t t

*********t******************************

t t * * *

Large * 18 % * 53 % * 30 % * 0 *

* * * t *

****************************************

 

The mirror image survey revealed a major difference

between packers and farmers as far as contract size is

concerned. All packers preferred to deal only in contracts

of 30,000 pounds and seventy—five per cent of the small

producers preferred contracts of 5,000 pounds of less.

Because a large number of contract size variations

complicates the system and increases per unit cost, the

decision could be made to eliminate the smaller size
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contracts. This could be done particularly on the grounds

that it is the large producers who can produce the volume

sufficient to cover the overhead costs of running the PCM.

The Ohio State HAMS system did not succeed in part

because it failed to induce the large producers to use the

system consistently. There were, of course, other reasons

for its failure.

Allowing contracts of only 15,000 pounds or larger

would simplify the system. A simple system probably has

a better chance of success than one that is complicated.

But such ”simplification" means smaller farmers probably

would not participate and that is a matter of concern.

This concern is based on two observations. The first

observation is based on equity grounds. It is perhaps the

small farmers who most of all need the help contracting

can offer. The second reason to include the smaller

contracts is because of a PCM long range goal of dampening

the amplitude of the hog cycle. If small farmers provide

a significant number of the marginal hogs necessary to swing

the cycle, then it is quite important to get them involved

in the system in order to reduce the swing. This issue

will be dealt with further in Chapter V.

Already institutions have appeared to bridge the gap

between small producers and large contracts. This perhaps

explains the phenomenal success of Refco Foods; Ltd. in

Chicago. Industry sources usually point to this

organization as doing more contracting than any other.
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Of course there is no way to know that for sure because

there is no data collected in the area.

Refco's success is probably due to its willingness

to take just about any size contract. This rather strong

anecdotal evidence strongly backs the farmers' survey

statements that smaller contracts than are being offered

on the Mercantile Exchange are important to them. Refco's

success comes despite demanding a generally larger discount

off futures than their competitors do.

Four of the packers interviewed expressed reluctance

to deal with contracts smaller than 30,000 pounds.

Companies like Refco would have a role to play as the

contracting system evolves. /

Grading: Grading is also a critical question. If
 

unseen animals are sold by contract, grading must offer

assurances of the quality of animals to be delivered. All

livestock varies widely in amount of usable meat as well

as the quality of the meat. Because of this variation it

was long thought that livestock could not be traded on the

futures. That carnard has been laid to rest, but it is

an article of faith among traders in livestock that the

buyer wants to be able to I'eyeball" the stock being

purchased or else know and place confidence in the seller.

This is one of the reasons personal relationships are

important in the livestock industry. But electronic markets

have shown that livestock.can be traded by description.

USDA, of course, has Number's One, Two and Three grades

for hogs. And the Mercantile Exchange uses those
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standards. The USDA grades are based on a sliding scale

relationship between backfat and weight. An experienced

grader can do a pretty good job of grading hogs to USDA

standards simply by eyeballing them, The judgement is made

by evaluating the backfat in relationship to the hog's

length or weight and degree of muscling.

But there are several‘problems with the system. First

there can still be tremendous variation within the Number

One category. Some hog carcasses will cut out as high as

seventy per cent or better in the four best cuts and they

are paid at the same rate as a fifty-three per cent hog

because both are defined as Number One hogs. Cutout is

(defined as the portion of a carcass that is ham, loin,

picnic and Boston butt. At today's prices such a difference

in cutout can make a real difference in profit. This

problem will be more fully discussed in Chapter V.

Secondly, graders do not always grade accurately.

Because of these problems some companies use their own live

grading standards which are usually a variation of USDA

grades. For instance, some companies split the USDA Number

One category into three categories. Most industry experts

agree that the preferred way to grade a hog is after it

has been killed and while the carcass is still warm.

This method of rail grading is used in Canada but it

is only beginning to catch on here. One of the problems

is that technology still has not advanced far enough so

that backfat on the carcass can be measured easily in a
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production situtation. Several companies are marketing

either mechanical needles which go through the backfat but

stop at the meat or ultra sound devices that measure backfat

by taking into account the different density of backfat

and lean meat. But nearly all company executives said that

neither of these methods have worked well so far inia

production environment.

But even if carcass grading is the better method for

Idetermining carcass value, it is not a method that has

gained wide acceptance. Farmers sometimes mistrust such

schemes because they usually will not be able to watch their

animals being graded. They can at least usually know

immediately how their live animals are graded.

This mistrust is reflected in the fact that forty-nine

per cent of the farmers wanted the current USDA live

standard used in the contract market grade requirements.

But thirty—seven per cent did opt for carcass grading.

The experience at Kahn's in.Cincinnati shows that

farmers do come to trust a grade and yield program. When

Kahn's started its contracting program in 1981, only ten

per cent of the contracts were under grade and yield

specification -- the rest being live graded. By the end

of 1982, virtually all of the contracts were on grade and

yield.

'All the packers interviewed agreed that there would

be some grading standard that they could use. The subsector

now has a hodge podge of grading standards with some
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companies having their own. Packers seemed fairly

indifferent to whether grading was live or carcass. But

if they had their choice, most would opt for carcass

grading.

Again, farm size did relate to ideas about grading.

Only twenty-three per cent of the large producers were

satisfied with the USDA standards, while sixty-eight per

cent of the small producers thought the USDA standards were

the ones to use. Fifty-five per cent of the medium

producers' preferences was for the current USDA standard.

Forty—one per cent of large producers preferred carcass

grading; thirty-six per cent of the medium sized producers,

and thirty-three per cent of the small producers felt the

same way.

This indicates that there-is a recognition on the part

of many farmers, particularly the larger hog producers,

that current standards are inadequate. Packers' and

producers' organizations are currently jointly considering

these problems of pork value and grading standards.

Of course, exactly what the quality of the pork will

be when it is being raised, or prior to breeding, is

somewhat difficult to gauge. Most contracts now just call

for hogs to be One's, Two's or Three's with not more than

twenty per cent being Three's. And if there are excess

Three's, a discount of some sort is applied.

An electronic market would have the possiblity of

negotiating the discount with every contract settlement.
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However, this temptation to exploit the limitless

possibilities of the computer is probably best avoided.

Users of some of the failed electronic systems have

complained that the systems were made too complicated.

For whatever the reason, most farmers wished that the

discount factor be set beforehand and periodically

reevaluated. Only twelve per cent thought it should be

part of the negotiation process. About sixty-eight per

cent of the farmers felt that a joint-committee of packers

and producers should negotiate the discount and periodically

meet to decide if it should be changed.

Summary:

Farmers were willing to use a PCM, but they, for the

most part, did not see it as producing information which

could be used to plan production. Packers were lukewarm

to the idea of a PCM, but only one of the eight surveyed

was openly hostile to the idea. The subliminal feeling

produced from the interviews was that packers felt such

an idea could not really improve upon their current

procurement procedures.

Farmers were reluctant to contract prior to breeding

decisions if the contract called for delivery within a range

of a few days. But they were more willing to contract if

the nine month contract called for delivery anytime within

a month.
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Packers said that such loose delivery dates wouldpose

no problem for them in as much as that is the way the

current contracting system works. But the question does

(arise‘whether packers are not too heavily discounting the

coordination advantages that could accrue from a system

that has substantial amount of contracting in it.

The majority of farmers felt the PCM should be farmer

controlled. But they were overwhelmingly against required

farmer participation. There was a mismatch between the

size of contract the farmers wanted to sell and the size

packers wanted to buy. The simple majority of farmers

jpreferred that contracts be sold on live grade basis,

although large producers did prefer carcass grading.

Packers did agreed that ‘it would be possible to set up one

grading standard that would suit all of their purposes.

They said they could use either a live or carcass grading.

system, but if there was a preference specified it*was

usually for the carcass system.

In Chapter V the findings from the survey, in

conjuction with the work done in the first three chapters,

will be used to design the rules for a PCM.



CHAPTER‘V

THE RULES FOR A PORK CONTRACT MARKET

The ways a pork Contract Market (PCM) could improve

coordination and dampen the cycle have been specified.

Knowing that a PCM could do these things obviously is not

enough to make it happen. An idea for insititutional change

that improves performance may be theoretically correct.

But, it may never be instituted successfully if the rules

for operation do not produce incentives to make the system

work and if the social movement, which supports the

intitutional change, has not taken place. Usually this

means that the changes produce added income streams for

system participants. Thus they will support the new

institution.

This research has examined the evolutionary path of

institutional change in the pork subsector. There is no

reason to believe that future changes will not come in

similar evolutionary fashion. The emphasis of this chapter

will be on creating the evolutionary path that leads to

a workable new institution that can sustain itself.
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Purcell (1983) lists the following steps as necessary

make an electronic market successful:

The people and institutions who will use the system

must be involved in its development.

The system must be kept simple. Temptations to exploit

all the capabilities of the computer should be resisted.

Strong educational effort must be made to make sure

the system is understood. Understanding will resist

uncertainty. Understanding will reduce uncertainty

and, in most cases, resistance to the institutional

change.

Institutions that are part of the current marketing

structure must be involved. These institutions can

in turn guarantee performance.

If existing instituions can not or will not guarantee

performance, then a separate system of performance

guarantees must be created.

If an existing institution will not fill the role, then

a new selling agency must be created to handle the

transactions between buyers and sellers.

The system must be fully tested before the actual market

use of it is made. At the first attempt a few parties

must be committed to giving it a try.

The creator must be patient and make sure of financial

staying power to withstand some setbacks because

”institutions change slowly.”

Many of Purcell's steps apply equally to the creation

a PCM. Since it is likely that a PCM would be instituted

conjunction with an already existing electronic market,

least a few the problems Purcell mentions will already

be solved. But in some of problem areas it will be

necessary to start over again. For instance, the people

who use a PCM.must be involved in creating it. The primary

task of those creating it will be to design the rules for

the PCM.
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The "rules of the game" are surely just as important

as the theory in determining institutional success.

Rules for the PCM will need to determine: 1) Whether hog

farmers and packers would be required to participate to

some degree. (This rule will affect other rules also. If

voluntary participation is chosen, other rules will have

to be designed with free rider problems in mind.); 2)

Ownership of the PCM; 3) Who should be allowed to buy and

sell contracts; 4) The size of contract; 5) How hogs

contracted should be described and graded; 6) Under what

conditions contracts can be cancelled; 7) Whether a

secondary market in the PCM should exist; 8) The kind of

information generated by the PCM and who should have access

to it; 9) The discounts and premiums for hogs that are not

(of the exact quality the contract specifies; 10) The method

«of price negotiation used to sell the contract; 11) Whether

transportation for the contracted hogs should be arranged

by the system; 12) How far ahead contracts should be let

and how variable in length they should be; 13) Over how

wide a geographical area contracts should be sold; 14) How

tight, in terms of days, delivery of a contract must be,

and; 15) The devices used to put buyers and sellers of

contracts in contact with each other. Cost of these devices

is also an important consideration. This chapter will

recommend appropriate rules in these fifteen areas. The

recommendations will be based primarily on the research

exposited in the previous four chapters, but additional
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information on the new electronic spot markets also will

be included.

1) Mandatory Participation:

Mandatory anything is repugnant for most Americans.

IFarmers showed themselves to be overwhelmingly against such

requirements for the PCM. In fact, since eighty-five per

cent of the farmers in this study were against such a

requirement, it might be impossible to get them to vote

for it even if it was shown that that would be the only

circumstance under which it would be possible to set up

a.PCM.

(Of course, many things are mandatory because it is

not practical to have it otherwise. These rules are to

eliminate free riders which make operationalization

impossible or else to capture economies of scale.

4 Initially it was thought that it might be necessary

to spread a high fixed-cost PCM over a large volume in order

to get a unit cost that is competitive with other forms

of marketing. Fortunately, as will soon be illustrated,

as long as a time share computer system is used, there are

not tremendous scale economies beyond a certain minimal

volume.

While economies might not require mandatory

participation, it should be noted that the higher the volume

offered on the PCM, the higher the packer interest.

‘Further, there will need to be concerted action on the part



172

of producers. They must decide to use the system or else

private treaty contracts might be prevelant enough to break

the system apart. It was for this reason that the spot

electronic market in Ontario, Canada was made mandatory.

In Canada, even if a packer owns a production facility,

the hogs must be offered for sale to all bidders and can

not be moved directly to the packer's plant.

Although it can be established that large volume is

not necessary to make a PCM feasible from a cost point,

a low volume will not dampen the cycle as much as larger

volumes. In the 0.8. if the system is not made mandatory,

there would be free riders. This is a case where free

riders would not be the total anathmema they normally are.

It is hoped that those not using the PCM would still use

the PCM price generated information to make production

plans. In any case, they should be offered inducements

to use the system.

Further, since many packers' volumes do not vary by

:more than fifteen to twenty per cent, coordination

advantages from contracting start to occur at fairly low

levels. Contracting levels of twenty per cent should be

adequate to prodce some coordination advantages between

jpackers and.farmers. If a voluntary system could be gotten

to this level of contracting, then the ever increasing

advantages from contracting might be enough to encOurage

ever more contracting on the PCM.

Recommendation: Make the PCM voluntary but work

hard at combining it with incompatible use goods so as to
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cut down on the amount of free riding (Schmid, 1978). If

experience shows that a voluntary PCM can not get enough

participation to be effective, then perhaps a mandatory

system should be considered.

2) Ownership of the PCM:

Fifty-one per cent of the farmers surveyed responded

that farmer organizations should own the PCM. But,

significantly, thirty-one per cent checked the ”other”

category box and usually indicated that they meant a joint

organization of packers and farmers. But none of the

packers expressed a desire to help organize the market by

expending funds towards such efforts.

Discussion of ownership of the PCM may be a moot point

since it is most likely that a PCM would be done in

conjunction with an already existing electronic market.

If that happens, the ownership of the PCM, by default, would

almost certainly be the ownership of the electronic market.

Because of costs, the only practical alternative would

be if a separate PCM organization rented time on the

electronic market association's network. Only if all

electronic marketing organizations rejected the idea of

putting a PCM on their networks would investigation of a

unique system for the PCM be worthwhile. The section on

the cost of a PCM in this chapter will make plain the

tremendous economies of going with an already existing

system.
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It should be noted that electronic marketing

organizations may not be immediately receptive to the idea

of a PCM because in some instances organization members

are not favorably disposed towards contracting.

Agricultural electronic markets are most often owned by

farmer marketing organizations. Some of these

organizations, a co-op livestock dealer for instance, see

the current contracting system as a threat. Currently

whenever packers get a substantial portion of their

production under contract they reduce the number of animals

they buy in the spot market.

This means that ever less volume moves through the

spot market system. Because demand is less, some of the

organizations contend that prices are lower. It should

be noted that whether this is really true depends on the

relative shifts in spot supply and demand and whether the

spot demand elasticity is greater than supply elasticity.

The private treaty contracts may shift spot demand backwards

but then they also shift spot market supply in the same

direction.

It will need to be emphasized that the contracts would

be continuously let on a daily basis in a transparent

market. This competitive price determination should

overcome many of the objections to current contracts.

Prices would be determined.as they are in any well

functioning market. Showing that even with contracts there

will still be assembly functions, should decrease these
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organization's objections to a PCM. It is undeniable,

however, that some functions may be eliminated. But, the

nimble dealer would be able to find a niche to fill in the

new system.

The National Electronic Marketing Association (NEMA)

in Christiansburg, Virginia, probably has the best chance

of any currently existing organization to operationalize

an electronic spot market for hogs successfully. It will,

therefore, pay to look at their emerging structure. If

they are successful with a slaughter hog auction system,

that would be the logical place to piggyback a PCM. Hence,

NEMA ownership would likely control the PCM.

NEMA was started in conjuction with Virginia Tech and

USDA. It is being turned into a farmer controlled.

organization with transfer of ownership to a jointly held

stock corporation backed primarily by National Producers

Livestock Association, Denver, Colorado. National Producers

is owned by twelve marketing agencies and six agricultural

credit organizations.

NEMA has already experienced success with the

electronic auction of lambs and hopes to have an electronic

auction for slaughter hogs going in 1983. NEMA backers

feel that one of the reasons the HAMS project of Ohio State

*was not eagerly embraced by packers is that it was harder

for packers using the electronic system to assemble full

semi-loads than it was using the current system.

To eliminate that problem, this time around the

organizations plan tc>offer mostly semi-sized loads‘of
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40,000 to 44,000 pounds. The organizations initially

involved in creating the Computerized Slaughter Hog

Marketing System are: Equity Producers Association in

Wisconsin; Michigan Livestock Exchange; Interstate Livestock

Producers Association in Illinois; Producers Livestock in

Indiana, and; Souix City Producers in Iowa. These

organizations hope to sell ten million hogs a year. They

will assemble the semi-sized loads by comingling farmers'

hogs.

If their electronic spot market for slaughter hogs

works, and if these organizations then buy the idea of a

PCM, it would mean the PCM could start with very strong

institutional support. Some of the owners of NEMA are large

enough to be strong factors in the market. But NEMA's

emerging structure has pitfalls also. Although NEMA's

charter states that it must offer its services to anyone

who wants them, NEMA's owners are not likely to push that

idea.

For instance, in Michigan, Heinold and Michigan

Livestock are competitors. Michigan Livestock would not

mind stealing a march on Heinold by being able to offer

farmers a marketing channel that Heinolds does not have.

But since Heinold is a strong market factor in Michigan,

the NEMA would be stronger if both organizations were using

the Computerized Slaughter Hog Marketing System.

Tom Reed, Michigan Livestock manager, said he

recognizes this and hopes in the long run that Heinold will
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get on the system. NEMA will need to entice all competitors

in an area to use the system. All farmer representative

particpants should eventually realize that the system will

be stronger if their competitors sell on the PCM also.

It should be clear that the more volume the market carries,

the more packers will use it.

Assuming the exclusion problem is surmounted, then

an organization like NEMA would be the logical place to

try and start a PCM, The electronic markets that have been

successful are producer owned and it is unlikely that

packers would be willing to support such a market with their

money, particularly if they feel they have some market power

with the present system. But if the PCM can provide

contract hogs to packers in a reliable easy-to—use manner

and, if past history is a reliable indicator, the packer

will use the system.

Recommendation: A producer organization should own

the PCM. But, they must encourage all packers and producers

to use the system. The form of producer control may be

predetermined if the PCM is set up in conjunction with an

already existing electronic market.

3) Certification:

Who should be allowed to contract? Obviously the PCM's

integrity depends on the ability of system participants

to meet contractual obligations. In most contracting there

is some sort of institutional arrangement that insures this
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integrity. In construction contracts, builders are often

required to post a performance bond. With futures, the

margin account basically serves this purpose.

Recall that farmers surveyed felt that the best way

to enforce the contract was with agreed upon penalities

included in the contract. But they were of mixed opinions

about who should contract. Thirty-one per cent thought

anyone who wanted to contract should be allowed to do so

and a like percentage thought it should be limited to only

those who have been certified by the PCM board. The

remainder were split among variations on those choices.

Those who said anyone should be allowed contract may

have been motivated by concern that qualified producers

be precluded. from contracting just because of prejudicial

treatment by those doing the certifying. While this is

a laudable concern, too much concern in this direction could

undermine the PCM. The system would be quickly destroyed

by non-delivery on contracts and that could happen if

unqualified producers were allowed to contract. On the

other hand, a full scale certification seems unnecessary.

The current contracting system functions without

certification, but both parties know each other. This would

not be the case with a PCM.

Perhaps a compromise between complete certification

or no one being excluded from contracting would be best.

If a farmer desired to do contracting directly from the

farm, then an agency of the PCM could certify the farmer

as being able to meet contractual obligations.



179

But it is assumed, at least in the beginning, that

most farmers would not be contracting directly from their

farms, but rather have a local assembly point offer their

contracts. Only the largest farmers would probably be

willing to bear the expense of installing a terminal in

their homes. Farmers who have already purchased

micro-computers with modems and the right communications

package could get on the system without much additional

expense.

It could be the assembly points' responsiblity to

screen all of the farmers wishing to contract through them.

If the assembly point was convinced that the farmer was

a reliable producer then the farmer‘s contracts should be

offered for sale through the assembly point. If the farmer

did not meet.the contract, both the farmer and the assembly

point could be made legally responsible. The farmer and

the assembly point could work out the considerations

necessary to induce the assembly point to do this. Assembly

points would have the incentive to bear this risk since

a contract signed through them guarantees volume moving

through their yards and hence commissions. It means that

much less pressure to get out and beat the bushes for spot

market transactions.

The current contracting system requires no performance

bond and it seems an unnecessary expense to require it in

a PCM. Prestated penalities such as having to buy out the

contract with the purchase of spot market hogs for delivery
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could effectively handle the problem of non-performance.

But an extensive education effort on the inviolatability

of the contract would need to take place. This would guard

against the courts being resorted to as a mediator of

disputes in all but the most flagrant cases.

Recommendation: If an assembly point judged a farmer
 

responsible to contract, then the farmer could contract.

In case of non-contract compliance from the farmers' side,

the assembly point would bear a secondary responsibility.

That is, if the farmer did not make the deal good, both

the farmer and the assembly point could be sued. But,

prestated penalties would avoid court action in most cases.

In the case of a farmer wishing to contract directly,

an agency of the board would have to certify the ability

of the farmer to meet commitments. The 'same agency of the

PCM would also need to certify the credit worthiness and

performance of all those wishing to buy contracts.

4) Size of Contract:

From the survey, it is known that the smaller firms

prefer smaller contracts, five thousand pounds or less.

We also know that packers prefer to deal with thirty

thousand pound contracts because hedging on the Mercantile

Exchange is facilitated. We know too that nearly all

packers will hedge their contracts. This is because one

of their greatest fears is paying a cash price substantially

different than their competitors. Of course they would
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love to pay a lower price. But, they will not take the

risk of paying a higher price than their competitors because

of low margins in the packing business. As noted earlier,

nearly all the packers said that they were margin killers

and not price risk takers. By hedging their farmer

contracts with the sale of a futures contract, price will

vary approximately the same as their uncontracted

competitors. Thus, at the time the contracts are delivered,

they end up paying approximately the same price as they

would have in the spot market.

iEven producers of more than two thousand head annually

had a preference for contracts of fifteen thousand pounds.

However, about eight.per cent of this group had no

objections to dealing with thirty thousand pound contracts.

There is an obvious mismatch here between packers'

and farmers' desires as far as contract size is concerned.

The mismatch would be even greater if packers had their

preferences. The packers' preference for thirty thousand

pound contracts is only because that is the way the contract

on the Chicago Mercantile Exchange are specified. Some

packers would prefer that the contracts were actually in

the neighborhood of 42,000 to 44,000 pounds. That way

contracts would nearly match the net weight of a

semi-trailer loaded with hogs. But packers, of course,

will not move to that size contract unless the Mercantile

Exchange also offers such a contract. Some packers are

trying to get the Exchange to move contracts to a size that

more nearly matches a semi—load.
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The current contracting system, as earlier pointed

out, is groping towards a solution to this mismatch. Some

companies, like Refco, are currently willing to take nearly

any sized contract. Usually the smaller the contract, the

larger the discount from futures price. These small

contracts are usually comingled so that they can be hedged

on the Mid-American or Mercantile Exchange. But since these

contracts are often just hedged and not sold to packers

in their comingled form, the coordination advantages of

contracting disappear.

In order for a PCM to overcome this mismatch in

desires, smaller contracts than what packers are interested

.in will have to be offered. Offering these smaller

contracts will increase the cost of operating the system

somewhat, but the more important concern is that the small

contracts be put on the system in such a way so as not to

kill the packer's interest in the PCM. If packers have

to sit through the auctioning of many six thousand pound

contracts they might lose interest in the system. The best

way to surmount this problem would be to allow contracts

of a certain size to be traded each day at a certain time.

Assuming the contracts would operate in conjunction

with an electronic spot market, the PCM could start' after

the close of the cash markets for the day. For instance,

the pattern could be that for the first half hour only

contracts of five thousand pounds are traded, the second

half hour only contracts of fifteen thousand pounds and
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during the final half hour contracts of thirty thousand

pounds are let.

If such a system were set up, then most likely

companies like Refco or the private or cooperative livestock

exchanges. would be the contract buyers of the smaller

contracts. The per unit price on these contracts would

be lower than per unit on the thirty thousand pound

contracts. This differential is what would induce buyers

to take the contracts and assemble them into thirty thousand

pound lots which they could in turn sell to the packers.

Of course, if they were risk takers, these buyers of small

contracts could '90 naked" or if they believed there was

an opportunity for a basis profit compared to the option

of selling direct to the packer, they might directly hedge

their comingled smaller contracts on the futures market.

Ideally though, because of the coordination advantages,

packers would be willing to offer these intermediate

companies higher prices than could be gotten by hedging

the comingled contracts.'

Holder (1970) thought contracts should be specified

in terms of head. At that time, contracting was just

getting started and people did not yet have experience*with

it. Subsequent evolvement has shown that contracts

specified in pounds do work. Wherever the PCM can follow

the current contracting system without significant cost

it should do so because that will make operationalization

of the PCM that much easier. Of course, when contracts
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are specified in terms of pounds, it is extremely difficult

for farmers to deliver exactly the contracted amount since

hogs do not come in one pound increments.

There are several ways to handle this. One is to allow

the delivery weight to be plus or minus five per cent with

appropriate adjustments based on the contract price.

Another would be to require that at least the amount

contracted be delivered and then pay for any excess at the

current cash price. There are contracts in the market

currently that use both of these methods.

This detail seems to be fairly unimportant. What is

important is that the method for handling small variations

from the specified. contract weight be detailed before the

letting of the contract.

Recommendation: Specific size contracts should be
 

traded at specific times of the the day. The first contract

should probably be about sixty-five hundred pounds, since

that matches the twenty-eight to thirty pigs that farmers

can get into their farm trucks or fifth-wheel type

trailers. Succeeding contracts could be thirteen thousand

or fifteen thousand pounds and thirty thousand pounds.

If the futures market moves to a larger contract than thirty

thousand pounds, then the PCM should move with it.

‘Variations from the specified weight should be allowed only

in an upwards direction with the excess paid at current

cash price at time of delivery.
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5) Description and Grading of Contracted Hogs:

Electronic trading and the futures market showed that

livestock can be traded by description. So, the question

is, what kind of product description and grading should

be established for the PCM?

The Ontario system of electronic trading has been

running since 1961. It has been modified through the years

to meet changing market conditions and non-random samples

indicate that packers and farmers are satisfied with the

system. By law, all hogs there must be sold on the teletype

system. There are practically no exceptions. Even totally

integrated operations must pay marketing charges to the

system.

The Canadian market apparently wants a slightly lighter '

hog, about two hundred pounds, than is produced in the 0.8. .

Further, the market there apparently wants a uniform hog

rather than the varying types of hogs produced in the 0.8.

system. In Canada all hogs are sold on a carcass, rather

than liveweight, basis and assigned a quality index based

on the relationship between carcass weight and backfat.

For instance, a carcass weighing between 140 and 149

pounds with 2.8 to 2.9 total inches of back fat measured

at the shoulder and loin, is a 100 index hog. Similarly,

a carcass weighing 170-179 pounds with 3.6 to 3.7 inches

of back fat is also a 100 index hog. The highest value

hog is 114 and that is for a 170-179 pound carcass with

1.9 total inches of back fat or less.
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Packers bid on lots of hogs on the assumption that

all hogs will grade to be one hundred. The auction works

on a descending bid principle with the first packer to punch

the bid button getting the lot. The packer does not know

the actual quality of the hogs purchased until they're

delivered to the plant. If the hogs that are purchased

grade higher than one hundred, the packer pays a premium

to the farmer. Likewise if they grade less than one hundred

the bid price is discounted.

In the Canadian system each hog is tattooed at the

assembly point so both packer and farmer get a full report

on how each animal is graded. Thus, farmers will know which

(of their sow and boar lines are producing superior

products. This feedback would seem to be quite important

in making sure that farmers get information on what kind

of hog is really wanted to meet retail demands.

How does the Canadian system actually work? Assume

that a packer bids $75 per carcass cwt. If the animal in

question grades 110 and yields eighty per cent, the payment

is as follows: (200 x .8)(.75 x 1.1) a $132 or $61 Canadian

per cwt. -

The example is slightly misleading in that the farmer

does not get the amount that is bid for the actual lot of

hogs but rather the pool or average price for the week.

A premium is paid for hogs delivered so they can be

slaughtered on Monday, a day packers have trouble getting

hogs.
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. Canadian farmers interviewed in cursory fashion in

1981 at the Kitchener-Waterloo stockyard and at a meeting

of producers held by the Hog Producers.Marketing Board in

Arthur, Ontario, nearly all liked the system including the

pool pricing. They said the average pricing for the week

freed them from spending a lot of time listening to the

radio trying to decide when the weekly high would be. /

Although the Canadian survey hardly represented a

random sample, not one of the approximately ten farmers

interviewed in those two places had really negative things

to say about the Board. Only one farmer, interviewed on

his farm, was unfavorably disposed towards the Marketing

Board.‘ But his gripe was more directed at the way the Board

sought foreign markets and not really towards the system

itself. The one Canadian packer interviewed, the largest

in the country, also said the system works well for packers.

‘But even though there seems to be universal approval

of the system in Canada, it probably would not work here

in the same form because packers apparently want a more

‘varied product here than the Canadian system provides.

iFor instance, Frederick and Herrud's contract now specifies

that its premium hogs have a live weight between 210 and

250. Swift Independent wants its contract hogs to weigh

between 200 and 230 pounds. Several of the 0.3. packers

interviewed stressed that the Canadian system was not

flexible enough for them because it gave no information

on the lot as far as grade or weight but rather assumed

that the hogs would be of average weight and grade.
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The grading issue, while somewhat outside the purview

of this research, is extremely critical. In fact, grading

problems must really be solved before it is possible to

institute a PCM. Obviously, some universally agreed upon

standard must be accepted if hogs are to be sold strictly

by description. Further the system must adequately

differentiate a hog's quality. The system is slowly moving

in that direction now. The National Pork Producers Pork

Value Task Force is one encouraging development in this

area. But the task force must make absolutely sure it

involves packers in the development of the grading system.

A system which does not satisfy packers will not be used.

Most of the U.S. packers interviewed did feel that

one grading system would work so long as they knew what

the approximate grade and weight of the lot of hogs offered

for sale is and could thus appropriately adjust their bid

price relative to their needs.

The HAMS system, the short-lived Ohio electronic

Inarket, had a more flexible grading system letting the

:market set prices for different weight and grade hogs.

And if market tests are valued, the Hams grading system

met the needs of some subsector participants. Even though

the HAMS system has long since collapsed, the grading system

was effective enough to still be utilized by some

participants. The grading system was based on back fat

and muscling as reflected in Table 5.1:
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Table 5.1. Grade Description for HAMS

 

USDA Back Fat* Degree of Expected

Grade Thickness** Muscle % Lean Cuts of

Hot Carcass***

 

1 plus 1.1 or less Thick or better 60 or more

1 average 1.3 or less Thick 9r better 58 - 60

1 minus 1.4 or less Moderately thick 56 - 58

or better

2 plus 1.4 - 1.6 Moderately thick 55 - 57

or better

2 or less 1.6 or more Less than 56 or less

moderately thick

 

* Slightly fatter hogs may qualify for a higher grade

if they have superior muscling.

** Hogs qualifying for a grade on the basis of back fat

may in a lower grade if they lack desired muscling.

*** Based upon a 230 pound live hog or carcass length of

at least 30 inches.

 

In addition, the Hams system gave the average weight

and weight range for a lot of hogs. It also listed the

number of red haired animals in a lot. Red hair is

undesirable because it is more difficult to remove than

the hair from white breeds. However, white breeds are more

likely to exhibit poor muscling and soft bellies than darker

breeds. Some white animals are of excellent quality.

The HAMS grading system was effective because it split

the current USDA grades into more discriminating

categories. B. D. Van Staven of Ohio State University did
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a study using February 16, 1981 prices. He found the

carcass value for a one plus hog to be $53.29; for a one

average to be $51.30; a one minus $49.67, and; a two minus

$48.23. The average USDA one, two and three hog was $52.20,

$50.03, and $47.94, respectively (Baldwin, 1981).

In a similar study at the University of Illinois,

researchers in cooperation with Successful Farming,

slaughtered five hogs on July 30, 1980. The hogs were

numbers one, two or three's but all were purchased at the

same price per cwt. The live weight value of the animals

‘bo the packer, derived from the wholesale value of the

broken carcass varied tremendously (Johnston and Houghton,

1980). ~The live weight value to the packers varied by more

than twenty dollars per animimal when the lowest quality

and the highest quality hog were compared.

Farmers are now producing better quality hogs. In

1980, ninety-six per cent of the hogs marketed were grades

one or two. In 1968, the figure was only fifty per cent

(Van Sickle, 1983).

Van Staven and the University of Illinois researchers

indicated farmers are probably not being fully rewarded

for this improvement. If farmers were capturing morelof

the returns from this improvement, the system would move

more quickly towards the kind of pig that retail demand

wants. Clearly the HAMS system could better reward the

superior producer and take away some undeserved rewards

from poor producers.
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It is a live grading system which was the most

preferred way to grade by producers in the survey.

Forty-nine per cent of the producers in the farmer survey

selected live grading as their preferred method. But this

preference for live grading may be just because that is

what producers are used to. Recall the experience at Kahn's

in Cincinnati where after a year's experience producers

switched to a preference for carcass grading. Producers

apparently started seeing that they could get paid more

by producing quality hogs and having them carcass graded.

Live grading is highly dependent on the skill of the

(grader and if some live graders are better than others then

the name of the grader becomes useful economic information.

A carcass grading system, because it is more mechanical,

does not put the same burden on the grader.

However, exactly which grading system would be better

may be a moot point if one assumes that a PCM would be tied

to an electronic marketing system with an already existing

spot market.for hogs. Under that situation the PCM grading

system would probably bear a strong relationship to the

spot market grading system.

As mentioned, NEMA in Christianburg, Virginia hopes

to have an electronic market system for hogs running by

1983. However, the grading system still has not been

selected.

Recommendatign: The ideal system is a carcass

grading system that might be a variation on the Canadian
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system or any one of the packers' grading systems currently

in use. (Whatever the carcass grading system, it should

use only one back fat measurement since the single

measurement has been shown to be as good a predictor as

the two measurements.) Since farmers apparently prefer

live grading, it might be wise to start with a system that

allows either live or carcass grading. If farmers saw that

by producing a quality product and having it carcass graded

they could be paid more, the system would surely move

towards carcass grading. Recall that this is what happened

‘with Hahn's contract program. If that happened, farm level

demand would more accurately reflect primary demand at the

retail level.

6) Canceling Contracts:

Are there ever extraordinary situations that would

justify either party not honoring a contract negotiated?

Seventy-eight per cent of the farmers thought contracts

would not need to be honored if ”acts of God” prevented

delivery.

Some current contracts specify that there is no way

out of the contract except to pay any difference between

the contract and cash price. Other contracts like Swift's

have clauses that could be interpreted in a number of ways.

The Swift Company's escape clause reads:

'. . . neither party shall be liable in any

respect for failure or delay in the fulfillment

or performance of this contract, if hindered or

prevented, directly or indirectly, by war;
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condition of war; acts of enemies; national

emergency; sabotage; revolution or other

disorders; strikes, lockouts or other labor

disturbances; orders or acts of government or

governmental agency or authority; interference

by civil or military authority; or any cause like

or different kinds beyond either party's control."

Conceivably Swift's contractual clause could be

interpreted to cover outbreaks of disease since these are

sometimes stochastic events. But while even the best

producers get disease, they get less of it than those who

do not watch details as carefully as they might.

Determining if a disease outbreak is induced because of

poor management practices or stochastic events is difficult.

Likewise, a strike may be unavoidable if. demands are

unreasonable. But strikes are also sometimes management

induced. Usually a strike results from a complex weave

of failings on both sides. Asking an agency of the PCM

to sort out this weave seems unnecessary. Besides, any

competent management that faces a strong probability of

a strike, but yet continues to buy contracts without heed,

is behaving irresponsibly.

Asking an agent of the PCM to decide whether failure

to fulfill a contract is the fault of the party involved

or the result of a stochastic event seems unwarranted.

Besides it would be possible to purchase insurance against

most of these events.

Recommendation: The contract should be honored under

all circumstances or else the non-performing party should

be required to reimburse the other party to the contract
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for damages. The only exception to this would be for the

standard insurance contract escape clauses which cover acts

of war or God. This clause would not cover strikes,

lockouts or disease, etc.

7) Secondary Market for the PCM:

Farmers overwhelmingly wanted the freedom to sell their

contracts. There is no reason not to allow them to do this

so long as they can sell it to a buyer who is capable of

fulfilling the contract. Similarly packers should be

allowed to sell their side of the contract to bonafide

buyers so long as the sales do not inflict extra costs on

the sellers. And, of course, either party should be allowed

to_buy their way out of a contract by paying the difference

between the contract and the spot price at time of delivery.

The sale of contracts to parties not capable of

producing or having use for hogs would negate the purpose

of the PCM since the coordination and cycle dampening

effects would be lost and the PCM could become redundant

with the futures market.

Recommendation: Selling of already negotiated

contracts should be allowed so long as they are sold to

someone capable of living up to the terms of the contract.

It may be that a person selling a contract to someone who

does not perform should be held jointly responsible for

the nonperformance.
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8) Confidentiality and Information:

Should the identity of buyers and sellers be known?

Emerging electronic spot markets can again be a guide here.

Some of them divulge the identity of the seller but not

the buyer. But, it should be noted that the information

given off by contracts and spot markets is different.

Knowing the number of hogs one's competitor buys today,

as well as the price, is useful to the extent that one can

respond based on that knowledge. But because of the

shortness of time to alter one's own actions, this

information is of limited value. Contract information is

different. If one has an inkling of the competitor's plans

six months hence, then one's own plans can be altered.

Thus, information about plans from contracting would be

of higher value than that given off by the spot market.

On the supply side, the large number of sellers means

that knowledge about the amount of contracting being done

by your neighbor will not help you gain any advantage,

at least no advantage that can be taken at the expense of

the neighbor.

But, recall that fifty-one per cent of the farmers

felt the relationships with their buyers was important

enough that they would continue it even though they might

be slightly better off elsewhere. This indicates that,

although the inference can not be made directly from the

questionnaire, farmers like to have the buyer know whose

hogs they are purchasing. Farmers in conversation confirmed
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this hypothesis. Packers also said they like to know from

whom they are buying hogs because it is an additional source

of information about the quality of the hogs. That is,

given current grading standards, packers might be willing

to pay more for lot A than lot 3 of slaughter hogs because

lot A comes from a producer known to raise high percentage

cut out hogs. This premium payment is made even though

both lots A and B graded number one. If grading standards

were more precise, information about who is raising the

hogs would be less valuable.

Of course, once sales were consumated, there should

be as wide as possible dissemination of the contracted

price. At the end of the trading day, there could be

reports summarizing prices, by month, total sales, and

direction of price movements.

Recommendation: For now, farmers raising the hogs
 

should be identified, unless they asked not to be. Packers

buying the hogs on contract should not be identified, unless

they ask to be identified. If grading standards get precise

enough so that the name of the farmer carries no‘

information, the listing of names could be dropped.

A concerted effort should be made to publicize the

price information generated by the PCM. Only if the

information is widely available can farmers use it to make

productiOn plans.
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9) Discount and Premium Adjustments:

Farmers with experience know the quality of hogs they

can raise. Farmers who are contracting fifty per cent of

their hogs or less would have no trouble meeting stringent

quality standards. That is, a large farmer in the fifty

per cent contracted position would rarely be unable to

deliver contracts that called for all number one plus hogs,

if the HAMS grading system was being followed. But a farmer

one hundred percent contracted would have trouble meeting

such stringent quality requirements.

Unfortunately there is still quite a bit of uncertainty

in production.- Even first class farmers can not

consistently’deliver the same type of hog. Genetic science

at this point does not yet always produce exactly the hog

that is wanted. Because of this, assembly points have to

constantly sort lots to get uniformity. 1

"You just can not hand make a hog," saileom Reed,

manager of Michigan Livestock Exchange (MLE), in noting

that farmers often have trouble bringing the same kind of

animal to the MLE yards. Because of this inconsistency,

it would be difficult to. contract one hundred per cent of

your production to a certain grade, if it is too tightly

drawn. The current contracting system recognizes all these

vagaries by allowing loose specifications of grade

requirements for contracts.

Dinner Bell, for instance, specifies that the barrows

and gilts for which it contracts be only USDA Number One's,
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Two's, or Three's with average lot weight between 200 and

220 pounds. Dinner Bell discounts for individual hogs over

230 and under 190 pounds.

In effect Dinner Bell has committed to pay farmers

the same amount for a hog that cuts out upwards to seventy

per cent in the four lean cuts as they will for a hog that

cuts out forty-seven per cent. As previously noted, there

is a rather large difference in the retail value of the

two animals.

The effect of these grade standards can be seen by

looking at the cut out value data for February 16, 1981

(Baldwin, 1981). Using those values, one 30,000 pound

contract should have a cut out value of- $15,66~0 if the

carcasses turned out to be all Number One. If, however,

they were all Number Three the value would be $14,382.

The difference in value between the two cut outs is $1,270,

but both would meet the terms of the contract.

Although it is highly unlikely that farmers could

deliver loads of all Number Three's even if they chose to

do so. But the fact is that a contract so loosely specfied

has less value than those more tightly drawn.

Some contracts from other companies are more tightly

drawn. Whether companies pay more for those contracts is

difficult to tell since there are no public price data on

private treaty contracting.

Both Michigan Livestock Exchange and Wilson Packing,

for instance, only allow ten per cent of the hogs in their
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contracts to be Number Three's. Swift sets the Number Three

limit at twenty-five per cent. Frederick and Herrud and

Land of Lake take’only One's and Two's. Kahn's specifies

a base price on twelve different weights in ten pound

increments, and then pays a premium or discount on each

one of those bases depending how the hog yields. The point

is, that ignoring the great range in contract

specifications, the industry recognizes the need to allow

a variance in the quality of contracted product.

The PCM will need to recognize this also so that

farmers cannot be found in non-compliance of the contract

just because they do not quite raise the quality hog for

which they had contracted. This can be handled by a premium

and discount schedule.

The schedule could be made part of the negotiating

process or it could be preset. Eighty-eight per cent of

the farmers surveyed said they preferred to work with a

preset premium and discount schedule that was periodically

readjusted. The Canadian system uses this periodic

readjustment process. A computer system that included the

discount and premium schedule as part of the negotiation

process would be more complicated and require a greater

programing effort.

Recommendation: The premium or discount schedule

should be preset but adjusted once or twice a year by the

PCM in consultation with the packers. A discount schedule

similar to Kahn's would be best because it would better
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reward the superior producer and allow the clearest signal

about the specfic kind of product that the market wants.

Any premium and discount schedule would do, as long as the

whole industry supports it.

10) Price Negotiation Methods for the PCM's:

The underlying assumption in this work has been that

contracts would be sold through a descending or ascending

auction system. This assumption was made because contracts

offered on the CATTLEX system using the bid-offer techniques

were never very successful. Possibly, according to system

organizers, this is because those offering and selling the

contracts had unrealistic expectations. Often those.

offering the contracts placed unrealisticly high

reservation prices on their contracts. Possibly this was

done with the idea that they would take a contract if they

got such a good price but otherwise they would take their

chances on the spot market. But whatever the reason, it

meant that CATTLEX never obtained significant contracting

volume.

TELCOT, which sells both spot and contract cotton,

has had more success with the bid-offer system. 'But the

uncertainty involved in raising cotton is much higher than

for hogs. Therefore the TELCOT contracts specify only the

amount of acreage contracted and makes no promises as to

amount or grade delivered. For those reasons a cotton

contract is not really comparable to a livestock contract.
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TELCOT tried several methods before it finally hit on the

procedure that works best in its system. Farmers, however,

can offer their cotton using several different price

discovery methods.

There is no reason why the PCM could not try both

bid-offer and auction techniques to determine which works

best. The computer could be programed for several different

bid-offer procedures.

The program could use a "sealed" bid approach. Here

packers would offer bids on a lot of slaughter hogs without

knowing what competitors are bidding. At the deadline for

bid acceptance the high bidder would get the lot so long

as the bid was above the reservation price of the person

offering the lot. The transaction price would then be

reported on the system.

Alternately the contract could be sold by firm offer.

Here the offer would be made at a set price and the first

party to meet the price would get the lot.

Programming efforts for either of these methods would

not be extremely difficult or costly. For instance, in

1981 NEMA estimated it could develop a bid offer system

for Producers Livestock Association in Ohio for $13,200.

Or the system could be made flexible enough so that

it corresponds to the higgling and jiggling that goes on

at a terminal market. Packers could make bids on farmers'

offers and farmers could counter the bids. Packers could

counter the counters and so forth. But this last method,
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while having desirable properties, would be difficult to

program and would also require a lot of computer and

participant time.

The price discovery method selected will affect the

price level. Experiments show that English Auctions result

in a higher and more efficiient price than do Dutch auctions

(Smith, 1982) . In that same article Smith also noted that

for posted offer systems with at least two sellers there

"is a strong tendency . . . for posted-offer prices to decay

to the (competitive equilibrium) price range" (Smith, 1982

p. 951) . But he does not compare results of the bid offer

and auction systems. Although it can be inferred from his

work that bid-offer systems with more than one seller and

buyer are about as efficient as an auction systems.

Concludes Smith (1982):

At the heart of economics is a scientific

mystery: How is it the pricing system

accomplishes the world's work without anyone being

in charge? . . . it would appear that after two

hundred years, (economists) know and understand

very little. Incredibly, it is only in the last

twenty years that we have seriously awakened to

the hypothesis that property right institutions

might be important to the functioning of the

pricing system! (p. 952).

Smith surely overstates the case by a good bit. But

his basic point that the type of price discovery mechanism

will affect price levels is quite valid. Past experience

shows English auctions work best for livestock (Purcell,

1983) . But a variation of the bid offer system has worked

for cotton.
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Recommendation: Initially the PCM should sell

contracts using the English auction system, but hold in

reserve the possibility of going to some sort of bid—offer

system. System designers need to be flexible on exactly

which approach is best. If, as the system is built, it

appears there is more interest in the bid—offer procedure,

designers should move to that method. Both of these methods

could be tried to see which is the most effective.

11) Transportation:

Much of the early work on a contract market for hogs

(Holder, 1970) and other electronic spot markets assumed

that transportation should be part of the bundle of services

provided by the market and hence included in the product

price. But the only way to include transportation costs

as a direct part of the PCM is to fix them, since

transportation providers are not direct participants in

the market itself. Such administered prices would make

the system less flexible than need be.

Transportation costs in the hog subsector fluctuate

depending on,how large the demands for hog hauling services

are and what the opportunities are for alternative use of

tractor and driver time. In the late 1982 phase of the

cycle with hog production off about nine per cent from the

previous year, truckers were looking for work. Because

of this, some out prices. A system that adds some fixed
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charge based on distance could not adequately keep up with

these changes in transportation costs.

The Ontario hog marketing system does provide

transportation if it is desired. But the bid price is FOB

and transportation charges are additional. Transportation

charges in the U. 8. spot electronic markets are not

included in the bid price.

Similarly, product for most regular agricultural

:marketing channels is now purchased FOB the assembly point.

If a farmer is selling hogs directly to the packer, the

agreed upon price usually includes farmer provided

transportation unless there is a substantial distance

involved.

It can be seen that the current system allows increased

efficiency by allowing the parties to work out their own

transportation arrangements. The successful electronic

markets like the National Electronic Marketing's Lamb

Auction continues this pattern of keeping transportation

services outside the services included in the auction.

This pattern encourages transportation efficiency because

parties can arrange their own at minimum cost rather than

facing a fixed charge that would have to be assessed if

transportation services were part of the contract price.

The charges would have to be fixed since truckers would

not be party to negotiations.

When packers buy hogs in the current spot market they,

of course, factor in how far the hogs are from their plant
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and reflect this factor in their bid. They could continue

to do that in a PCM but it might be helpful to them to know

exactly how many miles they were from the hogs upon which

they were bidding.

For instance, assume that both Dinner Bell in Defiance,

Ohio, and Frederick and Herrud in Detroit, Michigan, were

interested in bidding on a lot of hogs to be assembled at

Michigan Livestock's Battle Creek yards to weigh forty-two

thousand pounds. The computer could be programmed to tell

Frederick's buyer that its plant is 113 miles from the

assembly point and the Dinner Bell terminal could show that

Defiance is about 108 miles from Battle Creek. This would

not require a major programming effort. But presumably

both the Dinner Bell and Frederick and Herrud buyers are

well aware of how far they are from Battle Creek and every

other place from which they buy hogs. Thus, such a listing

of distances might not be worth the effort.

This transportation arrangement could work equally

well for a farmer large enough to supply a full load of

hogs direct from the farm. However it should be noted that

in many cases even large farmers will prefer to contract

their hogs through some sort of assembly yard. They do

this even though they pay a commission fee because it cuts

down on the possibility of disease on the farm resulting

from contamination by commercial trucks.

Recommendation: Adding transportation arrangements

needlessly clutters the PCM and makes it more inflexible.



206

Transportation should usually be FOB the assembly point.

If in a particular instance the farmer or assembly yard

prefers to provide transportation, it can be so noted on

a comment line of the screen which describes the lot for

sale. Bids would then be adjusted to reflect the provided

transportation.

If, after inception of the PCM, it becomes apparent

that some parties wanted transportation services, a market

for such services could be added. But transportation and

hogs should not be bundled together save in the case when

the transaction costs of acquiring transportation costs

exceeds the variance in transportation costs. If the

parties want information on how far the assembly point is

from their plant, the computer can be programed to handle

this.

12) How Far Ahead Contracts Should Be Let:

Ideally, contracts should be let every day, but only

for a period nine and one-half or ten months in length.

And, everybody should contract so the price generated is

reliable and production plans can be made accordingly.

Most of the contracts being let now are for durations

too short to affect the breeding decision. The farmers

surveyed showed a general reluctance to contract prior to

breeding. Therefore, a PCM that just offered nine or ten

month contracts is unlikely to attract much attention or

use. And, in any case, since all contracts do offer
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coordination advantages, any length of contract would

improve coordination in the system.

Recommendation: In order to attract immediate

interest, the PCM should mimic the current contracting

system as far as length of contract is concerned. Contracts

should be let on a regular basis and the contracts should

be approximately two to fifteen months in length. ~ Efforts

should be undertaken to encourage farmers to do long term

contracting on the system whenever they can meet their

profit objectives.

l3) Geographical Area:

If a PCM went with NEMA, it would be confined to the

Midwest initially, as far as producers are concerned.

Packers outside the Midwest could still get on the NEMA

system if they desired. Initially, however, there will

not be enough exposure to make it a national PCM. The goal

would be, of course, to have a national PCM in order to

get input into the system from all parts of the country.

A national system would not mean that an-Illinois

farmer would be contracting with a Los Angeles packer.

In fact, because of transportation costs, contracting will

most likely remain a regional occurrence. But, if the PCM

were national, it would reduce spatial problems. For

instance, a Virginia packer might know that every July it

is difficult to fill the kill schedule with just Virginia

and North Carolina hogs. The rest of the year the region
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can satisfy the packer's demand. In that situation, the

packer would have strong incentives to buy July PCM

contracts in Ohio.

Recommendation: The incipient PCM would most likely

be regional. This is particularly true if it were

piggybacked on a regional electronic spot market. But,

the long range goal should be to make the PCM national.

14) Length of Delivery of Contracts:

The tightest delivery that contracts now call for is

inithin a range of twenty days. Most of them allow delivery

within a month's period. Nearly all farmers in the survey

resisted the idea of nine month contracts which specified

delivery to the day. However, thirty per cent were willing

to contract to within a week's delivery if they were

contracting only about sixty per cent of their production.

Packers, however, said that significant coordination

advantages would not accure to them if contracts, at the

' letting, specified a tight delivery schedule. Given this

information, the simplist thing would be to abandon any

(effort to tighten current contract delivery specifications.

However, there are significant advantages from a contract

which specifies a delivery date within a week or so. This

must certainly be true if the studies on the economics

gained from smooth flow of product are correct. Packers

may well be underestimating the benefits of predictable

delivery.
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Recommendation: The first contracts let on a PCM

should follow current contracts as far as tightness of

delivery is concerned. But, consistent efforts should be

made to experiment with a narrower or tighter range for

allowable number of delivery days. Of course, even at the

inception of a PCM, a system should be set up so that as

the contract approaches delivery, farmers inform packers

of their intentions.

15) Physical Devices Needed to Implement the Market and

Their Costs:

A pork contract market would not really be feasible

without the computer. Just as the advent of computers

hooked into a network made possible electronic spot markets,

so too they make possible the PCM. .

The effort to develop computerized electronic spot

markets has been costly. Literally millions of dollars

have been spent by both government and the private sector

in order to develop the software necessary to run these

specialized programs.

Among the efforts have been the HAMS project in Ohio

for slaughter hogs, TELCOT for cotton in Lubbock, Texas,

CATTLEX for feeder cattle in College Station, Texas, CATS

for dressed beef in Chicago, and.NEMA for a number of

agricultural products in Christiansburg, Virginia.

These efforts were sometimes started by saying that

they were only experiments. Possibly this was a bit
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disingenious on the organizers part. They were experiments

in the sense that their outcomes were unknown. But none

of these efforts were experiments in the sense that they

were planned for termination if they ran as the organizers

hoped. Only TELCOT and NEMA have experienced real success.

This is not totally unexpected since institutional change

‘ usually only takes place after a couple of false starts.

Something was learned from each of these false starts.

For instance, HAMS opted to go with its own computer and

dedicated phone lines because employees thought they would

have a less expensive and higher quality system if volume

hdeveloped. But the volume never developed and HAMS was

saddled with a cash flow problem.

Other problems that have existed for some of these

systems include not fully testing the software before

starting the market. Both NEMA and HAMS harmed themselves

in this fashion.

These new systems must also make sure that conflicts

of interest are minimized as much as possible. One of the

systems was severely hurt when farmer representatives

figured. out how to run up the price in the spot market

beyond what it would have normally been supported at.

In nearly all markets there often exists what is

periphrastically known as market support. This support

can be as simple as asking a neighbor to attend your auction

and do a little bidding on items s/he does not want. Or

maybe a buying station would pay more than hogs can be sold
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for in order to increase the number of farmers using the

station's yards. But this kind of market support is self

correcting in that the person doing the support eventually

ends up paying for it.

But in the electronic market case in question, a

marketing agency was allowed to bid for processors. It

then used its own bidding machine to bump the price

slightly. Then it would bid the processor again so that

the processor always got stuck with just an incrementally

higher price. When word of this got around, the system

collapsed nearly overnight.

In future systems the importance of only allowing

proper represenatives access to the bidding terminal must

be emphasized. If order buyers are authorized to buy for

a company they must only do it on their number and not the

company's number, etc. Market support can be allowed if

the people doing the supporting face the possiblity of

buying a contract or load of hogs they do not really want.

NEMA has survived apparently because they went with

a time share computer system from the INFONET Division of

Computer Sciences Corp. and used ordinary phone lines.

HAMS, on the other hand, had its own Hewlett-Packard

mini-computer and leased phone lines which provided a much

higher quality signal than ordinary phone lines. While

this system was of higher quality it was much more expensive

than NEMA‘s.

A look at Figure 5.1 shows that while the HAMS system

did exhibit economies of scale, at all reasonable volumes
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NEMA could provide the computer services cheaper. The per

head costs on a monthly basis are estimates for providing

computer services for electronic marketing for the Producers

Livestock Association in Ohio.

 

Figure 5.1.
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The numbers in Figure 5.1 were taken from studies by

Baldwin (1981) and Russell (1981). Every attempt was made

to make them include only the same costs, but since only

the secondary data was examined, they might not be finitely
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comparable. However, the orders of magnitude of the graph

are certainly correct. Holder and Henderson (1982) have

also concluded that time share systems are much cheaper

to operate.

HAMS was stuck with fixed computer charges of about

$25,000 a month and NEMA's fixed costs are close to zero.

With NEMA's high initial software costs of development out

(Of the way, the system can be extended for what are nominal

amounts in the world of computers.

For instance, in 1981, NEMA personnel estimated for

$24,500 they could develop software to run an electronic

auction for the Producers Livestock Association. This was

an extremely sophisticated system that could combine lots

among yards. Once a lot was sold, the computer accounted

for the value of each lot which went into the combination

and printed out the checks to the farmers who provided the

hogs. It also was able to keep track of the different

grades in the combination and properly pay at the different

rates. The package would have also included weather reports

and market estimates. \

More recently, in the proposed computerized slaughter

hog market for midwestern producers the software development

amounted to about $42,000. But this includes a major

upgrade of the software so that it is much more flexible

than the current system. The budget, which NEMA hopes USDA

will fund in large part, also includes another $41,500 for

such things as travel costs involved in training the new
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operators, computer training time, new equipment

evaluations, etc.

It is critical that the operators of the system be

well trained and work on a dummy system for a while. That

way, human and software problems can be identified before

the system is actually used to sell hogs. Failure to

identify such problems in another electronic marketing

attempt was a contributing factor to its demise.

In the NEMA system, the terminal-printers which are

Texas Instrument Silent 700's, cost about $1,450 each or

can be leased for $80 per month. These terminals have built

in modems. It costs $36 an hour to hook one of the

terminals to the INFONET computer network. In NEMA's

proposed slaughter hog market, those hooking into the system

will not pay for connect time. Instead, these costs will

be covered by marketing charges for hogs sold.

If there were ten buyers on the system and a lot was

sold every two minutes, the per lot charge would be about

$15. If all of the lots were semi-size loads, the per head

direct computer costs could fall as low as eight cents per

head. Of course this would be a lower bound for charges

since it is unlikely that all loads would fill a semi.

The system proposed for the midwestern slaughter hog

market will be simple. It fact there are many more

sophisticted terminals available, but perhaps the system's

simplicity is a real advantage.

Said Tom Reed, director of Michigan Livestock

Exchange: ”I know by the time we get the system up it will
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be obsolete. But so what? We have a computer system (at

Michigan Livestock) which cost $38,000 (and is about a year

old.) It is probably already obsolete but it has already

made us $100,000."

ZKenneth Neelq the manager of NEMA, thinks that at this

point any software development costs for any subsequent

marketing program could be covered by $15,000.

Recommendation: The PCM can only be successful in

a computerized system. Since NEMA already has such a system

it may be the logical organization to approach about the

possiblities of a PCM.

Summary:

The following rules for the PCM have been recommended:

1) Since mandatory participation requirements were

thought odious by the overwhelming majority of farmers,

such a rule probably would be strongly resisted.

Participation should be voluntary. Fairly low levels of

contracting are needed to produce coordination advantages.

Higher levels are needed if the cycle is to be dampened.

Education programs and incompatible use goods (Schmid, 1978)

must be used to overcome free rider problems.'

2) Producers should own the PCM. Packers did not

express any interest in putting up funds to help organize

a market. Furthermore, the electronic spot markets that

look like they have the best long run chance of success

are producer owned.
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3) Any producer who is capable of raising quality

hogs should be allowed to contract. If the producer wants

‘bo contract through an assembly point, the decision whether

s/he is a capable producer should be left to the assembly

point personnel. If the producers want to contract directly

from the farm, the PCM should certify their capabilities.

4) Contracts of variable size should be let in order

to attract maximum interest to the market. Intermediaries

can match these different contracts by assembling the

smaller ones into larger ones. They, of course, should

be financially rewarded for this service. The different

sized contracts should only be let at certain times of the

day so buyers and sellers can budget their time.

5) Grading should probably start with live standards,

but the standard must be more discriminating than current

USDA standards. Possibly the HAM's live grading system

would work. The system should be designed so as to

encourage movement to carcass grading.

6) Contracts should be honored and only under acts

of God or war should parties to the contract have no

liability.

7) Buying and selling of contracts in secondary

markets should be allowed, or even encouraged, so long as

all buyers and sellers intend to produce or slaughter hogs.

8) The identity of buyers should not be revealed

unless they desire to be. Sellers should be identified

unless they wish not to be. The price information generated
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by the PCM should be given as wide a dissemination as

possible.

9) Discounts and premiums for superior or inferior

hogs should be'preset and not made part of the negotiating

process. The schedule should be periodically readjusted

to reflect changing market conditions.

10) Contracts should be sold by auction, but PCM

designers should not be wedded to that concept. If

bid-offer techniques appear to have possibilities, that

method should also be tried. However, it should be kept

in mind that so far bid-offer techniques have not been

successful for sale of livestock on electronic markets.

11) Transportation should not be bundled with thePCM

price. Transportation should be FOB the assembly points.

12) Contract length should follow the current contract

system which allows for contracts anywhere up to fifteen

months in length. But, most contracts are now let only

after breeding. Therefore, a concerted effort should be

made to encourage farmers to contract prior to breeding.

13) The PCM, if operationalized, would need to start

on a regional basis. But the goal should be to make it

a national market.

14) A range of approximately a month of delivery days

will be needed to start the PCM. But efforts should be

made immediately to restrict this range so more coordination

advantages from the contracts can be gained.
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15) If a PCM is to be successful, it must be'

instituted on a computer market. NEMA seems the logical

market to first explore possibilities of creating a PCM.



CHAPTER VI

SUMMARY AND CONCLUSIONS

The number of hogs slaughtered in this country every

year ranges from sixty—five to ninety-five million. This

study and countless others, have established that such

fluctuation is not because of fickleness in consumer

demand. But rather, it is primarily because of breeding

decisions made with inaccurate information about what the

price will be when the hogs from that breeding decision

are ready for market. One can decry a farmer's foolishness

for periodic over and under production which means the

system is only rarely in equilibrium. But, such decrying

is foolish, since the information that could lead to better

decisions is not readily available.

What is the rational decision for the hog farmer

breeding in the fall and winter of 1982 and 1983? The cash

price currently stands in the mid-50's. Since May of 1982

things have done very well, but this profitable period

follows a year or more of losses.

Given past experience with the cycle and.informationv

about breeding intentions, the farmer knows that prices

219
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‘will drop. The futures market estimates October 1983 price

to be approximately $48. December 1983 and February 1984

contracts are even lower. But volume in these contracts

is thin and long range futures have not been a particularly

accurate estimater of cash prices. Despite this, hog

futures are the most important source of information when

it comes to forming price expectations, according to the

survey done for this study.

Market forecasting services are also predicting lower

prices. Even if a farmer knows his/her marginal costs and

is at capacity now, s/he does not know when to start culling

sows at an increased rate because it is unknown when price

will decline. By the time the farmer is certain the price

*will decline, mistaken breeding decisions will have already

been made. Given the available information, no “correct"

breeding decisions can be made.

Production decisions will always be fraught with

uncertainty, but in this study, a Pork Contracting Market

(PCM) was proposed as a way to reduce this uncertainty by

improving the quality of information available to farmers.

A PCM would connect, by computer, those wishing to sell

and those wishing to buy contracts for delivery of hogs

at some future date. The contract would only deal with

delivery of a specified quality and quantity of hogs at

a specified time and place. The contract would not deal

'with production methods or provide feed or any of the other

items associated with production contracting.
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A'PCM could reduce uncertainty about future price by

introducing new but knowledgeable participants into the

the process of price formation. It could do this without

requiring all.of the participants to learn about the arcane

world of futures. Knowledge of valid and dubious futures

terminology would not be necessary for farmer participants.

It would not really make any difference if ”spreads,

straddles, exhaustion gaps, duplex horizontals, open

interest, or margin calls“ all remained a mystery; ‘What

would be necessary is a firm knowledge of production costs.

And, what would result from a high volume PCM would be

Zhigher quality information than is generated by the current

market. A transparent negotiated future price would be

developed, upon which production plans could be better

made. Besides which, coordination advantages would result

from these contracts. If packers signed contracts to reduce

volume fluctuations into their plants, coordination

advantages would accrue. Exactly how these advantages would

be distributed depends on the various elasticities of supply

and demand at the different levels in the subsector. But

theoretically, consumers, producers, and packers could all

gain from such a system. The market would be open to all

and, because of its straightfoward simplicity, it should

be useful to all in the subsector.

This reseach showed that evolutionary change has been

constantly occurring in the pork subsector and that a PCM

could well be part of the continuim. In fact, a rudimentary
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PCM has already started to emerge, with packers and others

offering contracts at a set discount off futures. But these

contracts are not easily comparable under the current

system. And, there is no easy way for buyers and sellers

to indicate to each other their wishes as far as contracting

is concerned. This is because there is not an organized

market where many buyers and sellers can easily get

together. Contracts that are signed now are mostly between

buyers and sellers who are in normal contact with each

other. But what about those who do not regularly do

business together? A packer in a nearby state who regularly

experiences a shortage of hogs in July might be willing

to pay a premium for out of state July contracts. But,

currently farmers in those adjoining states have no good

way of finding that out.

It is only with diligent effort that knowledge of the

various contracts available can now be obtained. .And,

comparing them is very difficult. There is no price

negotiation on them. The only negotiation is that done ,

indirectly in the futures market. The current contracts

are, in essence, formula priced. -

Further, the current contracts do not always

discriminate well as to quality of hog produced. Since

hogs, for the most part, are bought on the average, low

quality hogs receive too high a price and producers of high

quality hogs are not adequately compensated. Some current

contracts just specify that hogs be Number One, Twoqor

Three.
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Neither are current contracts greatly useful in helping

the packer plan the flow of hogs into the abattoir.

Furthermore, there is no currently readily available

mechanism that coordinates the desires of those wishing

to buy large contracts and those wishing to sell small

contracts. A PCM could be designed to meet these problems.

The survey for this research showed farmers quite

‘willing to give a PCM.a try and packers, for the most part,

said they would give it.a.1ook. But, none of the packers'

reacted enthusiastically to the idea. ‘

4As judged by their answers to the survey, many farmers

would probably not initially sign PCM contracts prior u:

breeding. Larger farmers were more willing to sign

contracts prior to breeding. But smaller farmers, for the

most part, felt safe contracting only after weaning.

For obvious reasons, the larger the per cent of total

production farmers were contracting, the shorter the length

of contract they were willing to take. Similarly, the

tighter the contract in terms of range of days allowable

for delivery, the lower the amount farmers were willing

to contract. Packers, ,however, mostly dismissed the idea

that a tight delivery schedule could help them with

coordination. As noted earlier, packers are probably

underestimating coordination advantages.

Unfortunately, most of the farmers surveyed said they

would not change production plans even if it appeared that

a PCM was generating reliable information. Most seemed
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to be using the operating rule of thumb that they produced

at capacity regardless of price projections. These findings

are disquieting in that they cast some doubts on the

validity of the sample. Obviously, given the rather sharp

fluctuations in supply of hogs, this is not the rule that

significant numbers of farmers are using. It might be

hypothisized that since all the farmers surveyed were

members of their state Pork Producers Associations, they

are the producers who are in the system for the long haul.

The fluctuation in supply may be coming from producers who

get in and out of the business. If this hypothesis is

correct, then a PCM would be quite useful in giving these

in and out people information about whether they should

get in and out. Such information should. dampen the cycle.

The majority of farmers thought that a farmer organization

should own the PCM but they were overwhelmingly against

mandatory participation in a PCM.

Using the results of the survey and the background

in the first three chapters, rules which would make

operation of a PCM possibile were put forward. The rules

covered fifteen critical areas that the researcher thought

necessary to make a PCM successful.

Generally the rules called for an evolutionary

approach. For instance, it was recommended that the PCM

be made voluntary. The survey showed that farmers would

probably reject any legal effort which would require

participation. It was noted that, given the current cost



225

of electronic exchanges, not a large volume of contracts

would be necessary in order for the PCM to be self

supporting.

But can one tell whether this evolutionary approach

is best? The approach seems to be suggested by a look at

the history of the pork subsector as well as history in

general. Adjustments are always more painful and not always

accomplished as well when the change is discreet or

revolutionary rather than evolutionary. This is not to

imply that evolutionary change is accomplished painlessly.

But, whenever possible this method of change would seem

preferable to discreet kinds of change. This is because

evolutionary change allows gradual economic adjustment

rather than causing immediate economic dislocation.

It is recognized that a PCM might not become

successful, in the sense that it could dampen the cycle,

without some form of mandatory participation. But, since

farmers are so clearly against that, and since a PCM should

be able to cover operating costs at low volume, it seems

that the logical approach is to start with voluntary

participation. If such a voluntary approach does not work,

a mandatory approach can be considered. The fifteen

proposed rules of operation are summarized at the end of

Chapter V and it would not repay repeating them here.

How Policy Makers Might Proceed:

‘USDA sponsored this research, presumedly because their

policy makers thought the negotiated contract markets had
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merit. How should they now proceed? As a result of this

research, there are at least three policy decisions

concerning a PCM that could conceivably be made. They are

presented briefly below and in greater depth on the

following pages.

1. Do nothing on the grounds that an incipient PCM already

exists and it may develop most of the properties that

economists believe are desirable in a market.

2. Start educational programs about contracting and begin

to work with an agency that might create a computer

driven PCM. Do further research on the exact nature

of the currently existing contract market. Consider

collecting and publishing price series data on current

contract prices. (Refco contract prices are already

being distributed by some of the wire services.) But,

hold off on an actual attempt to create a PCM on the

grounds that subsector participants consider both

electronic spot markets and contracts new and untested

marketing channels. Subsector participants should first

gain more experience with the electronic spot markets

before what is perceived as a new marketing channel

is added to the electronic market.

3. Take the fifteen recommendations for rules of operation

made in Chapter V, evaluate them, and then try to

implement a PCM based On that evaluation.

The three possible policy approaches assume that a

PCM would improve performance and thus is a desirable

institution. More details about the initiatives and

possible results of the three policy directions are given

below.

Policy Direction One: "Do nothing and just let the market

emerge as it will."

This policy alternative obviously would involve hardly

any cost or effort. Since a market, of sorts, for the
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contracting of slaughter hogs has already emerged, this

policy does not mean there will not be a PCM. However,

it is arguable whether under such unguided circumstances

a PCM with desirable competitive and coordination properties

will emerge. So far, in the existing market there is no

indication that the current market will overcome its lack

of organization.‘ Up until now no real price competithm:

on the contract has emerged. Neither has a mechanism arisen

to really facilitate the coordination of contracts‘of

different sizes. Under the current system many of the

possible coordination advantages are lost. And under the

current system there is little price reporting. It is

unlikely that a private sector initiative will be

forthcoming to produce the needed coordination. That is

because some of the above benefits are, in Schmid's (1978)

terminology, joint impact goods with high exclusionary

costs. This means that the private sector could not attach

«all the benefits necessary to induce them to undertake the

coordination. Thus, it may be necessary for government

to provide the coalescing force to get the PCM off the

ground. But, once this organizational input is given, it

would appear that enough of the PCM benefits are attachable

so that the market could be self-supporting. Of course,

(one of the main benefitslof a PCM, a reliably anticipatory

price, would remain a joint impact good.

Although some private sector efforts to smooth out

the bottlenecks in the current contracting system have



228

emerged, the efforts are too separate for the benefits to

emerge that could come from a concerted effort in all

areas. One example of this private sector effort is the

way some companies are now taking nearly any size pork

contract if the discount off futures is large enough. But

they do not turn around and merge those contracts into one

that would be of use to packers.

\

Policy Direction Two: ”Take steps to encourage a PCM with

desirable prices, but hold off on immediate attempts to

institute the market."

Farmers for the most part are just starting to

contract. Furthermore, most packers or farmers have no

experience with electronic marketing. It can be

hypothisized that they would consider an electronic spot

market and a PCM to be different marketing channels. And,

introducing them simultaneously might not be wise. Perhaps

if electronic spot markets were first given time to emerge

and a PCM introduced later, a schematic like that shown

in Figure 6.1 might be representative of what might happen.

Such a process would fit well with the evolutionary theme

of this dissertation.
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Figure 6.1. The Gradual Emergence of a PCM

 

A PCM With Residual Spot Market
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Current Contract Market
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This evolutionary policy option should also include

an effort to publish prices on contracts currently being

let. The details of such a collection might be difficult.

‘But dissemination of such information would be_an important

step making more farmers aware of contracting and the

opportunities available and might also induce some price

competition.

An educational effort, possibly through the Extension

Service, should be launched to inform subsector participants.

of opportunities that would be available through a PCM.

A careful effort to locate the best electronic market on

which to insititute a PCM should begin and a survey of which

markets would gladly entertain such a proposal should be

undertaken. Other steps that might take place under this
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option would include further research into the status of

the currently existing contract market and how it is

affecting perfomance.

Under this option the most propitious time, in terms

of the hog cycle, to institute the PCM could be chosen.

Inspection of open interest and volume numbers indicate

that the amount of contracting and hedging probably goes

up as prices move up from the low in the cycle. If the

futures market is an accurate indicator of when contracting

interest is the highest, the appropriate time to institute

a PCM would be when future price returns to profitable

levels after farmers have been experiencing losses. At

that point a PCM.might have the greatest level of incipient

support. That support might sustain the PCM long enough

so that the institutional advantages of a PCM could become

clearer to participants. Once those advantages were clear,

the PCM would have a better chance of surviving.

Policy Direction Three: "Institute a PCM as soon as

possible.“ .

This policy option would have the advantage over option

two in that it would involve less expenditure of research

money. But it would also increase the chances that a PCM

would be instituted incorrectly and thus fail.

If this option were chosen it would mean that a PCM

would need to be instituted concurrently with an electronic

spot market. There would be only two other options. One

would be to try to institute a PCM on a market that does
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not have a spot market for hogs. The other would be to

set up an entirely new electronic market for the PCM. But

the spot market and the PCM at first should be complimentary

in terms of participants' time, treasure, and willingness

to use the market. Therefore it would not seem wise to

try to implement a PCM separate from the spot market.

Furthermore, it is unlikely that a separate electronic PCM

would be cost effective when compared to a joint PCM-spot

electronic market.

If option three were selected, the fifteen rules for

implementation of an electronic market should be evaluated

and added to or deleted from, as the evaluation indicates.

Electronic markets should then be contacted and evaluated

to ascertain where the best place to begin implementing

a PCM would be. Once those decisions are reached,

implementation could begin.

Concluding Remarks:

The hog cycle and a way to dampen it was examined in

this study. It was held here that the hog cycle could be

dampened by a new institution, a Pork Contract Market

(PCM). Although-it was noted that a current contract market

exists, it lacks many of the mechanisms necessary to effect

coordination and dampen the cycle.

Farmers surveyed were willing to use a PCM. This is

particularly true of larger farmers. Packers, on the other

hand, said they were only willing to consider using the

market.
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Using the survey results, rules for making azmna

operational were then offered. And” finally, in this

chapter, some policy options for USDA, with respect to a

PCM, and ideas for further research were offered.



BIBLIOGRAPHY



BIBLIOGRAPHY

Almond, Shirley. 'The Distributed Lag Between Capital

Appropriations and Expenditures." Econometrica 33

(January 1965): 178-196.

 

Ambler, Charles Henry. Transportation in the Ohio Valley.

Glendale, Calif.: Arthur H. CIarE Co., 1932.

 

Bain, Joe S. Industrial Organization. New York: Wiley

and Sons, 1959.

 

Baker, C. B. "Instability in Capital Markets of U. S.

Agriculture." American Journal of A ricultural

Economics 59 (February 1977): 175-137.

  

 

Bakken, Henry. Futures Trading in Livestock: Ori ins

and Concepts. Madison, Wiscons1n: Mimis PuEIIsEers

Inc., 1970.

 

Baldwin, E. Dean. "Electronic Marketing of Agricultural

Products.“ Paper delivered to the American Pork

Congress, Kansas City, Missouri, March 12, 1981.

Baumol, William J. 'Contestable Markets: An Uprising in

the Theory of Industry Structure.‘I The American

Economic Review 72 (March 1982): 1-15.

 

 

Bennett, Merrill. ”Aspects of the Pig." Agricultural

History 44 (April 1970): 223-235.

 

Berry, Thomas. Western Prices before 1861. Cambridge:

Harvard University Press, 1966.

Bishop, W. L. Men and Pork Chops: A History of the

Ontario Pork Producers Marketing Board. London,

Ontario: Phelp Publishing Co., 1977.

 

 

Bjorka, Knute. The Direct Marketing of Hogs. USDA Bureau

of Agricultural Economics, Miscellaneous Publication

No. 222, 1935.

 

Bloomer, Tom. "Hog Marketing Channels in Michigan: Structure

and Performance Implications." M.S. Thesis, Michigan

State University, 1975.

Breimyer, Harold F. "Emerging Phenomenon, A Cycle in Hogs."

Journal of Farm Economics 41 (November 1959): 70.
 

233



234

Bronowski, Jacob. The Ascent of Man. Boston: Little, Brown

and Co., 1973.

 

Bronowski, Jacob. The Origins of Knowledge and

Imagination. New Haven: Yale University Press, 1978.

 

Brunner, G. Allen and Carroll Jr., Stephen J. "The Effect

of Prior Notification on the Refusal Rate in Fixed

Address Surveys." Journal of Advertising Research

9 (March 1969): 42-44.

 

Burnett, Edmund Cody. "Hog Raising and Hog Driving in the

French Broad River Region.” Agricultural History

20 (1946): 86—103. ‘

 

Burns, Joseph M. A Treatise onMarkets: Spot Futures and

Options. Washington, D. C.: American Enterprise

Institute for Public Policy Research, 1979.

Butler, Leslie J. "Some Aspects of Agricultural Price

Instability." Ph.D. dissertation, Michigan State

University, 1979.

Carrier, Lymon. The Beginnings of Agriculture in America.

New York: McGraw Hill, 1925.

Chavas, Jean Paul. "Structural Changes in Demand for Meat.”

Paper presented at the American Agricultural Economics

Association meeting, Logan, Utah, 1982.

Clark, J. M. Studies in the Economics of Overhead Costs.

Chicago: University of Chicago Press, 1923.

 

Clark, J. M. Com etition as a Dynamic Process. Washington:

Brookings, 1961.

Clemen, R. A. The American Livestock and Meat Industry.

New York: Ronald Press, I923.

 

Congressional Record. 59th Congress, lst-session, 1906,

Documentho. 87?, V01. 40, Part 8, Washington,

D.C.: Government Printing Office, 1906.

 

 

Cummings, Richard. The AmericanIce Harvests. Berkeley:

University of California Press, 1949.

 

Daellenbach, Lawrence A and Fletcher, Lehman B. "Effects

of Supply Variations on Costs and Profits of Slaughter

Plants.“ Amegican_Journa1 of Agricultural Economics

53 (1971): 600-607.

 

Darcovich, William and Heady, Earl. A lication of

Expectation Models to Livestock and Crop Prices and

Products. Iowa Agricultural Experiment Station

Research Bulletin No. 438, 1956.

 



235

Davenport, Arthur. TheAmerican Livestock Market. Chicago:

Drovers JournalPrint, 1922.

Dean, Gerald and Collins, Norman. World Trade in Fresh

Oranges:An Anal sis of theEffect of—European

Econom1cTari Polic1es. G1annini Foundation

Monograph 18, January 1967.

  

 
 

Dean, G. W. and Heady, Earl. "Changes in Supply Response

and Elasticity for Hogs.‘I Journal of Farm Economics

40 (November 1958): 854-865:

Devoe, Thomas. The Market Book. 2 vols. New York: Printed

for the author, 1862.

 

DeVoe, Thomas. The Market Assistant. Boston: Houghton

Mifflin, 1867.

Dewbre, Joe. "Interrelationships between Spot and Futures

Markets: Some Implications of Rational Expectations."

Invited Paper, American Agricultural Economics

Association, Urbana, Illinois, 1981.

Dowell, Austin and Bjorka, Knute. Livestock Marketing.

New York: McGraw-Hill, 1941.

Edwards, Clark. "Resource Fixity, Credit Availability and

Agricultural Organization.“ Ph.D. dissertation,

Michigan State University, 1958.

Ezekiel, Mordecai. "The Cobweb Theorem.” Quarterly Journal

of Economics 52 (February 1938): 262-272.

 

 

Ferris, John N. "Selected Statistics on Hogs." Michigan

State University Department of Agricultural Economics,

February 1982. (Mimeographed.)

Fowler, Stewart H. The Marketing of Meat and Livestock.

Danville, Illinois: Interstate Printers and Publ1shers,

1961.

 

Frich, Robert. "Sources of Commodity Market Instability

in U. S. Agriculture.“ American Journal of

Agricultural Economics 59 (February 1977): 164-169.

 

Galbraith, John K. The New Industrial State. Boston:

Houghton Mifflin, 1967.

 

Girca, J. A.; Tomeck, W. G.: Mount, T. D. "The Effect of

Income Instability of Farmer Consumption and

Investment." Review of Economics and Statistics 56

(May 1974): 141-149.



236

'The Futures Market for Maine Potatoes: AnGray, Roger.

Appraisal." Food Research Institute Stud1es 11

(1966): 313-341.

Grossman, S. J., and Stiglitz, J. E. "On the Impossibil1ty

of Informationally Efficient Markets.” American

Economic Review 70 (1976): 393-409.

Gustafson, R. L. Carryover Levels for Grain. U. S.

Department of Agriculture Technical Bulletin No. 1178

(1958).

Hamm, Larry. “Food Distributor Procurement Practices: Their

Implications for Food System Structure and

Coordination." Ph.D. dissertation, Mich1gan State

University, 1981.

Harris, Leon. Upton Sinclair, American Rebel. New York:

Thomas Y. Crowell Co., 1975.

Hayenga, Marvin; Johnson Aaron C., and Marion, Bruce W.,

eds. Market Information and PricefiReporting in the

Food and Agricultural Sector, N.C. 117 Monograph

9,11980.

Helmberger, Peter; Campbell, Gerald; and Dobson, W1lliam.

”Organization and Performance Of Agricultural Markets.

In A Survey of Agricultural EconomicsLiterature

volume 3, pp. 583-653. Ed1ted by Lee R. Martin.

Minneapolis: University of Minnesota Press, 1981.

 

Henderson, Dennis and Holder, David. Lesson Learned in

Electronic Marketing. Ohio State University

Agricultural Econom1cs Report No. BSD-934, July 1982.

Holder, David L. 'The Economic Feasibility of a Computerized

Forward Contract Market for Slaughter Hogs.” Ph.D.

Dissertation, Michigan State University, 1970.

 

Holder, David L. and Sporleder, Thomas. Marketin

Alternatives for Agriculture. Paper No. 4, Cornell

University, Ithaca, New York, (no date given).

Sullivan, J. P.: Barreto, H. F. SupplyHoltman, J. 3.:

Control Savings for Hog Slaughtering Plants-

Processing Plants. USDA ERS Agricultural Economic

Report No. 258, May 1974.

Houck, James P.: Hayenga, Marvin L.; Gardner, Bruce L.,

Paul, Allen B. 'The Concept of a Thin Market” in

Pricing Problems in the Food Industry edited by

Marvin L. Hayenga. North Central Regional Research

Project NC-117, Monograph No. 7, 1978



237

Hurt, Chris. "Some Thoughts on Potential Expansion of

Farrowings.” Paper presented at Midwest Outlook

Conference, Purdue University, West Lafayette, Indiana,

August 1982.

Hutchinson, T. Q. Consumers' Knowledge and Use of

Government Grades for Selected Food Items. USDA

Marketing Research Report No. 876, 1970.

Ikerd, J. E. The Consumer Image of Pork. Missouri

Agricultural Experiment Station Research Bulletin No.

978, 1971.

Irwin, H. S. The Evolution of Futgres Trading. Madison,

Wisconsin: Mimir Publishers Inc., 1954.

Johnson, D. Gale. Forward Prices in Agriculture. Chicago:

University ofChicago Press, 1947.

Johnson, D. Gale. World Food Problems and Prospects.

Washington D. C.: Amer1can Enterprise Institute for

Public Policy Research, 1972.

Johnson, Glenn L. “Book Review of Marc Nerlove' s D nmics

of Supply: Estimation of Farmers' Response to Price.“

ggricultural Economics Research 12(January 1960):

5 28

Johnson, Glenn L.; Halter, Albert: Jensen, Harald: Thomas,

D. W. The Managerial Processes of Midwestern Farmers.

Ames: The Iowa State University Press, 1961.

Johnson, Glenn L. and Quance, C. Leroy. The Overproduction

Trap in U. S. Agriculture, Resources for theyFuture.

Baltimore, John Hopkins Press, 1972.

Johnston, Gene and Houghton, Dean. ”Let's Get Paid for

Quality Hogs.” Successful Farming 78 (December

1980): H5—Hl6.

Jones, John. Farm Real Estate Market Developments

Supplement No. 1. USDA Economic Research Service,

98 .

 

Just, Richard and Rausser, Gordon. ”Commodity Price-

Forecasting with Large-Scale Econometric Models and

the Futures Market.” American Journal of Ag_icultura1

Economics 63 (May 1981197-208.

 

Kaldor, D. R. and Heady, Earl 0. An Exploratory Study of

Expectations Uncerpaintyand Farm Plans in Southern

Iowa Agriculture. Iowa State University, Agricultural

Experiment Research Station Research Bulletin No. 408,

1952.



238

Kanu, Leslie and Berenson, Conrad. "Mail Surveys and

Response Rate: A Literature Review." Journal of

Marketinngesearch 62 (November 1975).

 

Kemeny, John. A Philosopher Looks at Science. Princeton,

New Jersey: Princeton University Press, 1959.

 

Kish, Leslie. Survey Sampling. New York: John Wiley &

Sons, 1965.

 

Knight, Frank H. Risk, Uncertainty, and Profit. New York:

Houghton MifflinCo., 1921.

 

Kuhn, Thomas. The Structure of Scientific Revplutions.

Chicago: University of Chicago Press, 1970.

 

Lansing, John B. and Morgan, James N. Economic Survey

Methods. Ann Arbor: The University of M1chigan Press,

1971.

 

Leavitt, Charles T. “Transportation and Livestock of the

Middle West." Agricultural History 8 (1934): 20-33.
 

Lerohl, M. L. ”Expected Prices for U. 5. Agricultural

Commodities 1917-1962.” Ph.D. dissertation, Michigan

State University, 1965.

Leuthold, Raymond M. "The Price Performance on the Futures

Markets of a Nonstorable Commodity: Live Beef Cattle.“

American Journal of Agricultural Economics 56 (May

I974): 271-217.

Leuthold, Raymond and Hartman, Peter. “A Semi-Strong Form

Evaluation of the Efficiency of the Hog Futures

Market." American Journal of Agricultural Economics

63 (1979): 482-88.

  

Leuthold, Raymond and Hartman, Peter. "A Semi-Strong Form

Evaluation of Efficiency of the Hog Futures Market:

Reply.“ American Journal of Agricultural Economics

62 (August 1980): 585-87.

  

Lewis, Theodore, ed. Spanish Explorers in the Southern

United States. New York: Scribner & Sons, 1907.

 

 

Love, Harold and Shuffet, D. Milton. "Short-Run Price

Effects on Structural Changes in a Terminal Market

for Hogs.” American Journal of A ricultural

Economics 47 (August 1966): 803-812.
 

Marion, Bruce and Handy, Charles. Market Performance:

Concepts and Measures. USDA Agricultural Econom1c

Report No. 244,1973.

 

 



239

Martin, Larry and Garcia, Philip. "The Price-Forecasting

Performance of Futures Markets for Live Cattle and

Hog: A Disaggregated Analysis." American Journal of

Agricultural Economics 63 (May 1981): 209-15.

 

 

Mason, Edward S. ”Price and Production Policies of Large-

Scale Enterprise." American Economic Review.

Supplement (March 1939).

 

Massell, B. F. "Price Stabilization and Welfare."

Quarterlprournal of Economics 83 (May 1969):

McCoy, John H. Livestock and Meat Marketing. Westport,

Conneticut: Avi Publishing Co., 979.

 

Meadows, Dennis L. Dynamics of Commodity Production

Cycles. Cambridge, Massachusetts: Wright-Allen

Press, Inc., 1970.

 

Mighell, R. L. and Hoffnagle, W. 8. Contract Production

and Vertical Integration in Farming 1960 and 1975;

USDA Economic Research Service Series No. 479, 1972.

 

 

Mighell, R. L. and Jones, L. A. Vertical Coordination in

Agriculture." USDA Agricultural Economics Report

No. 19, 1963.

 

 

Mitroff, Ian and Pondy, Louis. "On the Organization of

Inquiry: A Comparison of Some Radically Different

Approaches to Policy Analysis.” Public Administration

Review 34 (September/October 1974): 471-79.

 

Nerlove, Marc. The Dynamics of Supply: Estimation of

Farmers' Response to Price. Baltimore: John Hopkins

Press,’1958i

 

 

Neuman, Mark and Stephens, John. "Agribusiness Survey on

Nonresponse Bias: The Case of Financial Performance

and Equity Redemption Practices of Kansas

Cooperatives. Kansas State University, July 1982.

Oi, W. ”The Desirability of Price Instability Under Perfect

Competition.“ Econometrica 29 (January 1961): 58-64.
 

Packers and Stockyards Resume USDA Packers Stockyards

Association, Vol 19, March 1982.

 

Panton, Don B. I'A Semi-Strong Form Evaluation of the

Efficiency of the Hog Futures Market: Comment."

Journal of Agricultural Economics 62 (August 1980):

584.



240

Pasour, E. C., Jr. "A Semi-Strong Evaluation of the

Efficiency of the Hog Futures Market: Comment.”

American Journal of Agricultural Economics 62 (August

1980) 581-583.

Paul, Allen. 'The Past and Future of the Commodities

Exchanges.” Agricultural History 56 (January 1982):

287-300.

 

 

Peston, M. H. and Yamey, B. S. ”Inter-Temporal Price

Relationships with Forward Markets: A Method of

Analysis." Economica 27 (November 1960): 355-67.
 

Petit, Michel Jean. ”Econometric Analysis of the Feed-Grain

Livestock Economy.” Ph.D. dissertation, Michigan State

University, 1964.

Phillips, Richard. Contract Programs in the Middle West.

Iowa Agricultural Experiment Station Special Report

No. 28, April 1961.

 

Popper, Karl. The Logic of Scientific Discovery. New York:

Harper Torch Books, 1959.

 

Powers, Mark J. “Does Futures Trading Reduce Price

Fluctuations in the Cash Markets?" American Economic

Review 60 (June 1970): 460-64.

 

Purcell, Wayne. 'An Approach to Research on Vertical

Coordination: The Beef System in Oklahoma." American

Journal of Agricultural Economics 55 (1973): 65-68.
 

Purcell, Wayne. Systems, Coordination,Cash and Futures

Prices. Reston, Virginia: Reston Publishing Co, 1979.

Purcell, Wayne. ”Do' 3 and Don' t' s in Electronic Marketing."

Proceedings from Electronic Marketing Conference

Virginia Cooperat1ve Exten31on Service, Virginia Tech,

Publication No. 448-003, January 1983.

 

Rizek, R. L.: Judge, G. 6., and Havlicek, Joseph. Joint

Spatial Analysis of Regional Slaughter and Flows and

Pricing of Livestock Meat. North Central Research

Bulletin No.4163, 1965.

 

Robinson, W. L. ”Unstable Farm Prices: Economic Consequences

and Policy Options." American Journal of Agricultural

Economics 57 (December 1975): 769-777.
 

Rosenburg, Barr and Rudd, Andrew. "The Yield/Beta/Residual

Risk Tradeoff." Research Program in Finance, Working

Paper No. 68, Institute of Business and Economic

Research, University of California Berkeley, November

1977.



241

Roy, E. P. Contract Farming, USA. Danville, Illinois:

Interstate Printer and Publisher, 1963.

Russell, James. "Electronic Marketing: Conceptual,

Theoretical, and Empirical Considerations." Ph.D.

dissertation, Virginia Polytechnic Institute and State

University, 1981.

Samuelson, P. A. ”The Consumer Does Benefit from Feasible

Price Stability.” Quarterly Journal of Economics

86 (1972): 476-93.

Savage, L. J. and Friedman, Milton. ”The Utility Analysis

of Choices Involving Risks.” Journal of Political

Economy 56 (August 1948): 279- 304?

Scherer, F. M. Industrial Market Structures and Economic

Performance. Chicago: Rand McNally, 1970.

Schmid, A. A. Pro ert , Power and Public Choice. New York:

Prager PuSIisEers, I978.

Schneidau, Robert E. and Duewer, Lawrence. Symposium:

Vertical Coggdination in the Pork Industry.

Bridgeport, Conn.: Avi Publishing Co., 19

 

 

 

 

Schultz, T. "Capital Rationing, Uncertainty and Farm-

Tenancy Reform." Journal of Political Economy 48

(June 1940): 309-574.

Schumpeter, Joseph. Capitalism, Socialism, Democracy.

3rd edition, New York: Harper 8 Row, 1950.

Scott, Christopher. "Research on Mail Survey." Journal

of_the Royal Statistical Society 124, Series A

(1961).

Shaffer, James. "On Institutional Obsolescence and

Innovation." American Journal of Agricultural

Economics 51 (May 1969 245-267.

 

Sharpe, William F. Portfolio Theory and Capital Markets.

New York: McGraw Hill, I9 70.

Sinclair, Upton. The Jungle. New York: New American

Library, 1960.

 

Skinner, B. F. About Behaviorism. New York: Knopf

Publishing Co., I974.

 

Smith, Vernon L. "Experimental Microeconomic Systems.”

American Economic Review 72 (December 1982): 923-955.



242

Stewart, Paul and Dewhurst, J. Frederic. Does Distribution

Cost too Much? New York: Twentieth Century Fund}

I939.

Stigler, George J. "The Economics of Information." Journal

of Political Economy 69 (June 1961): 212-215.

 

 

Stigler, George J. "Imperfections in the Capital Market."

Journal of Political Economy 75 (1967): 287-92.
 

Thomas Grocery Register. New York; Thomas Publishing Co.

Thompson, J. W. A History of Livestock Raising in the

United States, 1607- 18 . Wilmington, Deleware:

Scholarly Resource, I942.

 

 

 

Tintsman, Dale C. and Peterson, Robert L. Iowa Beef

Processors Inc. Newcomen Societyp Princeton, New

Jersey: Princeton Un1versity Press, 1981.

 

Toffler, Alvin. Future Shock. New York: Random House,

1970.

 

Tomek, W. G. and Gray, R. W. ”Temporal Relationships among

Prices on Commodity Futures Markets: Their Allocation

and Stabilizing Roles.” American Journal of

Agricultural Economics 52 (August 1970): 372-380.

Turnousky, Stephen 0. ”Price Expectations and Welfare

Gains from Price Stabilization.“ American_Journa1

of Agricultural Economics 56 (November 1974): 706-16.

 

 

U. 8. Congress. Subcommittee on Antitrust and Monopoly of

the Committee on Judiciary. Unfair Trade Practice

in the Meat Industry. 85th Congress, May 195 .
 

U. S. Department of Agriculture. History of Livestock

Raising in United States 1607-1860. Agricultural

History Publication No. 5, l .

 

U. 8. House of Representatives. Hearings before the

Subcommittee on SBA and SBIC Authority and General

Small Business Problems. Small Business Problems in

the Marketing of Meat. No. 95-I787, 13 October I978.

 

 

U. S. Federal Trade Commission. Report of the Federal

Trade Commission on the Meat-Packing Industr

Washington, D. C.: Government Printing Office, 1918.

  

Van Arsdall, Roy. Structural Characteristics of the U. S.

Hog ProductionIndustry. USDA Agricultural Econom1cs

Report No. 4151, December 1978.

 

Van Sickle, Joe. "Iowan Emphasizes Marketing Leaner Hogs."

National Hog Farmer 28 (February 15, 1983): 151-153.
 



243

Von Neuman, John and Morgenstern, Oscar. Theory of Games

3nd Economic Behavior; Princeton, New Jersey:

Princeton University Press, 1944.

 

Waugh, F. V. 'Does the Consumer Benefit from Price

Instability?" Quarterly Journal of Economics 58

(August l944):‘652—6l4.

 

Welford, Harrison. Sgwingthe Wind. New York: Grossman

Publishers, 1972.

 

Wentworth, Edward and Ellinger, Tage. Progressive Hog

Raising. Chicago: Armour's Livestock Bureau, 1926.

 

 

Williams, Harry; Current, Richard: and Freidel, Frank.

A History of the United States. New York: Kropf

Publishers, 1969.

Williams, Willard and Stout, Thomas. Economics of the

Livestockagat Economy. New York: Macmillian

Publishing Co., 1 .

 

Williamson, Oliver. 'The Modern Corporation: Origins,

Evaluation, Attributes.” Journal of Economic

Literature 19 (December 1981): 1537-1568.

Williamson, Oliver. "Transaction Cost Economies: The

Governance of Contractual Relations.“ The Journal

of Law and Economics 22 (October 1979): 233-261.

 

 

Working, Holbrook. "Whose Markets? Evidence on Some Aspects

of Futures Trading." Journal of Marketing 19 (July

1954): 1-11.

 

Working, Holbrook. "A Theory of Anticipatory Prices."

American Economic Review (May 1958): 188-199.
 



APPENDICES



APPENDIX A

SURVEY MAILINGS

K



245

MICHIGAN STATE UNIVERSITY

 

DEPARTMENT OF AGRICULTURAL ECONOMICS EAST LANSING ' MICHIGAN ' 48824

AGRICULTURE HALL

June 10, 1982

XXX

XXX

XXX

Dear XXX :

A questionnaire accompanies this letter. We hope you fill

it out because then you can help determine whether a new method

for marketing hogs should be tried. The questionnaire‘s purpose

is to discover how farmers feel about Computer Auction of Pork

Contracts and how satisfied they are with current marketing

arrangements.

We know filling out questionnaires is tedious, but your

participation is important because you have been randomly

selected on a scientific basis from the membership list of the

(appropriate state) Pork Producers Association. This means that

if you don't participate, we won't have complete confidence in

the results. Further, by your participation, you have a chance

to encourage or kill a new marketing channel for hogs.

We need you to tell us whether a Computer Auction of Pork

Contracts (CAPC) could help hog farmers. Such a market for hogs

does not exist now but it could by combining several existing

marketing methods. Their combination should produce more

competitive foward contract markets and hence superior

information about supply and demand conditions in the future.

Under these conditions we believe that both farmers and

processors could make better production plans and thus use their

farms and packing plants more efficiently. Price fluctuation

should decrease because the periodic variation in quantity

supplied would moderate. Some studies indicate that with a

less variable price people would consume more pork.

This proposed CAPC takes the computer markets existing in

a few other agricultural markets and combines them with the

private treaty foward contracts for hogs that now exist nearly

everywhere. These new contracts would be sold directly to

processors for the purpose of delivery. In addition to bringing

more buyers into the market, the terms of the contract would

become more negotiable.



246

Page 2

The enclosed article entitled: "Computer Auction of Pork

Contracts” will give you more details of how such a market might

work. You may wish to read it before filling out the

questionnaire. But the article can't give you full information

since the design of such a market, or even if it should exist,

must be determined in part by your answers to the questionnaire.

So this is your chance to either help shape a new marketing

mechanism or, if you think the idea is ridiculous, to help kill

it. '

The questionnaire is not as long as it appears to be. It

had to be spaced out in order to make computer tabulation easy.

Each question has a purpose. We tried not to ask any unnecessary

questions because we know your time is valuable.

We look foward to hearing from you. Please return the

questionniare in the business reply envelope which is enclosed.

Thank you for helping us with this research. We hope your help

will someday return benefits to you.

Sincerely,

Daniel Kauffman

Ph.D candidate
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COMPUTER AUCTION OF PORK CONTRACTS

Computer Auction of Pork Contracts is an untried and new

concept. New concepts are often easiest to grasp by example.

A Computer Auction of Pork Contracts(CAPC) might work

something like this: Assume you are getting to ready to breed

your weekly average of seven sows. In the past you've averaged

7.5 pigs per litter and your normal. conception rate is a little

better than average. So, you know that a little more than nine

months from now you'll have about 45 220-1b. hogs ready for

market. .

But since there is still biological uncertainty in

production, you'd be uncomfortable contracting all of your

estimated production. You're relatively. certain that at least

75 per cent of the 4S hogs will be ready then. Further, you're

against contracting all of your hogs since the spot price just

might take off and leave you without even a short ride on that

rare gravey train.

But if the price is right you'd be willing to contract about

32 of your projected 45 hogs or about 70 cwt. Further you know

your cost of production, including satisfactory return to capital

management and labor to be about $47 @ cwt. And judging by how

often you've talked to your banker lately, you and he are best

friends. ‘But you friendship might improve if you offered bun

more solid evidence that your payments will be made on time.
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Armed with this information you call your local co-op and

tell them you'll have a 70 cwt. of No. 1&2 hogs'for sale about

9.5 months from now. You also tell the co-op employee that under

no circumstance, will you accept a price of less than $52 8 cwt

for this production. A co-op station employee, trained to

operate a computer terminal, puts your offer of 7,000 lbs. for

sale into the computer system. Your reservation price of $52.

is put into the computer and-will abort the contract if bidding

doesn't go above that price. But no one besides yourself and

necessary co-op employees knows what your reservation price is.

- .Your offer will go to all packers in a 600 mile circum-'

ference of the co-op. Each packer has a computer terminal on

which to recieve and send information.

The approximate cost of transportation from the assmebly

point and the appropriate pencil shrink is applied automatically

by the computer program. Thus each packer knows approximately

what it will cost to get your hogs to his kill floor.

Packers knowarom past experience what their need for

product will be nine or so months from now. They also know

approximately what kind of price they can sell their output for

and what kind of margins on that output they will need.

Demand for fresh pork is sometimes difficult to judge too

far in advance, but large processors can gauge approximately

how much of their branded processed products they will be able
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to move at a given price. Advertising programs are predicated

on being able to supply the processed product at a predictable

price. Packers don't like price or quantity variation because

it plays havoc with their marketing strategies.

However processors don't want to. be caught paying substan-

tially more for their pigs than the competition: just as farmers

don't want to sell their pigs for less than other farmers.

Because of the delivery feature, the contract helps assure

that the plant will operate at profitable levels. The contracts

should also reduce shrink and transportation costs because the

hogs will flow more directly to the plants. For those reasons

packers hould be willing to pay somewhat more for the Computer

Pork Contracts than for a similar futures contract which really

isn't intended for delivery.

Now let's get back to the 70 cwt. you've offered for sale

at the co-op. Similar contracts yesterday sold for $50. (This

price, of course would be higher if we were in the current

market.) So CAPC market employes start the computer bidding

for your contract at that price. Packers think the market has

softened since then and refuse to offer a bid at that rate.

The price needed to start bidding starts dropping. 10 cents every

every three seconds’. The price reaches $48.60 before the first

bid is received. But all six packers in the area know a healthy

profit can be made nine months from now with hogs at that price.
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They start bidding against each other until the price reaches

$53.60. The buyer from only one packer feels there is money

to be made at a higher price than that so that packer gets the

bid. All buyers and sellers can see the price for which the

contract was sold on their computer terminals. But only the

buyer and seller know each others identity.

As part of the contract, you have agreed to deliver the

hogs within a certain time period. If your hogs are not ready

by then you may have to go into the open market to fill out your

contract. Further, if your hogs are not of the quality you

promised, then the price you receive will be discounted by a

factor specified when the contract was made. Conversely,

depending on the grading system, if the hogs are better quality

than you promised you might be paid a premium.

If enough of these contracts are traded, both producers

and processors could start to make better production plans.

Packers gain efficiency if they can schedule hogs into their

plant in a timely manner. Their fixed costs are high and their

labor contracts often commit them to fixed labor charge for the

week. If pigs are not there when they need them the plant will

operate at a loss. -Packers need a steady supply of Pork since

only 30 per cent of the carcass is sold as fresh meat. The rest

goes into processed branded products. These products are often

highly advertised and if product flow is not smooth it decreases
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the ability of companies to plan marketing stategies and hence

in the long run less pork is sold to the consumer.

Farmers would similarly benefit by getting access to more

buyers than they currently have and hence they would be gaining

a more competitive market. They would be getting accurate

information about true demand and supply conditions far enough

ahead of time to make more profitable production decisions.

This is extremely important in agriculture. When a steel

producer fires up a blast furnace the selling price of the first

steel to come out of it is known. When a pork producer decides

to produce_a pig no one knows the price for which that animal

can be sold. This makes production decisions extremely

«difficult. Computer Auction of Pork Contracts could reduce this

uncertainty.

Daniel Kauffman

Michigan State University

June, 1982.
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Pork Contract Questionnaire

Dan Kauffman - Michigan State University

Directions: Please check the best answer to

each question. When specified, please check

only one answer. Occasionally you will be

asked to check as many answers as apply.

Plese do not write in the columns or boxes

along the right margins.

What type of swine operation do you have?

(Please check one.)

A. Produce feeder pigs ___

B. Finish slaughter hogs ____

C. Farrow-finish ___

D. Both slaughter and feeder pigs ___

How are the majority of your pigs or hogs

produced? (Please check one.)

A. Field

B. Open lot

C. Semi-confinement

D. Total Confinement

Approximately how many pigs or hogs do

you sell a year?

A. Feeder Pigs
 

B. Slaughter Hogs
 

How many times a year do you try to

market?
 

Does your pork operation provide more than

50% of your farm income in a normal year?

A. Yes B. No

 

 

Office Use Only

Column

1-2

3

4

7-11

12-16

17-18

19
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Prior to breeding, how accurately can you

estimate when at least 90% of the litter

will be ready for the slaughter hog market?

(Please check one.)

A. Within two days

B. Within a week

C. Within a month

After the litter is weaned, how accurately

can you estimate when 90% of the pigs will

be ready for the slaughter hog market?

(Please check one.)

A. Within two days

B. Within a week

C. Within a month

Future price is important if one is to make

rational production decisions. How do you

estimate future price? (Rank in order of

importance: 1,2,3 etc. If you don't use

one of the estimation procedures leave it

blank.)

A. I look at past prices and take a rough

weighted average with the most recent

Aprices getting the most weight. Then I

make a projection from that average

based on the way the price has

been moving. ____

B. I use the futures market as a

guide for what price will be.

C. I look at the USDA pig forcast numbers

and make a price prediction on that

basis.

D. I use the Extension Service's price

forecast.

E. I have my own computer or calculator

model to predict prices.

F. I use another method.

(Please briefly describe it.)

 

 

20

21

22

23

24

25

26

27
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Farrow-finish operators could make improved

production decisions if they could

accurately predict the price of bogs ten

months from now. Within how many per-

centage points can you usually predict

the price ten months from now? (Please

check one.)

A. 0-10 per cent

 

B. 10-25 per cent

C. 25-40 per cent

D. 40 per cent or more ' 28

Do you ever change production based on your

price predictions?

A. Yes 8. NO 29

In your view is the hog cycle, with its

accompanying price variation, a help or

hinderance to producers? ‘

A. Help ' B. Hinderance 30

Other Comments: (Optional)

At the low end of the cycle are you

sometimes not able to cover your variable

costs like feed, paid labor, veterinary

supplies and utilities?

A. Yes

B. No (If answer is no, go to

question 14) 31

If yes, when have you been sure you won't

cover your variable costs? (Check one.)

A. Prior to breeding.

B. Usually when the pigs move into the

grower stage.

C. Not until shortly before marketing.-

- 32

(Please comment on the production decisions

you make when you face this situation.)  
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16.

17.

18.

19.

20.

21.
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Is more than 75% of your working capital

borrowed?

A. Yes B. No

Have you ever experienced cash flow

problems of sufficient degree to ask your

banker to refinance a loan when such

action was not originally planned?

A. Yes . B. No

How many years have you been raising hogs?

years

How many acres do you plant in crops?

acres

Approximately what per cent of the corn for

your hogs is raised on your farm in a

normal year?

per cent

Have you ever sold a futures or forward

live hog contract?

A. Yes 8. NO

Is hedging or forward contracting a

regular part of your current marketing

strategy?

A. Yes (If answer is yes, go

to question 22.)

B. NO

If you have never hedged or contracted

or if you have and quit, why? (Check all

that apply.) '

A. The contracts are too large for my

operation.

B. Contracts aren't offered in the

months I need them.

(Question continued on next page.)

 

 

33

34

35-36

37-41

42-44

45

46

47

48
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5

C. My capital position is large enough

to absorb an occasional loss and in

the long run I think I'm better off

without hedging. 49

D. Even full time professionals who watch

the market all day sometimes lose money

at it. I don't have that kind of time

so I figure I'll take an even worse

beating. - 50

E. Everytime I've started to hedge I ended

up doing a little speculating on the ~

side. That always got to be too

dangerous. 51

F. Dishonesty in these markets is too .

prevelant for me to feel comfortable

using them. . 52

G. The discount off futures or the

brokerage fees are too large. 53 ‘

H. I don't hedge for reasons not described

above. (Please describe briefly.) 54

(Go to question 23.)

If you do hedge or contract, do you have

a rule of thumb for deciding the portion

of your production you want to commit to

these methods?

A. Yes B. No 55

(If yes, what is the rule?)

Approximately what percentage of your hogs

do you market through the following

channels?

A. Auction Market: % 56-58

B. Country buying station (Co-op, Heinhold,

NFO, Farm Bureau, etc.): % 59-61:

(Question continued on the next page.)  
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C. Direct to packer gate: %

D. Packer buying station: _____%

E. To an order buyer at the farm: %

F. Teleauction market: %_

G. Terminal Market: %

H. Other: % (Please describe.)

Why do you use the marketing method you

do? (Check all that apply.)

A. I sell to the closest available

outlet.

B. I sell wherever I can get the best

price.

C. It's the only place I am treated

honestly.

D. They are open when I want to deliver.

E. Other (Please explain.)

Is the relationship with your buyer

important enough to you to sell in that

marketing channel even though you might

do slightly better elsewhere?

A. Yes 3. NO

If you have ever forward contracted or sold

a futures contract, did it improve your

ability to make mangement decisions in

general, and production decisions in

particular?

A. Yes B. No

 

 

62-64

65-67

68-70

71-73

74-76

77-79

1-2

10
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The concept of a Computer Auction of

Pork Contracts (CAPC) has been explained

to you in the letter which accompanied

this questionnaire. (It could work the

same way for feeder pigs.) With respect

to the following categories, would you

rate your present marketing system or an

CAPC as superior? (Write P if you think

your present system is superior, C if you

think an CAPC would be superior.)

A. Prices

H. Information for planning and

management

C. Number of buyers

D. Price premiums for superior product

E. Acceptance by farmers in general

F. Acceptance by buyers in general

G. Buyer-seller relationships and

cooperation

H. Efficient use of the capital you

have invested in your hog

operation

I. Your satisfaction with the marketing

system

Would you ever consider selling a forward

slaughter hog contract on a computer

market?

A. Yes (If answer is yes, go to

question 30.)

B. NO

If you wouldn't consider forward contracting,

where price is negotiated between numerous

buyers and sellers, what are the reasons?

(Check all that apply.)

A. I'm afraid the spot price would move

substantially above my contracted price

and I'd end up missing a chance at an

outstanding profit.

(Question continued on next page.)

 

 

 

11

12

13

14

15

16

17

18

19

20

21
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B. I'm too uncertain about when my pigs

will reach market weight to commit to

any kind of delivery date no matter

how loose it may be.

C. All contracts that I've ever seen

could be used against the producer.

And I'm afraid that the contract

provisions wouldn't be fairly enforced

with respect to grading. ___

D. Contracts limit my actions more than I

care to have them limited.

E. Other reasons. (Please specify.)

Remember that the tighter you're willing

to schedule delivery, the higher the ,

contract price should be since it lowers

the packers' costs if they know when

deliveries will be made. However if

you were to contract, the tighter you

scheduled delivery, the higher the chance

that you wouldn't be able to fully meet

the contract terms. Assume that you're

contracting 20% of your production. How

tightly would you be willing to guarantee

delivery if you were contracting nine

months in advance? (Please check one.)

A. Within one day

B. Within two days

C. Within a week

D. Within a month

Now assume that you're contracting 60%

of your production. How tightly would you

then be willing to contract? (Please check

one.)

A. Within one day

B. Within two days

C. Within a week

D. Within a month

 

  

22

23

24

25

26

27
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If the penalty clauses for not fulfilling

a contract were acceptable and if you

chose to participate in an CAPC, how much

of your production would you initially be

willing to contract? (Please check one.)

A. 100%

s. 75: __

c. 50% __

D. 25% __

s. 10%

If you did contract, how far ahead would

you be willing to contract? (Check one.)

A. Prior to breeding

B. Only after birth

C. Only after weaning

D. Only about a month before hogs reach

market weight

If Electronic Auction of Pork Contracts

became wide-spread, do you think they might

decrease the extremes that are present in

the cycle?

A. Yes ____ B. No ___

If the use of CAPC's started generating

mofe predictable prices with less up and

down variation during the cycle than at

present, would it change your production

methods?

A. Yes B. NO

(If yes, briefly specify the change.)

 

 

28

29

30

31
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Whom do you think should own and operate

the Computer Auction of Pork Contracts?

(Please check one.)

A. Sellers

B. Buyers

C. Government

D. Another party (please specify)

E. Such a market should not exist.

Who should pay the cost of the exchange?

(Please check one.)

A. Farmers should pay on a e cwt. or

9 head marketed basis.

B. Buyers should pay.

C. The cost should be split.

Assume that further study showed that

CAPC's could make farmers better off but

only if everyone marketed a certain portion

of their pig production through it. That

is, the study showed that the system must

have more volume than could be gotten

through voluntary participation. Would you

then vote for such required participation?

A. Yes 3. NO

What method should be used to insure that

a contract is honored by both parties?

(Please check one.)

A. A bonding agency should guarantee

performance.

B. Agreed upon penalities should be im-

posed on either of the parties not

living up to the conditions of the

contract. .

(Question continued on next page.)

10
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33
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The written agreement should be enough

and the courts could then handle any

case of contract non-compliance.

Questions of whether either party has

failed to live up to the contract

should be handled by an arbitrator

whose rulings would have the force of

law.

An agent of the board of directors of

the CAPC could handle such disputes.

Who should be allowed to contract?

(Please check one.)

A.

B.

E.

Anyone

Any processor or producer that has

raised or butchered hogs in the

past.

Only those who are certified as being

able to deliver on their promises.

Only processors or producers who've had

more than five years experience.

Anyone who can buy a performance

bond.

Under what conditions should the farmer be

allowed to cancel the contract? (Check all

that apply.)

A.

B.

Acts of God

Disease outbreak kills the pigs

intended for the contract.

The market price at time of delivery

is $10 @ cwt. above the contract

price.

Deciding not to raise hogs anymore

Other (Please specify.)

11
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37

38

39

40
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Should producers or processors be allowed

to sell or pay someone else qualified to

take their contracts if for some reason

they don't want to or are unable to meet

the contract terms?

A. Yes B. NO

How small would a contract need to be

interest you? (Please check one.)

A. Increments of 30,000 lbs. ___.

B. Increments of 15,000 lbs. ___

C. Increments of 5,000 lbs. ___

D. Increments of 1,000 lbs. ___

How would you like to see animals graded

in the CAPC? (Please check one.)

A. On the hoof, at the point of delivery,

using present USDA 1's, 2's and 3's

standards.

B. Any standard is okay by me just so long

as I know what it is before I begin

production. .

C. On the rail (carcass graded) by a

government grader.

D. On the hoof using ultrasonic measure

of the loin eye area.

E. On the hoof using the depth of backfat

and weight of hog.

How should animals that don't meet the

contract standards be discounted?

(Please check one.)

A. The discount should be negotiated with

every contract.

B. The discount should be set beforehand

and periodically re-evaluated.

12
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44

45
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13

Who should establish the discount?

(Please check one.)

A. The operators of the exchange

B. Packers

C. Farmers

D. Packer-farmer bargaining committee

E. Government

F. It should be negotiated during each

contract.

G. Other (Please specify.)

WOuld you like a summary of the

of this survey?

Yes NO

(If yes, please write your name

of this page.)

May I quote you by name in this

Yes No

(If yes, please write your name

of this page.)
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 results
 

and address at the bottom

research?

and address at the bottom

Thank you for taking the time to complete this

questionnaire.
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APPENDIX C

STATISTICAL COMPARISON OF RESPONDENTS

WHO RETURNED SURVEY WITHOUT PROMPTING

AND THOSE WHO RESPONDED ONLY AFTER THE

SECOND OR THIRD CONTACT
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