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If we were to search for a single word that best describes livestock industry sructurd change, that word would be
consolidation--a phenomenon that isinfluenced among other things by economics, economic conditions, and development
and gpplication of rapidly changing technology.

Consolidation and trends in consolidation bring chalenges and concerns to al phases of the livestock, mesat, and poultry
indudtry. In particular, concerns for procurement, for use of captive supplies, for the development of verticd coordinetion
plans, for the number of markets, number of suppliers, and the ever present concern for competitive prices, pricing, price
reporting, price information, product, product qudlity, and digtribution. Sound, timely, objective analysis of theseissuesis
vital to al segments of thisindustry and society in generd.

The Packers and Stockyards Adminidration is the agency in the U.S. Department of Agriculture charged with
adminigtering the provisons of the Packers and Stockyards Act to assure fair trade practices and competitive markets for
livestock, mest, and poultry. The programs of the Agency are designed to fogter fair and open competition, guard against
deceptive and fraudulent practices, and provide payment protection in the marketing of livestock, meat and poultry.

P& SA programs cover the breadth of an $88 hillion livestock, meet, and poultry marketing industry (the Commerce
Department's 1991 estimated wholesde value). This changing and dynamic industry accounts for $65 hillion, or 39
percent of al cash farm receipts.

P& SA mgjor program areas include payment protection, and protection againgt unfair, deceptive, and fraudulent practices,
and antitrust activities. Through the Agency's antitrust activities, we address issues related to competition, market
performance, packer concentration, captive supplies, and conflicts of interest. These issues can ether influence or be
affected by structurd change within the livestock marketing indudtry.

I would like to talk about two noteworthy matters we are dedling with at the present time: animd care at stockyards and
regulation review.

Animd Care at Siockyards

A nationd TV program on the trestment of livestock at the South St. Paul Stockyards last year raised awareness
about care and handling of livestock at gockyards.

Early last summer, P& SA initiated a surveillance level investigative program to address care and handling of
livestock at sockyards. Over 500 of the 1,600+ stockyards have been reviewed.

Problems have been found et less than 10 percent of the stockyards. We are working with stockyard owners to
seek voluntary correction.

Regulation Review

We a P& SA have expressed interest in a review of our P& S regulations many times. The government-wide
"moratorium on regulation” announced by the President during the State of the Union addressincluded a process
to review dl regulations. P& SA is in the early stages of that review. | think this is a good process that is
progressng well. 1t will take sometimeto complete.

As we move through the review, anyone who chooses may comment on the proposed regulations or changes. Virtudly
every P& SA regulation and policy staterment will be reviewed from the perspective of economic impact on society (costs
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vs. benfits), user friendliness, darity, duplication, adminidtrative costs, and opportunity for the market mechanism to
function.

GAO Study of P&SA
Lagt fdl the GAO released areport on P& SA. While the study dedlt with al P& S program aress, grestest interest was

placed on the role of P& SA in assuring fair trade practices and a competitive market for livestock, mest, and poultry.

GAO Recommendation

GAO recommended that the Secretary of Agriculture determine a feasible and practica approach for monitoring the
activity in regiona markets.

Departmental Response

Whilewe did not agree that defining regiond markets is necessary to monitor anti-competitive practices, we did agree that
the structure of today's livestock and meatpacking industries requires an expanded effort for effective monitoring for anti-
competitive practices. For thisreason, P& SA plansto expand itsrolein dealing with any competitiveness issues that may
be associated with concentration in the industry. Asapart of that effort, the Agency plans

To edtablish an information base sufficient to define and anadyze regiond markets and/or to support
action.

To establish an informeation base sufficient to:
- predict with areasonable degree of certainty the effect of industry changes and trends; and

- drengthen public confidence in Agency opinions and postions on market sructure and
performance.

To conduct or coordinate investigetive research on concentration/integration and/or industry structural
change.

A plan will be developed to provide the mogt practical and cost-effective way of obtaining the data and andys's needed to
accomplish these objectives.

In addition, we must find ways to enhance P& SA's current monitoring activities. Experience has shown that the best
deterrent to activities that are violative of the Act, including anti-competitive practices, is the visble presence of the
Agency intheindudtry.

That visible presence is increased by more frequent regiond investigations. Implementeation of this response will set the

direction for P& SA'srole to assure competitiveness. The extent of implementation will depend on our ability to redlocate
and re-prioritize available resources.

Structural Change

The livestock industry has arich history of drametic change from decade-to-decade. | have chosen today to ded with the
more recent history, possible causes, measures of change, and P& SA's role to address and accommodate change.

Industry structura change can mean different things to different people and may be influenced by many factors. There are



indications that much of this change may be driven by narrow per unit profit margins, by efforts to gain efficiencies, by
economies of scae, and by efforts to maintain market share.  The effects however may be manifested in various ways,
including products, product characteristics and qudity, production location, plant size and location, fir sze, vertica
coordinaion arrangements, and procurement and pricing practices, to name afew. There are other factors to consder:
environmenta protection, waste management, supply availability, product quaity, and systems that recognize and reward
quality. These circumstances give risk to differing opinions relative to change.

The visonary seesindustry structura change as something happening to the livestock and meat business from conception
to consumption. There is the view that focuses primarily upon sructurd change in the packer/marketing sector only.
Others point to production and gtill othersto distribution, including retail.

At P& SA, we are paticularly interested in procurement and pricing practices, and market concentration. Concentration
and consolidation are occurring in al phases of the livestock, meat, and poultry business, production, marketing, and
distribution.

| would be remiss if | failed to remind you that the consumers will set the pace. The interests and choices of the
consumers of this nation and the world will ultimately set the limits. These circumstances place a heavy responsibility
upon dl involved to know more clearly what is happening so there exists afactua basis from which to operate.

While concentration within the meatpacking industry may have begun in the early 1980s, it accelerated considerably
during 1987, and has continued since that time. The top ten daughterers of steers and heifers during calendar year 1985
merged into five by the end of 1987.

Acquistions have resulted in the merging of speciaized poultry firms with traditiona red meet firms. New plants have
been build near production, adding to capacity. The industry, without regard for species, finds itself with excess daughter

capacity and excess capacity to produce.

Packers usudly seek waysto utilize that capacity efficiently. Consequently, they are using feeding, forward contracting, or
some other form of vertical coordination to provide opportunities to assure that a portion of their daughter needs are met.
Coordination arrangements may aso be a vehicle for risk management for feeders/producers. These developments have
created a greeter need for P& SA to review indudtry structura change and market performance on a continuing basis.

Packer Captive Supplies

Conggent with the aforementioned need, the Agency began to monitor the role of captive supplies and report the leve of
captive suppliesin 1989. Information was compiled from specia reports for the top 15 steer and heifer daughterers each
year. We recently released datafor 1991.

The 15 largest beef packers use of captive supplies peaked at 22.4 percent of their totd daughter in 1989 and then
declined to 18.9 percent in 1990 and 17.2 percent in 1991. These captive supplies include animds owned and fed by
packers, and animals they bought under forward contracts and marketing agreements.

The number of animals fed by the 15 largest beef packers has remained rdatively congtant at 4.5 to 5 percent of their total
daughter, while the number of animals they purchased under forward contracts and marketing agreements declined from
about 17 percent of thefirms daughter in 1989 to less than 13 percent in 1991.

Data for the four leading beef packers are very amilar. Captive supplies declined from about 25 percent of their total
daughter in 1989 to about 20 percent in 1990 and 18.7 percent in 1991. The four largest beef packers obtain about two
percent more of their daughter animas from forward contracts and marketing agreements than do the 15 largest packers,
but about the same percentage of their volume is obtained from their own feeding operations.

Although packers use of captive supplies has declined in recent years, important questions will remain until more is
learned about what role captive supplies play in livestock pricing and the long-term implications of captive supplies.
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Preliminary Inquiry into Captive Supplies Inconclusive

Aware of concern by livestock producers about any impact captive supplies may have on prices, P& SA examined prices
paid for cattle by 12 mgor packing plants between January and June 1990. Clem Ward collaborated with P& SA on this
project.

In October 1991, USDA released a program announcement stating that the results of a priminary inquiry into the effects
of captive supplies of steers and heifers on prices paid in cash markets were inconclusve. Economic and datigtica
anayses of the data did not rule out the possibility of either negetive or postive effects of captive supplies on prices paid.
It was difficult to separate effects of captive supplies from other factors affecting prices. We did not examine long-term
implications of captive supplies. Of course, P& SA will continue to examine the role of captive suppliesin beef packing.

Packers and Stockyards Administration's Role Regarding Mergers and Acquisitions

Asl| indicated earlier, mergers and acquisitions have played amgjor role in current concentration levels. Under the Hart-
Scott-Rodino Act, firms, including meat packers, are required to submit pre-merger notification information to the
Department of Judtice and the Federd Trade Commission concerning proposed mergers of meat packers. The DOF and
FTC have primary respongbility to chalenge mergers and acquisitions that may be harmful to competition.

The Agency maintains regular and open communication and exchange of information with the Justice Department on the
sructure and performance of the meatpacking indudtry. This is being done to coordinate our activities as we continue to
monitor and investigate alegations or gppearance of illega use of market power.

Our work dso entails a close working relationship with CFTC. WE attend CFTC survelllance meetings when livestock
ison the agenda, and assist each other, as gppropriate, in investigations.

Competitiveness in the Marketplace

High levels of packer concentration have signaded concern for competition in the marketplace. P&S responsbility
extends over anti-competitive practices. P& S programs and activities that address competitivenessinclude:

A weekly fed beef price monitoring program;

Use of pecid and annual reports, i.e., captive supplies;

Maintenance of an extensve computerized data base of the mgor daughter plants. Data includes history,
ownership, and daughter figures on each of the plants.

Maintenance of effective working relationships with the packing and processing industry.

Useof inddeintelligence.

Response to complaints.

I would like to provide some details about the weekly fed beef price monitoring program. We use this procedure to
rapidly identify price abnormalities in mgjor fed cattle areas represented by USDA Market News Price Series. Sixteen
regiond and termina market price series are monitored at thirteen different locations.

Cash cattle prices and price movements are highly correlated among these arees. Price ratios are used as the monitoring
mechaniam. The ratio of each of the Sxteen price series to a fivemarket average price is compared to a predicted or
expected rétio.

The predicted ratio is based upon the atistical andysis of the relationship between the individua market and the five-
market average during the most recent five years. If the actud weekly ratio deviates from the predicted retio by an amount



larger than expected due to norma datigtica variation, the market conditions are examined closdly to determine whether
there may be unusud forcesinterfering with normal market relationships.

Regiona market prices come from throughout the U.S,, including the northwest, southwest, as far east as Lancadter,
Pennsylvania, and includes al of the mgor beef feeding and daughtering region.

Packer Concentration Study

In addition to continuing these efforts, the Agency plans to expand the number and frequency of itsregiond investigations
for dl red meat species. Currently, we are receiving an asss through funding from Congress to study packer
concentration. Congress gppropriated $500,000 for FY '92 to be used to study packer concentration in the red mest
industry.

To make the best use of the funds and assure the most important issues are addressed in the study, an interagency working

group was established. Participants in the working group include AMS, ERS, NASS, OGC of USDA, plus DOJ, FTC,
and CFTC, with P& SA serving as chair. The working group will advise on al issues under congideration throughout the

sudy.

P& SA sought public input by placing a notice in the Federa Register seeking comments on the study. We received
comments from 51 individuals and organizations, including 7 meetpacking firms and meatpacking trade associations, 12
livestock producer and generd farm organizations, 4 livestock markets and livestock market trade associations, 5

consultants or consulting firms, 15 persons at universities, and 8 other individuals.
The most commonly recommended research arees weres

define procurement markets;
andyzethe price discovery process, and
examine vertica integration/coordination issues, especidly therole of packers captive supplies of cattle.

Other topics receiving numerous comments include:

effects of concentration on prices paid;
the accuracy of price reporting systems;
cods and efficienciesin meatpacking; and
entry conditionsin mestpacking.

P& SA plans to address the following specific topics, subject to budgetary limitations (other topics may be added if
feasble):

1. Regiond Cattle Procurement Markets. This project will examine and identify regiona procurement markets
for daughter cattle within the continenta United States.

2. Effects of Concentration on Prices Paid for Saughter Cettle.
3. Price Determination in Saughter Cattle Procurement.

4. Roleof Captive Suppliesin Beef Packing.

5. Verticd Coordination in Hog Production.

6. Research Literature Review.

The findings of these projects will help P&SA monitor the meatpacking indudtry, anadyze causes and impacts of
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concentration, and enforce the Packers and Stockyards Act. The findings aso will increase public knowledge about the
sructure, conduct, and performance of theindustry.

We conscioudy sdected projects that we believe have the highest priority and dso have rdatively common data
requirements.  This increases efficiency in daa collection, tabulaion, and analyss, thereby maximizing the use of
available funds.

Much of the balance of FY 1992 will be devoted to sdlecting and defining specific research projects and negotiating
contracts with researchers at universities and other organizations. The Agency will begin making plansfor data collection
immediately, with plans being findized when contracts have been signed with researchers. Clearances for data collection
and actua collection of data will occur in FY 1993. Anayses of data aso will occur in 1993, Some results may be
availablein 1993, but most will not be ready until 1994.

In cdlosing, many changes are occurring and will continued to occur in the livestock industry.  As participants, these
changes have the potentia to give each of us new direction. Assessing those changes and their complex implications
requires continuous analysis and specia objective attention.

At P&SA, we have programs designed to assess market performance, and we investigate alegations or appearances of
violations of the P& S Act. We are dowly but surely strengthening our capacity to andyze developmentsin the industry.
There is much to be done. And while government has its function, it will take the combined and coordinated efforts of
many people and organizations to fully examine current and unanticipated relevant issues. We are pleased that this
conferencei focusing on many of theissues.

Let's recognize that each of us gathered here has a rather clearly defined role or responghility to fulfill. Each of us has
direct accountability to someone who impacts what we do and likely how it is done.

Let's not forget that what we do impacts the mesat food business, and let's not forget for whom we ultimately work, namely
the consumers of our greet nation and the world.
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Executive Summary of

Pricing and Competition Issues
in Concentrated Livestock Markets

by

Wayne D. Purcell

The areas to be covered in more detail in the later book chapters are explored in Chapter 1. The broad issue of
consolidation of the livestock sectors, especidly in beef, that occurred in the 1980s is reviewed and documented. Efforts
that have been designed to look at the impact of the consolidation are dso reported. For example, the Generd Accounting
Office (GAO) issued a December 1990 report on the impact of the gtructural change in the livestock sector. They
reviewed the available literature and basicaly concluded that there is no consensus in the research literature as to the
impact of a consolidation that has moved the four-firm concentration ratio as high as 80 percent in boxed beef.

A February 1990 conference conducted by the Research Indtitute on Livestock Pricing looked at the impacts of
consolidation. Much of the atention has been on the price, dedling with such issues as the impact of captive supplies on
price bids to producers. Discusson during the conference indicated that the impact on the cost has not yet been
thoroughly reviewed. The subgtantia declines in the farm-to-retail price spread for beef after adjusting for overdl price
inflation during the 1980s were reviewed. It was suggested that the economies of size from the large firms may be the
reason that we have seen over a 20 percent decline in that inflation-adjusted price spread during the decade of the 1980s.

Increesingly, the Packers and Stockyards Adminidretion is being asked to monitor the markets for
competitiveness. More recently, responding to a Congressiond initiative, the GAO examined the Packers and Stockyards
Administration (PSA) programs and concluded that change was needed if PSA isto do an effective job of monitoring the
markets. They were particularly concerned about the lack of a regiona definition of cattle procurement markets, for
example, and fet that the impact of high levels of concentration can only be looked at in ardatively small regiond market
context.

In 1992, then, there is increased awareness of a need for a solid base of information. Chapter 1 continues to
discussthis broad area of need and looks at the specific areas to be covered in later chaptersin the book.

The issue of captive supplies is introduced. This was investigated by Kansas State economists working on a
subcontract basis with the Research Indtitute on Livestock Pricing. Basicdly, the approach has been to explain
procurement pricesin the fed cattle areaas afunction of captive supplies, or some measure of captive supplies, plus some
other explanatory varigbles. Purcell discusses the possibility that this gpproach does not capture any long-term impact on
price levd. The price data are collected during a fairly short time period and are collected from a market that might
dready have seen a price level change because the move to captive supplies has reduced the variability in the flow of
daughter livestock and reduced packers cods. Graphical representations are offered to suggest how this cost reduction
might occur if, in fact, captive supplies alows the firm to operate near the rated capacity of the firm a higher percentage of
thetime.

The area of market definition was investigated by researchers at lowa State Universty operating under a
subcontract basis with the Research Indtitute on Livestock Pricing. The GAO had earlier indicated the importance of
being able to accurately define regiona markets when they responded to Congressiond initiatives and looked at the
readiness of PSA to be an effective monitor. The need for regiond markets was one of their important points.

The lowa State andyds reviewed various approaches to defining markets including the use of corrdation
andyds to identify the various geographica areas in which price change in any one area has an impact. This gpproach
has been praised by some andysts and criticized by others, and there is no question that continued conceptud and
empirica work is needed to generate awidely acceptable way to define procurement markets. It appears that whatever the
solution, plant or firm-specific datais likely to be required.



Past work that combines parts of severd dates into a procurement region gives mixed results. The implication
isclear that such abroad area may be too large and that the aggregeation involved in going to amultiple-state areain terms
of defining a market may conced important implications of high levels of concentration. Cattle are not bought on a day-
to-day basisin anationd market, of course, nor or they bought in alarge multiple-state region. Thereis clearly aneed to
make further progressin terms of how markets should be defined, and Chapter 2 in the book discusses theseissues.

Chapter 3 dedls with buyer concentration in feeder cattle auctions. This work was done by Utah State andysts
under a subcontract with the Research Inditute on Livestock Pricing. A large regiona traditiona auction (Oklahoma
City) and the video sdes of Superior Livestock are examined. There is some price advantage to the video sales, but it
gppears that one can d <o find evidence of market power in the video sdes.

Any conclusion about the presence or absence of market power in video sdles should be viewed with caution,
however. It may be that the increased specificity in the description of cattle and the tendency to do a better job of
identifying value-rdated characterigtics is the reason what gppears to be market power may be found in the video sdes.
For example, aparticular set of cattle that is unusualy heavy or unusualy light or unusud in some other way is, perhaps,
more nearly going to be identified as such and discriminated againgt price-wise in the video sae than perhaps in the
traditiondl auction.

Electronic markets are clearly going to be afactor in our increasingly concentrated feeder cattle markets and the
video saleisobvioudy one possbility. Thereis discussion about the potentid of e ectronic markets to expand the market,
to bring in the residua buyer, and to be able to compensate for a smaler number of buyersin atraditiond or particular
market area. Thereis cearly much work yet to be donein the area of identifying just what the declining number of buyers
in our livestock marketswill mean to producers and to the efficiency of the entire livestock system.
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Executive Summary of

Implications of Captive Supplies in Fed Cattle Industry

by

Ted Schroeder, James Mintert, Andrew Barkley, and Rodney Jones

Chapter 2 dedls explicitly with the implications of captive supplies in the fed cattle industry.  The growing
tendency to ether feed company-owned cattle or to procure them by contract is reviewed early in the chapter, and the
seasond pattern in forward contracting is o reviewed and presented. [t was apparent that there is a seasond pattern,
perhaps suggesting that packers try to use contract cettle, packer-owned cattle, or cattle procured via some type of
business arrangement, the three categories of cattle that combined make up what is being caled "captive supplies™ in a
drategic way to offset expected shortages during the year. 1t would appear that packers fed they benefit from the ability to
schedule cattle, and cattle feeders may benefit by securing a buyer and perhaps reducing their exposure to price risk.

The primary research in this particular chapter is areport of data collected at the feedlot level across asix-month
time period during 1991. The collection at the feedlot level alowed the researchers collecting the data to exercise some
degree of control over quality variation. Thisisimportant because you would not want, for example, to assign some cost
or some benefit to captive supplies if it was redly related to a qudity factor in the particular st of cettle. Early, it is
gpparent that there is no clear and evident set of implications to contracting. 1t would gppear that day-to-day demand in
the cash market will be influenced by contract activity, and one might argue that the demand for cash cattle may be more
eladtic in the presence of sgnificant volumes of contract cattle. But these and other conceptud implications have to be
examined in more detail empiricaly before inferences on theimpact of captive supplies aretruly judtified.

Having presented the issues, the authors of Chapter 2 present a very useful review of recent empirical results.
Three different sudies are examined in terms of theimpact of captive supplies and how the captive supplies are measured,
and the authors report that there is no consensus in the limited number of Sudies available. This is consistent with the
announcement during 1991 by the Packers and Stockyards Administration thet after an extensive effort to isolate and
measure the impact of captive supplies, they were not able to generate definitive results.

In the empirica study by Kansas State analysts, data were collected on individua transactions from some 1,407
pens of cattle representing over 166,000 head of cattle during the period from May 1991 through late November 1990.
Thirteen feedlots in southwestern Kansas were involved in this particular data set. For each pen of cattle sold, a record
was made of the price bids, the feedyard and animd characterigtics, market conditions, and the level of captive supplies at
that particular point in time. The researchers then proceeded to mode the impact of captive supplies by expressing sdes
price asafunction of ameasure of captive supplies plus other explanatory varigbles.

The resultsindicated ardlaively small but negative impact attributable to captive supplies. Over the Sx-month
study period, for example, the impact of captive supplies was to reduce prices in the feedyards from $.15 per
hundredweight up to about $.31 per hundredweight for each 1 percent increase in captive supplies. Captive supplieswere
measured either by total contract sales as reported by the USDA as a percent of total Kansas daughter or, dternatively, as
each of these packer's share of captive supplies as a percentage of Kansas daughter. The share of captive supplies held by
each of the three packers active in the area was estimated by private industry analysts. As suggested earlier, it was found
that the results varied by season of the year, and severd caveets with regard to the results of this study are important.

Fird, it is important to recognize that the results may be sendtive to the market conditions during the data
collection period. During May to November 1990, fed cattle supplies were rdatively low, and that may have provided a
safety net againg the gpplication of any packer market power during their efforts to arrange captive supplies.  Second,
edimates of price impacts of captive supplies are based on only 26 weekly observations. It isaways useful, of course, to
have alonger time period, but data collection in this particular Sudy was time consuming and expensive. Third, we have
to recognize that the results could be sendtive to the southwestern Kansas region. It may be that conditions would be
different elsewhere.  Fourth, dthough detailed data were collected on cash market transactions, there was no red
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knowledge of the characteristics of the pricesfor cettle that were received in the form of captive supplies. What net price
is being paid on the cattle ddivered on the captive supplies might be a factor in price on negotiated sdes. Findly, the
feedlots surveyed were not a random sample.  You cannat, therefore, generate the empirica results to the indudtry as a
whole.

The Kansas State study makes a significant contribution to the literature in this area. The database and the time
period were both more extensive than some earlier sudies, and the researchers were able to observe and grade the cattle
and, therefore, account for price differences due to qudity. A negative coefficient on the captive supply measures
indicates price bids do decline as the level of contracted cettle available increases, but the coefficients were rdatively
amdl in magnitude. Thereis no reason, based on these results, to be overly concerned about the price impacts of captive
supplies, especidly when the potentia benefits of the large plant sizes and the related economies of Size are considered.

Section 4: Implications of IRS Policies
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Executive Summary of

Packer Competition, Forward Contracting Price
Impacts, and the Relevant Market for Fed Cattle

by

Marvin Hayenga and Dan O'Brien

Chapter 3 in the book dedls with issues of the impact of captive supplies via contracting and aso deds with the
relevant market for fed cattle. One of the fird things the authors report is what impact has been seen due to a subgtantial
reduction in the number of both firms and packing plants in Colorado, a margina but important feeding Sate. They
conclude that there is no clear evidence that price relationships between sates has been impacted in recent years by the
declining number of plants in Colorado. There is no significant evidence, they indicate, that either large buyers or large
<dlersare dble to exercise market power.

It is interesting that the percentage of cattle being sold by large or smal feedlots aso faled to exert any
sgnificant influence on relative prices across saes. Thus, neither the decline in the number of packing plants nor the
changing size and digtribution of feedlots seem to be making a difference in price rdationships. The authors suggest that
other factors such as the economies and efficienciesin larger plant size may be offsetting any reduction in competition due
to fewer buyersin the fed cattle market.

The authors report severa gpproaches to identifying a price impact of captive supplies. Looking at pricesin
Colorado, Kansas, Texas, and Nebraska, they conclude there is evidence of a detidicdly significant negative impact from
captive suppliesin Kansas, but the results to not hold up across other states. The gppropriate conclusion then, perhaps, is
that there is no sgnificant evidence of widespread downward pressure on prices due to captive supplies as has been
suggested by some observers. The authors then spend considerable time writing about their findings in terms of effortsto
define procurement markets. Exactly what the rdevant market isis very important for both legal and economic reasons,
of course, and thiswas the primary thrust of thisresearch.

The authors conclude that overdl price behavior in the primary cettle feeding states they examined show a
sgnificant amount of integration. The results support the notion that prices are related across a broad area, and that
concluson comes from both correaion andyss and sophigticated regression techniques. The price linkages the authors
indicate suggest that (1) a Sete is too smdl to be considered a rdevant procurement market for fed cattle, and (2) the
relevant market may be larger than the norma procurement area for a particular firm, epecialy because an outside firm
can buy at the fringe or in a distant area and send a lagged price response across a broad geographical area. This latter
finding appears to be particularly important because it suggests that buyers who normaly don't buy in an area.can comein
and exert an influence, abeit alagged influence, on prices within a particular market area. If such isthe case, the authors
suggest the distant buyers should perhaps be seen as part of the procurement market.
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Executive Summary of

A Test for Market Power at Feeder Cattle Auctions

by

DeeVon Bailey, B. Wade Brorsen, and Chris Fawson

Chapter 4 deds with empirica andysis of the impact of market power in feeder cattle auctions. The basic idea
here, of course, is that as the industry has consolidated, there are fewer buyers in important feeder cattle auctions. The
hypothesisis that as the number of buyers comes down, price bids to producers would come down as well.

Two markets were andyzed. The traditiond large auction in Oklahoma City, henceforth referred to as the OKC
market, and the nationa video auction conducted by Superior Livestock Association, henceforth referred to as the SLA
market, were involved. There was some indication that buyer concentration in both markets is highly seasond. This
would be expected. It tendsto mirror the seasona pattern in placements of cattle in the feedlots seen in the USDA data
Large feedlots gopear to buy more cattle directly or through order buyers in the firgt hdf of the year and the meesure of
buyer concentration, of course, increases accordingly.

The rather sophidticated analysis presented in Chapter 4 indicates the presence of some negdtive influence
associated with fewer buyers and the related market power in both the OKC and the SLA markets. While the results are
datigticaly sgnificant in the SLA market, the magnitude is only $.05 per hundredweight, so one could question whether
or not those results are important in an economic context. In Oklahoma City, the impact of buyer concentration was
greater than in the SLA market. It is not clear why these differentid results presented themselves, but it could be due to
the different bidding processes in the two auctions. Bidding, for example, in the SLA auction is anonymous, and bidding
is not necessarily anonymous in the OKC market where some buyers are in visud contact with each other. In the OKC
market, it would appear that increasing buyer concentration between 1987 and 1989, the study period, reduced steers and
heifer prices a that market by atota of about $.44 per hundredweight.

The authors caution that the impact of buyer concentration could be greeter in individud auction sdes or in
smdler markets. They caution aso that we need to recognize that the cattle descriptions, in terms of detail, are perhaps
better in the SLA market than in the OKC market. They were able to control for other variables such as weights, sex of
the cattle, and measures of quality in the SLA sdles but were not necessaxily able to provide that eement of control in the
OKC daa. The concern here, of course, would be that the measure of market power or declining number of buyersin the
OKC is actudly picking up some of these other impacts that the data did not alow for control during the andlysis. The
authors emphasize that concentration may be of concern in smaler markets or for direct sdes, and they are epecidly
concerned that if the industry continues to consolidate to an even greater extent that the ramifications of market power may
gppear a a more sgnificant level. They suggest, for example, that if a buyer is able to recognize and sdlectively apply
market power in separate markets, then the buyer might be able to have a Sgnificant impact on price and exercise market
power in those particular market aress.
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Session 1: Open Discussion

QUESTION - for DeeVon Balley - | was wondering is Superior a nationa market or is it bascaly a western regiond
market?

ANSWER - DeeVon Bailey - The data that we have shows saes from over 40 dates during particular time periods and
during certain times of the year. It may be more of a western sde or a southeastern sde depending on where it comes
from a a particular point in time. For ingtance, during the fdl, you will see alot of cattle from the West and a lot of
cdves. During the spring months, you will see alot of cattle coming from the Southeast on the system. Bt it is a
national market, and consequently the data set is very unique. There is not another market that functions the way that it
does, with cattle from al over the country and buyers from dl over the country. The data set offers unique opportunities
from aresearch standpoaint.

QUESTON - Has anyone taken alook a the market for cattle in the Kansas State study that were captive supply vs. cattle
sold in the open market? What isthe differencein cost or margin per heed on those captive supply cattle?

ANSWER - James Mintert - The answer is no, we did not do that. One reason we did not is we don't know the cattle
bought via captive supply and what was paid for those cattle. We don't have any data on what the contracted cattle
brought nor do we know anything about what formula price cattle brought in that time frame.

COMMENT - Wayne Purcdll - It'san important issue. In my discussions with Ted and with Jim, we talked about the fact
that one of the things we need to do here is to find out what those contract cattle actudly did trade at. Go ahead and
expand onthat. You did not havethat in the data s, did you?

ANSWER - Ted Schroeder - Well, yes but one of the big problems, as Jm mentioned, is that we don't know whét those
contract cattle are netting in terms of price. | have a strong suspicion that they are probably not the same type of cattle,
gther. The work that Jm has done in surveying feed lots suggests that different types of cattle are probably going to the
contractors. As an incentive, if you've got good cattle, send them through the contract method; if you don't have above
average cettle, you're probably going to take a hit using contracts. So, you are comparing apples and oranges even if you
did try to compare the prices. Wayne you probably have more data on that than anybody, with the hedging comparisons
you've done between contracting and elsewhere. | don't think anybody has been able to tell the differences otherwise.

COMMENT - Wayne Purcell - If | get aquestion | can't answer I'll refer to Clem Ward. There was a suspicion that the
contract cattle were going a a differentialy bad price because of bass assgnments. Clem has worked on these things,
and it does appear that the quality is not conggtent. It does appear that one type of cattle gets contracted and the other one
doesn't. In other words, there is asymmetry involved. You get pendized if it doesn't measure up to contract specs, but
you don't get any premiums if the cattle are above specs. So, thereis a tendency to put the better cattle in the contacting
program. Clem, do you have anything ese on that work that we did with surveys that would shed some light on this
issue?

ANSWER - Clem Ward - Not redly. The only thing | might add is that Jm talked about the packers and feeders being
able to negotiate those specs in the contract. We found that when you adjust for transportation costs, hedging directly by
the feedlot and contracting with packers are nearly the same. Thisis a different result than what Elam found in the work
he did prior to ours. He had concluded that when you contract, you give up some basisto the packer.

COMMENT - Wayne Purcdl - Since we got into that issue, is that clear to everybody? One of the reasons we were
motivated to do that piece of work is the results being reported in some of the trade magazines which said the contracted
cattle were getting a bad basis assgnment, i.e, their price was to the disfavor of the producer. What Clem is saying is
based on what we could find. We did not get as much data as we would have liked or needed to have, so that cavest
needs to be remembered. Once you correct for who's bearing the trangportation cost, there was no significant difference
from how the basis contract cattle fared as compared to the hedging opportunities or forward pricing opportunities directly
in the market.

QUESTION - In the Kansas State studies, when you made the presentation, you said that the packer had little influence,

14



that the contracts were not a vaid way to influence cattle qudity because so many specs were waived or diminated. |
wonder if you looked very closdly at the procedure to draw a contract. Do they go into the yard and offer contracts on
certain things that they may have an idea are going to be the kind of quality they want anyway? |Isthere then littleto gain
or lose by waiving the contract specs?

ANSWER - Ted Schroeder - Rodney, maybe you want to add into this since you were so involved with that data
collection. My initid reaction to that is| don't think the mativation was to try to influence qudity by the packer. | think
the mativation wasto try to influence quantity, that the captive supplies were used primarily for that reason. The way they
influence qudity contracted is by adjusting basis bids across dl cattle, not by adjusting basis bid by what they suspect
quality may be. That ismy initid reaction.

QUESTION - So if the packer buyer goesinto feed and the feedyard has 5,000 cattle and the feedyard owner decides he
wants to contract 2,500 of them, is the packer willing to let the feedyard make the choice on which cattle he is going to
contract?

ANSWER - Rodney Jones - | think it would be subject to some negatiation, but | definitely think feedyard personnel have
someinput into thisdecision. It isanegotiable point like anything esein the contract.

COMMENT - Wayne Purcell - What he is saying is that it would be the packer and feedlot manager who decide which
catle. The feedlot manager has some power over that.

COMMENT - Ted Schroeder - Wayne, could | add to that just alittle bit. DeeVon asked me arelated question up here
which was. Are the contracts which are offered to cattle feeders sandard? Meaning, if some farmer feeder calls up and
says he's got only 300 head to sdll versus alarge feedyard, do they get the same contract? Based on the limited amount of
data, my response to that isno. They do not get the same contract. We have at least some evidence to suggest thet the
same packer dedling with commercid feedyards within aout 75 miles or so of each other was offering written contracts
with pre-printed forms that had different specifications regarding the qudity of the cattle. The differences regarding the
weight specs, differences regarding the yield grade specs, and differences regarding the dressing percent were a"'fill in the
blank" kind of thing on most of the contracts. But the other variables are mostly pre-printed in the form. The same
packer at gpproximately the same time frame was offering or using different contracts with different feedyards. That is
based on very smdl samples and very limited data, but at least we have some evidence of differences.

QUESTION - Wasthat a the same basislevd? Were there different specs a the same basislevel?
ANSWER - Ted Schroeder - They were close, but | can't remember if they were exactly the same basis.

COMMENT - Wayne Purcell - That would be important because if the basis level changes, the specs would change.
One of the things that | think we can probably say, Clem, with regard to this effort, is that we looked at the basis
assignments in contracts compared to what you could have done by forward pricing directly. Going directly to the futures,
it was difficult to find data. Part of it is that maybe some people were rductant to give it up. But | think more
importantly, they just don't have it. | think alot of what we're talking about here are things the guys from Kansas State
said about some things that we need to do that we haven't done yet. We need to be dert to the fact that those detamay not
be out there with broad access. If they have any information on contracting, it's in a cardboard box over in the corner.
The pen close-outs are computerized, and never the two shdl meet. In order to get at some of these issues we have to
recognize that there are some dataissues that are going to be involved.

QUESTION - for Marvin Hayenga - A lot of the studies in recent years have been criticized because you say you cannot
look at national concentration ratio. But | thought | heard you say that the fed cattle market comes a lot closer to
gpproaching the national market than not. Did | hear you say that, and if so, how would you respond to some of this past
criticism?

ANSWER - Marvin Hayenga- I'd like to go to the last part firdt. It lookslike the regiona market may not quite gpproach

a nationa market, but keep in mind we have sampling prices in Arizona, Cdifornia, Washington, Colorado, Texas,
Nebraska, Kansas, lowa, and Illinois. There was nothing to speak of east of the Missssippi. It looks like we have to
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include at least the mgjor catle feeding areas in what we cdl the "market.” Suppose there was a plant on the edge of
Colorado. The question is whether they can buy a plant in Illinois. Let's have them buy a plant in Illinois. If you had
such afirm and it was a maverick, trying to control things, it would be cregting al kinds of havoc, and force any cartel to
not work effectively. That is the basic definition being used when you gart looking a what's the appropriate relevant
market in anti-trust.  The next question is what is a specific market? More broadly, what's happening in terms of the
concentration? The two are related but not exactly congruent. For States or regions, you have awhole bunch of them and
you end up with a much wider cross-section and time series data sets. ' You get alot more observations and a lot more
datistical degrees of freedom. If you lump al those together, there are alot fewer observations. Y ou are much less likely
to get enough variability over time in prices and ill be able to account for dl the other things and be able to isolate a
price impact of structura change.

Wayne Purcdl - | don't think | get what al of you are saying, but | dmost picked up thisimplication, that concentration
measured at the nationd level might be okay.

Marvin Hayenga - It might be okay because it would probably be highly correlated to the big region.
Wayne Purcell - That's what was bothering me; you havent fixed it yet and resolved my uncertainty.

Marvin Hayenga - | may not fix it. | don't know. | don't know for sure that using the nationa concentrations rates will be
gppropriate. 1t might be good enough, | don't know.

QUESTION - When you were talking about the definition of a market for anti-trust purposes it occurred to me there is
another definition of markets for merger andysisin terms of whether afirm can sugtain certain types of price changes. For
example, aprice decrease over acertain length of time within aregion might be amgor determination. How do you think
that the region you defined would fare in atest like that?

ANSWER - Wll, firgt of dl in merger questions like this (and redly | think it is not just a merger question), | think you
areredly looking for more potential competition.

QUESTION - | am, but I am aso sudying the definition in amuch broader sense.

ANSWER - Let'steke one at atime. | think basicaly theré's a 5% increase in price cdled for in the Justice Department
merger guiddines. Let's say instead thet is a decrease in procurement price for fed cattle. Let me pursue that and give you
something to think about. If apacker, in this case, were talking about dollars per hundredweight, 5% of the full price of a
steer is how many dollars a head? Around $45 per head. Isthat agood figure? If | were a packer and could get $45
more profit per head on every steer that | ran through in a year, how much return on investment would | have? A 1000%
return? You have to look at it from a profitability standpoint as opposed to a price percentage standpoint because they
turn over the inventory so fast in the packing industry thet dollars per unit of salesisridiculous as a criterion. We need to
come up with an entirely different criteria to help define market power and the capacity to sugtain a price change. So
basicaly, | say let'stossthat out completely because it makes absolutely no sensein the fed cattle market in the short run,
and it may not make any sensein the long run. | don't know where they came up with that number in the first place. |
think relative to profitability, we need to do what is required to encourage somebody to enter a particular market. When
you gart talking about making a 30% return on an investment, there are alot of you that will start getting together on a
cooperative basis and gart investing and building up clients to get into that business. If | go to 25%, you till might be
interested. That's the kind of criteria we need to be using as a guiddine and then work back from that. That is a more
reasonable criteria than the current one.

COMMENT - Wayne Purcell - The reason the 5% price decreases talked about here comes up is that is written into the
merger guiddines and presumably were used in the 1980's to decide on some of the merger requests. It wouldn't surprise
some of you if | were to say that | think that the safety net againgt excessive market power, the 1984 merger guiddines,
has holes that are big enough that you could drive a semi through.

Do you want to pursue thisissue or do you want to go to another one?
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QUESTION - About the same issue, part of the price data that you are looking at has been the fact that the cow cycle
increased prices. In generd, when we come into part of the cow cycle where packers are not going to be scrambling for
capitol, not many of us are going to be scrambling for feeder cattle. 1 think were going to have an entirely different ball
game. | am not sure what is applicable today is going to be gpplicable in the future. | am redly interested in your
perspective on when the packers scramble to keep their lines running, whet that is going to do to price?

ANSWER - Wayne Purcell - Let me give that a little bit of context because | think it is a very important issue. Weve
sad in other settings that in Stuations we've been inin recent years with relative limited cattle (remember welve gone from
132 million head in 1975 down to around 200 million heed), weve got excess packing capacity and we are building more
capacity. What you are saying is that we now have a safety net in front of any market power that packers might want to
widld to the disadvantage of producersin the form of limited cattle numbers. Y ou might ask, when the numbers of cattle
come back to a higher level on acyclica basis, then what will happen? Isthat afair pargphrase?

QUESTION - That isfair. | want to ask how to fix the contracts. In the future isthe packer just going to offer you abasis
contract? What about quaity specs when the cattle are more plentiful ?

ANSWER - Jm Mintert: | don't think any of us knows the answer to that question, so let's just talk about some possible
scenarios. I the primary motivation for packers forward contracting cettle today is what Ted described a few minutes
ago--an attempt to secure numbers-—-one possible scenario under an expanding daughter supply would be smply for the
packers to reduce the amount of contracting they do. This would put us back in a situation not unlike what we have
experienced inthe past. | don't know if that is going to happen or not, but | think that is one possible scenario. Now, let's
give Ted achanceto answer. Let's seeif he has some other scenarios, but | think that would be one possihility.

QUESTION - One of the things that Jm is concerned aboutt is that if we do see a substantial increase in cattle numbers
over the next couple of years, what typicaly happens when you see an increase in supply is that margins for both packers
and retalers incresse.  If | were in Jm's shoes, | would be concerned that that would be construed as a result of
concentration and not of a cyclicd phenomenon. The next part of the cattle cycle is where we should see an increase in
supplies. That means packer margins and retail margins should get wider, based on economic theory. A lot of that may
et attributed to concentration. The question to researchersis how to separate out the two effects?

ANSWER - Wayne Purcdll - | hear what you are saying. 1t makes the mode specifications extremely important, doesn't
it? You don't want to indirectly attribute the increased margins to rising levels of concentration when it actudly, in a
smpligtic sense, is due to increases in the supply of cattle. That makes what type of andytics we use and what type of
methodology we apply very important.

ANSWER - Jm Mintert - Going back to the arigind question, | am not sure that the kind of increases that we are likely
to see in cattle supply will redly be sufficient to make any significant change in packer capacity utilization. | see the
possibility of a 1-2% increase in numbers for afew years, or something like that. If producers haven't expanded by now,
you are not going to see much in the very near future. So | think the basic premise here is that there is going to be alot
more cattle, and there is going to be a much higher percentage capacity utilization. | see abig plant in Lexington that is
killing alot of cattle where they did not have any before. | don't see that same thing likely in the next two or three years
unless you see different numbersthan | do. So | basicaly disagree with your premise, and | wouldn't redly worry about
the other implications because | think cattle feeders are going to continue to try to compete and keep their margins to a
pretty low leve. It is a perfectly competitive market out there and the cattle feeders, and particularly feeder catle
producers, are going to continue to be the tail of the dog. When things are good, they're going to be very, very good, and
when they are bad, they are going to be horrible. | don't see that very much change is going to happen in the next ten
years. | would suggest that with the contracting question, in the cattle business, the quantity side of things has been a
primary motivation for security for the packer. Quadlity has not been there yet. | think in the next decade, that's going to
be the mgjor change that you need to gart thinking about.

COMMENT - Marv Hayenga - | just did asurvey of pork packers, and they haven't done much contracting. Compared to
the cattle indudtries, it is nil. If you talk about where the change is going to be taking place over the next 5 to 10 years,
pork is where the action is going to be. It's going to be qudity driven more than quantity driven (not exclusively), but
quality is going to be the primary mativating factor in many cases. | think that islogicaly going to be happening asyou
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get more into branded beef merchandizing programs and more Japanese export business in the beef business as well.
\qudlity is going to become even moare critica than it has been in the past. You can't just trim off the mistakes. | think
that is the area that is going to be particularly important to the beef industry. 1t will have to ded with alot more factors
than it has before in terms of controlling the genetics and controlling the feeding so you end up with alean, but edible,
anima compared to the dukes mixture we have out there now.

COMMENT - Wayne Purcell - That isagood point, Marv, but just don't lose that other point. One of the things that |
think we need to do in this session isto put some foot prints on some methodologica issues. | sensein the discussion that
we heed to be very careful in andyzing the two changes, concentration and cyclical swings, in getting at price impacts.

Just don't lose that point, especialy those of you who might end up being involved in thisanaytica arena.

QUESTION - Wayne, | just want to raise a methodologicd issue that goes back to your initid modd that you put out at
the dart of this sesson and | think everyone is using today. That model seems to be a modd where the dependent
variable is price. The hypothesis is that concentration in the industry, either at the packer or feeder leve, is leading to
some depression of prices. | guess | might admire coming up with what might be the dternative hypothess, that
hypothesis being thet if you have concentration you could actudly see some fattening of profits. | am wondering if anyone
has taken alook a profits rather than price? | thought I'd get Marv looking into that area but he did not get very far. |
think that iswhat we ought to be looking at: profits rather than price.

ANSWER - Wayne Purcell - Let's see if we can get into that a little bit. From my perspective, | think it is a perfect
question because we are concerned about what margins might be and what return on investments might be. In many
ingtances, that is very difficult datato get. It doesn't mean, for example, that during the Packers and Stockyardsinititives
they could not get that.

QUESTION for DeeVon Bailey - Do you know of any piece of work that has dedlt with the profit issue? | think the deta
besicdly are available a the firm level.

ANSWER - DeeVon Bailey - Yes, that would be my point. We would love to work with profit ratesif we could in this
particular industry, but profit data are not publicly available. Y ou have publicaly available prices, and that is probably
why we have worked more with prices than we do with profit levels.

COMMENT - Audience - What | am hearing from al of you up there is that when you look at prices, the results of high
levels of concentration are pretty indeterminant.

ANSWER - DeeVon Balley - Redlly, | think the optimal way to andyze thiswould beto look at afully integrated system.

Y ou have a Stuation where you have a greet ded of difference between cogts for some producers. The beef industry may
not be able to become a brailer industry or possibly a hog industry. Certainly, what they have done is recognize we do
have this large digparity in codts that exists between one producer and another. The way we can survive is to try and
eliminae that disparity by increasing efficiency. To do that, you basicdly have to have cooperation up and down the
channel. What | think | see hgppening is some sort of recognition that we have to have more cooperation between the
feedlots and the packer. That is obvious when you see what is hagppening in cattle supplies. We will see more
cooperetion via contracting. Hopefully, that is the way the industry is moving to stabilize quantity and qudity. The
problem | seeisin the futureis quality, not just quantity. The only way you are going to be able to get at that sort of issue
is to have more cooperation up and down the channd. | don't know if some sort of profit sharing scheme would be the
eventua way to ded with the need for coordination. | think profit would be probably the best way to look a conduct and
performance. Performanceis occurring in the channd, but we just don't have the information.

QUESTION - If that information is not available, isthere any evidence that people are rushing to get into the industry?

ANSWER - Wayne Purcdl - When you gart talking about whether people are rushing into the industry you get into one
of the arguments that was used by the Justice Department in the 1980s. the notion of contestable markets. Basicdly, the
contestable market theory sayswe don't have to worry about anything in terms of concentration and Sze aslong as anew
competitor can come into the marketplace. The argument in the literature states that they can come in, and if there is
excessve profits or exploitation, they can come in and regp those profits for just afew weeks or even months and exit the
indudtry again. | haveto say | have alittle trouble buying that theory. One of the examples| heard used up in the hdlsin
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Washington, D.C. was the Rocco effort to move into lamb daughtering in Northern Virginia 1 got that one tossed a me
when | raised some concerns about the theory, and they said weve got an example in lambs where a new firm can come
in. Well, the new firm camein and lost about $30-40 million in about a two-year period and got out. | am not sure what
that proves. | am not sure that weve got a safety net of protection because anew firm can comein. One other point and
I'll pass it down the table. There is a perception, of course we're dedling with commodities, that there are no barriers to
entry. | think that is totally wrong. There are tremendous barriers to entry into boxed beef activity, for example. The
large firms may not have branded products, but they certainly have differentiated services, networksin communication and
digribution systems, qudity control, and quality guarantees. | canimagine it will be very difficult for a new firm to come
into boxed beef. Anybody on the table have anything to add to this rambling discussion?

ANSWER - Marv Hayenga - Let me respond to the profit question that you raised. One of the letters that got written to
the Packers and Stockyards was one that | wrote. One of the things | suggested is that if they want to monitor what is
going on, they ought to at least monitor profitability measures. | guess I've never seen that done. Secondly, if you take a
look at the studies that have been done, particularly in the livestock and meat industry, nothing has been related to
profitability per say & dmog any level. In many cases, profits are looked at in terms of what hagppens with regard to
supply response e the feeder or primarily at the cow/cave level. Let me just point out to you though, there have been
some more aggregate sudies that tried to get at that. Remember when the Federd Trade Commission had their line of
business reports back in the mid-70s? There were udies that tried to look at the line of business reports on a fairly
aggregate basis. | am sure some of those dedlt with profitability and margins to some extent as opposed to just price.
Secondly, you might want to refer to abook written by Leonard Weiss at the University of Wisconsin. He put together a
summary of the plethora of concentration and performance studies that had been completed by indudtrid organization
types on a whole variety of industries over the years. | dont recal the specifics anymore, but | can refer you to that
particular reference.

COMMENT - Ted Schroeder - | just want to make one comment. Is profitability redly the rdevant question here?

Whdfare is the question and profitability and wefare may not be necessarily rdated. The quedtion is if you get more
profitable but you are aso more efficient, that should be a net gain to society. So, | persondly have problems with the
profitability discusson. | dont think thet is the relevant issue anymore than what we are dready looking at in terms of

prices, but that isjust my perspective.
COMMENT - Audience - | think what you're looking at is some measure of producer surplusin profitability and profits.
Also, with regard to profitability of producers or packers, | am uncertain as to which profitability you are concerned about.

COMMENT - Wayne Purcell - Before we move on to some rdated issues, let's make sure of what has been said here.
There is an implicit hypothesis that captive supplies have had a depressing impact on price. | would offer an explicit
hypothesis thet it may have an increasing impact on price. We haven't studied that yet. Concentration may have reduced
cogt enough to have pushed price bids higher. | don't think any of the guys here who have done the work are disagreeing
with me onthat. | think in your Kansas State study, when you made the presentation, you said we need to look at thet yet.
When we get the PSA call for proposas and peaple respond, then maybe well do something about that end.

COMMENT - Audience - | just want to throw out a comment which concerns me a bit when | hear three words used in
the same sentence:  profit, monitor and government.  The government can't even monitor their own ledgers, let done
private industry, so we need to be alittle careful. Wayne, one of the things that concerns me is that when you talk about
profit and price youre leaving out a third variable that is redly germane to the whole evauation. | am especidly
concerned about what P& SA does when they sart to do their own evauation. Thereisathing in there caled price vaue
that's "purchasing jargon" for things that don't show on cents per pound. It relates to things like price certainty or prices
that reduce risk, and we see some of those in the pork contracts. | am redlly concerned that when you do your evaluetion
you look at the non-price factors that are involved in these contracts. Because if people are entering into them, | doubt
that they are doing it soldly because they are coerced. The packers may see an advantage in assured supply, and the
feedlot people may see an advantage in knowing the price ahead of time. They may choose over time to participate in
quality programs and to do a price analysis without looking at that ssgment would be flawed from the gart.

QUESTION - Someone mentioned whether there are enough observations to research these issues. Wha are they
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referring to?

Wayne Purcdl - What he is asking is do we have enough contracting going on? If not having contract prices is a barrier
to good andlysis, should we think about trying to get those prices? Can we get them? | don't know if anyone up here can
answer that or not. | bet there is someone in the room that can. Anybody have any comments on thet?

ANSWER - Mav Hayenga - Let me offer a speculation. That is the kind of thing that automatically comes to mind
because you are talking about a market for contracts in addition to the direct markets that everybody knows and loves.

That is what we are probably going to get more and more into, a market for contracts of various types. It might be
production contracts where there is a fee for services, or it might be marketing contracts. The same packer was offering
different contracts to different people a the same time, according to the Kansas State andysts. Now when you dtart
multiplying that by packers and by different areas, how are you going to concisealy report al of the important economic
variables that are specified in the contract unless you require standardization of contracts, which | would avoid like the
plague? Let me report one sudy that they tried to do in Wisconsin about ten years ago. AMS was asking, should we
report contracts for vegetables. All of you are familiar with production contracts for vegetables. What's different about
vegetables and hogs or cattle or whatever? They went out and actudly sdlected those particular contracts, looked at them
dl, and they had atime trying to come up with anything that was comparable that they could reasonably report. But that
iswhere you haveto gart and seeif you can come up with enough smilarity or commondlity thet you redlly could report.

QUESTION - Isthere an offer pricein the contracts? Why not just report those?

ANSWER - Marv Hayenga - Well that's fine, but that's why you need to report the basis. That's the important part. If
you were offered another basis contract by somebody else and if you were a cattle feeder, you would have information so
you wouldn't end up hurting yourself in the negotiation. All market information does is provide some equity in terms of
information for both parties in the negotiation. It also gives some data to economists who know and love that kind of
stuff and use that for the basis of their existence.

QUESTION - | know it is hard to report the going rate except thet feedlots are cooperating on the cash market basis by
fax or whatever. Arethey doing asimilar thing in this contract market for the exchange of that information as it becomes
available?

COMMENT - Wayne Purcell - That's an interesting question. Do we know of feedlots that are exchanging information
about contracts?

ANSWER - Ted Schroeder - | guess | can respond in one persona observation that weve seen in Kansas. Weve seen
some cooperative marketing that has its roots, not in explicit written agreement, but in implicit cooperative methods of
providing live cattle to a given packer. Welve seen these situationsin Kansas. But 1'd like to continue with the previous
discussion on price reporting.  We have the problem in terms of price equaling qudity anyway in the live market. It
seems to me we ought to be able to get into at least some sort of proxy basis that contracts are trading a&. We should be
reporting some sort of basis, and | think that is a very important thing, especialy when we talk about getting information
to the smdller producersthat aren't in acommunication network.

COMMENT - Clem Ward - | have alot of confidence in AMS, and | don't think there is any question that we or they
could figure out away to report the complicated nature of contracting in basis. | think that is a mechanicd kind of thing
that we could do. The problem | think is that most of the contracting is being done by just very few packers and by large
feedlots. AMSSs policy on cash price reporting is they have to give conformation and | don't think they can get
conformation from the large packers and the large feedlots. Many feedlots cooperate in terms of reporting ddliveries, but
they won't participate in reporting prices and basisdata. That is the same kind of problem we ran into in trying to collect
some of thisdata. They ether don't haveit, don't want usto haveit, or they don't want anyone dseto know what it is, and
| don't think they are going to tell AMS,

COMMENT - Audience - I'd jugt like to add one comment on that. | think it is getting to the point where a lot of

feedyards are large enough that they dso have market power, and as a result they don't want information made public
ther.
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COMMENT - Clem Ward - You're exactly right. If neither Side wants to report this information, we're the only ones that
care, right? | think that'sright. If neither Sde wantsto report it, it's going to be hard to get the information.

QUESTION - | have a couple of questions. Firg, following up to the gentleman next to me on the captive supply issue,
he raised an issue that we talked around here but redlly haven't addressed. We talked about the effect of captive supplies
on price, but | haven't heard anything methodologicaly about how to address factors affecting quantity that is kept in
captive suppliesin certain places--the quantity that producers choose to put under contract?

ANSWER - Wayne Purcell - Let's ded with that one before we get to the second one. What you're essentidly saying is
that the emphasis has been on captive supplies as it might impact price.  Your point is what drives the decision on
quantity of cettle to contract.

Yes, we don't understand that basic question. How, then, are we going to fully understand this effect on prices, it's long
term effect?

| agree with you but | think it is atwo-stage decision. Firdt, there iswhat determines when were going to place cettle on
contract.  Secondly, what are the terms when were going to pull them off and daughter them. Those are two separate
decisons, with two separate sets of individuals who are the mgjor role players. | think in the first decision, cattle feeders
have more of a choice. Both have choicesinitidly in terms of when they contract, o it is a supply and demand question
essentidly. When are you willing to supply contracting and what are the people demanding contracts? So that's just
trying to build that mode. | am not surewhat it lookslike. The shorter-run scene though is complicated when the packer
decidesto pull the cattle off the showlist or, in this case, the captive supply list instead so it is atwo-stage decision.
QUESTION - Wayne Purcdll - So the critica issue here is the packer's decision about whether he buys off a showlist out
there, or whether or not he pulls from captive supplies, and how he makes that decison?

ANSWER - Ted Schroeder - Yesthat is the short-run issue. | mean Clem has done work in terms of surveying whét the
long-run mativations are about the packer and the feeder to enter a contract, and that is essentialy the decision which you
aretaking about. | believeit ismore interesting in terms of what you actudly want estimated in what drives the decisions
over time. | think alot of it isjust packers anticipation on what kind of market they're going to be facing.

COMMENT - Wayne Purcell - There are anumber of thingsin this entire complex that are at odds with each ather.

COMMENT - Marv Hayenga - Remember, they're not dl basis contracts. Some of the flat price contracts reate to
futures, and there it depends on when the profit opportunities are present in the futures market. That makes an influence
in terms of when afeedlot is going to be hedged. A packer doesn't care what the particular priceis a a particular point in
time or what the initid basis levels are because they are going to hedge it anyway. Aslong as the basis behaves well at
the close of the contract they are pleased. They don't have any better price, necessarily. They usudly try to have their
contract operations a least on a bresk even basis so the guy running the contracts doesn't look bad compared to the guy
who is buying on the live market. The primary thing | think isthat the flat pricing it is going to be related to what's being
offered in the futures, how it looks rdlative to what they think the priceis actudly going to be two, three, four, five months
down the road, whether they can lock in a profit or not, and that kind of Suff. | haven't heard that mentioned yet as a
mgjor behaviord force. | think that is certainly one of them.

QUESTION - Wayne Purcell - Clem, what do we have, roughly 75% of contractsthat are basis and 25% flat price?
ANSWER - Clem Ward - It's about 2/3, 1/3, based on one year's observation.

QUESTION - Wayne Purcell - About 2/3 basis and 1/3 flat price. Is that about what you guys in Kansas would
estimate?

ANSWER - Jm Mintert - We don't have any data, but | would guess based on our experience in Kansas that a higher
percentage would Start out as basis contracts.

COMMENT - Audience- | don't think it is a safe assumption that factors are dways 100% hedged.
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COMMENT - Marv Hayenga - | didn't say they were. Packers tend to be short-term speculators at times just like grain
merchandisers, elevator operators, and virtualy anybody else.

QUESTION - Marv, in your discussion of rdevant markets, there is one dimension you did not discuss at dl. Would you
careto discussthat? That is product definition, steersvs. heifersvs. boxed beef.

Wayne Purcell - I'll pargphrase that if you didn't pick it up, he's saying that our discussion did not redly ded with the
problem in talking about market definition such as steersvs. heifersvs. boxed besf, etc.

ANSWER - Marv - That's true and it is an important issue in some situations, but basicaly it depends on the kind of
question you are trying to answer. Whether it is evident what the relevant market is going to be, most analyses that have
been done have been related to the concentration on the steer and heifer Sde of things. This is because the large packers
tend to concentrate on steers and heifers to the excluson of cows and miscellaneous livestock.  However, there are afew
pakeers that kill both steers and heifers and cows. They're clearly subgtitutes in some cases. | think the product market
questions aren't that terribly important. It's basicaly the species that are separated, but then within the species, | don't
redly think there is much difference. |1 am not sure that too much would be gained by trying to delve into the product
definition issuein detail. Upon further thought, I might change my mind, but that would be my firgt inclination. Anyone
want to add a point?

COMMENT - Wayne Purcdll - Yes, | am going to add a point by dealing with one other question, and we're then going
to ask Clem Ward to come up with acogent, brief and brilliant summary of what weve heard this afternoon.

QUESTION - I'd like to add one question about the Kansas study. On your conclusion based on datigticd figures from
captive supply measures, did you interview feedlot operators about their overal perceptions of captive supplies on the
market?

ANSWER - Rodney Jones - We got pretty mixed perceptions from the feedyard managements in our sudy. Some

absolutely hated contracting or any other form of captive supply. There were others who just loved it. | guess most
people were somewhere in the middle and had mixed fedings about captive supplies.
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Wrap-Up

Clement Ward

Firgt of dl | would like to commend Wayne for this, the third, of these conferences since the Research Inditute was
formed. | think they have accomplished a number of things. They've raised awareness of some of the issues that need to
be addressed. Here today welve provided a stimulus for some additiona research work. | look forward to the one in
1994, or perhaps 1995, when we have some of the results back from the Packers and Stockyards sudy and any other
pieces of work that happen to be sarted at the sametime. | want to make a couple of comments relative to the discussion
today. It seems to me that increasingly our findings in the research is that there are smadl negetive price impacts from
increasing concentration and the movesto captive supplies.

| think the emphasis should be on small and that raises the question of how important they redlly are, which goes back to
the issue of what is ggnificant. Isit economicaly sgnificant or isit datidticaly significant? In my American Journa of
Adgricultura Economics article, | looked a this issue. Over a one-month period the big three packers paid $.20 per
hundredweight lower prices than their competitors for cattle purchases in the Southern Plains. There are lots of cavesats
you could make about that piece of work. That $.20 may or may not be important. The point that | want to make about
that is if you take $.20 per hundredweight, some people will say that relative to a $75 market, or maybe higher at that
time, that is not redly very important. Why even mess with dl this? But when you look at it from the standpoint of
profits, will $.20 per hundredweight sustain you? If that number is correct, that is about 20% of the average profit per
head from the feedlot for an 11- or 12-year period based on industry data that Jm Trapp used a Oklahoma State. If you
take that $.20 per hundredweight, $2.20 per head gpproximately, and relate that to a 1% return on saes, which we sort of
say isan average or indudtry profit rate for the packing industry, that is about a25% increase in profitability. Again, what
iseconomicaly significant and what is Setigicaly sgnificant may not dways be the same.

The other thing | think we have to talk about is that in alot of these models were explaining 60, 70, and 80% of the
variation in the prices, which meansthere is quite a bit of unexplained variation. Our models may be mis-specified to the
point where $0.20 per hundredweight may be something else, and it may not even be an accurate figure. Despite the fact
that we try to take into account alot of the factors that affect price, we may or may not aways do that. | think that what
we have to date, and welve taked about that today, is weve had alot of different modes usng different data, and were
getting different results. Even though there is some threed of similarity perhaps over time as aresult of these sudies, this
iskind of what were doing. Were looking a an inconsstent set of sudies. | think what we need to do is find a much
more consstent methodology and a more consstent way to monitor the market. That's what Packers and Stockyards is
interested in and what | think they ought to be interested in.

One of the thingsthat | think needs to be done is take alook a some of these different models, gpply them to the same set
of data, and see whether or not we get consistent or inconsistent results. Marv did alittle bit of that in the Colorado study,
but not to the extent that we need to do it. | think we have a serious data aggregation question, a lot of questions, that
need to be addressed. What should we be looking at, transaction prices? | argue that one of the places that you are going
to find differences from captive supplies and concentration is going to be in transaction prices. Transaction prices are
very difficult to get. | am convinced, based on the last piece of work that I've done, that | won't be able to get those data

Probably no one will be able to go out and collect the kinds of transaction price data that we redlly need for some of the
same reasons that Ted talked about. We can't get al the information that you need on captive supply concentrations given
al of the qudity factorsthat affect prices. So do welook at daily prices, weekly prices, or annud average prices? A lot of
the studies that have been done have been using average annud prices. | have a problem with that. It seems to me that
every time we aggregate to another leve, were losing information that may be very important. But | don't know what the
actua price observation is that we ought to be using. As has been mentioned a couple times, | worked with Packers and
Stockyards on astudy ayear ago. | can't talk about that study, but | will say that one of the things we did when we got the
dataistha we looked at some plants. | was redly impressed at the amount of variability in numbers from plant to plant,
from day to day, and from week to week. Again, every time you start aggregating, we're losng informetion. In the sudy
that | mentioned was recently published in the AJAE, the results found thet for the big 3 packers when | aggregated and
put dl the packers together, | got different kinds of behavior results. Again, every time we gart aggregating we may be
losing a certain amount of information. So what should we look a? Plant level? Firm level? CR4 or big 3? Or should
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welook at the entire industry? | am not sure, but | think we need to address that issue.

We tdked here today about some of the problems relative to time periods. The work that | did was probably the shortest,
one month long. Weve had the Kansas State study, which was a six-month project, and then we heard suggestions of
going up to severd years. In annua average data, then you dmost have to do 15 to 20 yearsin order to have any kind of
reasonable anadlyss. Again, what should we redly be looking a? What is a rdlevant time period here, and how do we
dedl with this whole question of relevant market, geographic area? We can look at one market as DeeVon is doing with
Superior or we can look at afew counties as | did and that Ted and the guys at Kansas State did. We can look at setes
and individua dates as Marv did. We can look at regions or & the entire U.S. | don't think we redlly know what the
relevant area is that we need to be addressing. Again, based on some of my work and what | think | have heard others
sy, every time you aggregate, we're losing information. We have to resolve that. The more we aggregeate the esder it is
to collect data; the more we disaggregate, the more difficult and more codtly it is, and so probably there is some happy
medium in there. | am not sure we know exactly what thet is.

Two years ago in my tak | sort of argued that we needed to look a both the horizontd and vertical aspects of
competition. What we've heard this afternoon, and if you read these chapters in the book, what you will seeis that most
of the time we either ook &t the horizonta or the vertical impacts and we don't look at both. I'll go back and say that what
| said two years ago may not have been right in terms of proposing some kind of ameasure, but | think weve got to look
at a sort of matrix. | think we need to look at a combination of horizontal and vertical and al of our studies so far have
either only looked at the horizonta or the vertical. The Kansas State study has come closest to looking at both ways. |
think Ted and Jim would agree that they did not redlly look at both because of the time frame that you were dedling with.

I'd like to talk about something ese that came up, and that is the question about increased supplies. We may yet find
significant negative effects from concentration and we need to take that into account in our sudies. We had a discusson
relative to how to separate the impact of concentration from theimpact of a cyclicd increasein supplies. | am not so sure
that it is absolute supplies. | think Marv touched on thisand hit it onthe nose. It isn't absolute supplies of cettle that are
most important. To methere are two dements. one is demand, which we haven't talked about today, and the second one
issuppliesrelative to industry capecity. | think welve had avery poor demand picture. | think most would agree with that
based on the data in the past severd years in the beef and pork industries. Demand for beef has not improved, which
tendsto keep alid on the retail pricelevel. Packers can't push up prices, causing them to have to focus more and more on
cogts which they've been doing by capitalizing on scale economiesin plant and in multi-plant operations. Also, it means
that if we have those large plants, we have to keep them operating at high rates of utilization in order to achieve those
economies. The way we do that is through numbers. It again goes back to the rationde for captive supplies; itispart of a
numbers game.  You must keep enough cattle or hogs through those plants in order to keep average codts as low as
possible and to be as profitable as possible. 1 don't think, therefore, that it is just an increase in supply that we need to
think about. | agree with those who arentt talking about mgjor increases in supplies anyway in the next four or five years.

It probably is going to have as much effect if we have a pretty significant excess capacity in the daughtering/processing
industry. Some of those plants out there are pretty old. If they are replaced, we al know that they are going to be bigger
than they are now. Close a 250,000 to 500,000-head plant and replace it with a million-head plant of cattle. Close a
million heed-per-year hog plant and replace it with a 3 or 4-million head-per-year plant. After that, even though numbers
in an absolute sense may increase, numbers relative to industry capacity may not change enough to have an adverse price

impact.

| think very soon we have got to move beyond just doing these independent studies as | mentioned. We have to go to the
next step and talk about policy and what we're going to do about this. It's very nice to put up a series of studies and say
we found this, this, and this. A lot of congressmen are going to be asking, producers will be asking, and packers are
asking this  So you found this, so what? What are you going to do about it? | think we've got to address that, Sart
coming up with some answers, and not turn back the clock. We're not just going to one day say were going to reaect
throughout thisindustry. That kind of thing doesn't happen very often, and so we need to be thinking in terms of what are
some relevant policy dternatives to address this if, in fact, it is abig problem. Also, | think there are some economists
and some people in indugtry, and maybe | am in this group, that fed like we won't be happy as economists until we find
some dirty laundry out there. We're going to keep doing these studies until we find something redlly bad about somebody
or some group. | think welve got to be very careful about that. | think we have a public responsibility to work in this
area. Itisan areaof concernto alot of people. We need to make sure that we maintain our objectivity. Podtive findings
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saying that the industry is competing in a competitive-like manner isjust as good asfinding aresult that shows some kind
of non-competitive pricing. | hope that both of those kinds of work would be equaly publishable, and | am not so sure
that isthe case. So | would offer that askind of acaution in what we're doing.
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Introduction: Industrywide Issues of Coordination

Wayne Purcell

Just to be absolutely blunt about it, beef, pork, and lamb have for along time been losing the battle for market share, and
they continue to lose. Without belaboring the evidence, | think anyone who has thought about the industry would
recognizethat. Let's ded, then, with some background for this section.

This genera charge was extended in writing to the distinguished gentlemen you see in the front of the room. The charge
suggested that when were dedling with this issue, the industry may not be as progressive, competitive, tough and as
efficient in the battle for market shares as it might be. | am taking about the meets industry now as it competes with
poultry, seefood, etc. This chargeistrue for beef, pork and for lamb. One of the reasons, we charged, is that the industry
is characterized by a number of profit centers dong the continuum from producer to consumer, and each of the profit
centers has its own agenda and is motivated by short run profit objectives. The result isthat there is no coordinated effort
to enhance the performance and competitiveness of the industry asawhole. That is a harsh stlatement, a tough "charge,”
but it was designed to get the point across.

For along time now, I've been endorsing and talking about the possibility that we might need some type of an oversight
group with an accepted responsibility to look at the industry as a whole and generate an assessment of the industry in
terms of its performance and effectiveness and make an annua date of the industry report. Thisis not intended to be a
group that would compete with the existing indudtry indtitutions. The ideais to have a group that comes together with
some broad pergpective in terms of experience and just looks at what is going on in this industry as awhole. | think the
idea that we've perpetuated is that we have these separate profit centers, that instead of having an assembly line that Sarts
a the bottom and finishes with a product at the top, we have adversarid attitudes dong the "line” In theory, those at the
top see what the consumer wants and then make sure it gets produced and offers price incentives back down through the
sysem. We don't exactly have that. Weve got sometimes a loose and unholy marriage of five or Sx different profit
centers and different objectives.

That is the reason that 1've been arguing that maybe we need a different approach and a group that looks a how we're
doing as awhole. Fred Knop has agreed with that. We have taked about the issue from time to time, and across the
years this idea has been thrown out and discussed, some a the Ddlas conference going back over two years now. We
wanted to put together a sesson this morning that dedl's with this issue of industry coordination from bottom to top. We
have four digtinguished people from the industry who ded with some of these issues. We are going to present as we did
yesterday and then we have discusson. With that kind of a background, | am going to move out of the way and let Fred
Knop come up and coordinate this session through the discussion period. So, think about what these issues are and see
whether or not you agree with us, see whether or not these talks are current in orientation and be reedy to get a them in the
discussion session. Thanks, and wel come Fred Knop.
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Background, Purpose

Fred Knop

There are a couple of reasonswhy | am here. Number one, as Wayne just said, we have discussed this matter of industry
coordination and what is redly being done about it over the years. When he asked me to moderate this sesson, | legped
a the opportunity. My other motivation is my concern for and my love for the red meet industry, and as editor of a cattle
publication, of the cattle industry in particular. It is a greet industry composed of great people. | am concerned about
what is happening to the share of market of the red mests, particularly beef. Look back to the peak year of production for
beef, the 1975-76 period. In 1975, beef's market share was 44%, pork's was 36%, and poultry or broiler's was 30%. In
1975, beef's market share was 44%, pork's 22%, and broiler's 19%. By 1985, beef share had shrunk from 44% to 36%,
pork was a 24% (it was an up year for them), and the chicken had risen from 19 to 26%. By 1990, beef's share was
down to 30%, pork's was 22%, and chicken's 31%. A few years back at the nationa conference, we had a pand, and
some predictions were made. The broiler industry felt that by the year 1995, beef's share would be down to 25%, pork
would be a 25%, and broilers would be have a 32% market share. It's not the only part of the horror story that we need
to give attention to. Per capita consumption of beef, which has been the big loser, has dropped from 94.5 Ibsin 1976 to
78.51bsin 1986. 1n 1991, it stood at only 67 Ibs. In the meantime, while nomina prices have gone up, red or inflation-
adjusted prices for beef were lower in 1990-91 than in 1976. An darming share of beef carcass has gone into the low-
vaue ground beef form.

I've only been afull-time journdist for the last ten years. Prior to thet time, | spent 25 yearsin indudtria marketing where
| saw the figures thet | have just given you change and watched the reduction in the beef herd from 132 million to 100
million. There has been adropoff in the numbers of producing females but a relaively constant total beef supply has been
maintained, a least thrugh 1986. | get concerned because one of the things that we have done during that period is
mongrelized what was a 3-breed herd way back to a herd that has, by some estimates, 70 breeds in it today, Thet 's not
good. | look at the industry by comparing it with theindustry that | worked in, inindustria markets. If thiswerethe U.S.
Cattle Company or if this were any indudtriad corporation in America, we would have a very gructured exisence. We
would have market guidelines that would show us an understanding of consumers. We would have product devel opment
ressarch being done.  We could identify and characterize competitive products. We could have raw materids
procurement and acquisition for the product were going to sdl and there would be specifications to guide that
procurement. We would have raw materias quality control that came into play before we ever made a product. We
would have production that would be cogt efficient. We would have production quaity control to make sure the product
produced was safe and effective and within specifications. We would have a marketing department with responsibility for
developing drategy and tactics for sdling that product. We would have promotion, advertising, and communications all
intended to maximize savings. We would have an effective digtribution department that would effectively service the
trade and do =0 efficiently. We would have a sales department equipped with the tools that it took to sall the product on
its own merits and to optimize our market share. Above dl, we would have a finance and accounting department that
would control the whole process from afinancia standpoint and make profits.

Now thisis not an industrid company--it is an industry. Beef, pork, and poultry are industries that compete with each
other. But if you look at it in terms of what the Situation would be if it were the U.S. Cattle Company, there are some
things we do very well and there are some things that we don't do very well at dl. The market research in the lagt ten
years has helped, and we have an understanding of customers that we have never had before. Weve done some product
research that has been particularly strong in the area of identifying and characterizing competitive products. We have put
alot of money in promotions and advertisng. Regardless of what you think of that effort, there is pretty good research to
show that it is paid a good dedl of atention by consumers, dthough our share of market continues to drop. | think you
can put aquestion mark by distribution from the standpoint of its effectiveness, efficiency and sdes. Certainly inthe areas
of raw materid production, raw materia quality control, production costs, and control of the product coming out, were
not doing much in acoordinated way. That may be what we need to focus on today.

When Wayne and | discussed what we might do this morning, the thought on my mind seemed to be let's have atry at

doing a"date of the industry presentetion,” at least a state of the industry in four key areas. We have speakers prepared to
do that for us.
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Our firgt gpesker will be from the live anima sde, and this will be Jack Maddux, who is Presdent of Maddux Cattle
Company in Wonida, Nebraska.  We have here a very able and prominent member of the production sector.  Jack
graduated from Colorado State University in 1953 and served in the military as an air force pilot. Jack has served this
industry and agriculture naionwide through the Nationa Cettlemen's Association, in particular, and has traveled
extensvely taking the message of better management to producers. He served on the NCA task force that looked at
concentration and integration in the packing industry, which went beyond that focus to look at beef's competitive position
relative to other meats. One of the very important things that Jack has done is to serve on the task force last year on the
dandardized andyss system for beef cattle operatorsthat | think has begun to be a highly important efficiency tool aswe
go down the road. Jack was NCA Cattle Businessman of the Year a number of years ago and deservedly so. | could go
on and on about Jack and the offers that he has got nationaly and within his state, but please welcome Jack Maddux.
Jack will dedl with the"state of the industry” at the producer leve.
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State of the Industry: Production

Jack Maddux

Y ou know the cattle business is winding down one of the longest and most profitable periods in my memory and | think
in anyone's memory. All the segments have been profitable most of thetime. We had some problems with the dairy buy-
outs in the mid-80s and weve had some problems with feedlot weights thislast fall. But generaly spesking, most of the
industry has been profitable since the mid-80s. The packers have had some problems as they brought their mega plants
on line. They've had some overcapacity, but they're working through that and they've had some profitable times, too.
Coupled with that, weve had declining inflation; costs are easier to keep under control than they were. Weve got our cow
numbersin line, which helped alot, and dl and dl weve been making some money. Weve been profitable, and weve
gotten along pretty good thelast 5, 6, or 7 years. | think that has made us al complacent; | think it has made us fat and
happy. 1 think it hasled to euphoric fedings of genera well-being that sometimes borders on arrogance. | have a haunted
feding as| think about the heyday of the lamb industry after WW 11 when they were profitable and were making money.
They were losing market share but they were doing pretty well. | wonder whether our brethren there may have had some
of the euphoric fedings that we have today in the beef business.

Now, | want to talk first of al about some old news. | want to talk about the NCA, beef industry concentration, and the
concentration/integration task force. That was a paliticaly motivated kind of thing. NCA looked and said we have some
people out there that are raising questions about concentration or integration. We want to look at it, we want to do it
right, and we're willing to put some resources into it; and so they did. Now | am proud to have been a part of that effort,
and my friend George Sullivan over here was on that task force. | think hewill confirm to you that it gave usaview of the
industry we just couldn't have gotten any other way by being able to talk to whole segments of the industry and being able
to have some indght as to how the industry works. | think that it was a wonderful experience to be able to look a the
industry from an outsider's perspective. Chuck Lambert, who is here today, was our exceptiondly competent staffer who
did lots of leg work, and | have agood feding about their report.

| want to tell you about aredly interesting part of it. We looked a the cow/caf producer, feeders, packers and retailers.
Welooked a big ones and little ones. We did the West and the East. We even looked at the chicken industry. We went
down to Atlantaand looked at and talked to those people and got afed for what they were doing and how they were doing
it. We taked to some swineintegrators that were doing some integrating in the swine business. We looked a what their
competitive position was and how they were controlling costs and genetics and those things. What was particularly
interesting were the packers.

| want to tell you about the packers. What was a very interesting thing, first of dl, was that the three big packers were
very cooperative. They just didn't send anybody, they sent for the CEOs. CEOs came to Denver one a atime, not al
together, but they were concerned with anti-trust problems. They came separately, they dl came into Denver, and they
brought their people adong, their gaff and public relations people. I'll tel you something about the Chief Executive
Officer of amgjor packer. They did not get there by being baghful. They cametotdl their side of the story and they did it.
They did it pretty wdl, and | think they convinced us tha they were an exceptionaly competitive business. They had
some problems laying up enough numbers for those mega plants that were coming on board, serious problems. Itisa
good thing they had their public rdations people there because they talk pretty straight. The public relations people had to
smooth it out alittle bit. They did agood job; | think they convinced us of that.

The interesting thing was the second tier packers, those people undernegth the big 3. There are about half a dozen or 10
of them. They arethere, and they have a segment of the market. We issued them an invitation to come to Denver and talk
to us and to tdl us about their problems. The firg thing that happened was nothing. We did not even hear from them,
they did not even want to come. They said, "No, were busy, we can't do that." After alot of arm twisting, we talked to dll
the western states’ packers and asked them to come because we had talked to other people. Findly, we had four of them
show up. Interestingly, they were alittle bit different breed of cats. They did not wear their hard hats and smocks when
they camein, but they brought their packing house language. Firg, they told us about their segment of the business and
so forth. We kind of gently asked them (beating around the bush allittle) that NCA hasalot of palitica clout and do you
guys think maybe you need alittle help in competing againgt those big 3. Don't you heed some help? Maybe we can go
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to Justice and get you some help to compete againg those big 3. Their answer was not only no, it was hell no. Thisisour
business and we don't want you fooling with our business. One of them put it extremely well. He said that if were not
smart enough to find a niche in the market, that we cannot or will not fill & a lower cost than they can then we dontt
deserveto bethere. I'll bet you they (the big 3) dl camein here on acorporate jet. He said you know | camein the "cattle
car,” 150 people on that airplane in coach class. He said we can compete. They've got corporate overhead that we don't
have. He sad if we can't compete, if we can't do it more economicaly, find a niche that they don't want to or can't fill,
then we ought not to be in the business. We just might as well not be there. I'll tell you it was kind of a heart warming
thing to have those entrepreneuriad free market people comein and tell usthat they could take care of their own business.

Now, a mgor part of that sudy went outside the beef industry, and we found what we thought were some world-class
economigts that were outside of our business. We wanted them to take alook at our business and tdll us what they saw
there. We purposdly did not go to aland grant university because we wanted some outsders. We wanted some people
that had credibility, and we said to them take alook &t the beef industry and tell us what you see. Now the answer came
back (it was dightly dow in coming), | know you guys are dl economigts. Like al economigts the firgt thing was 50 or
100 pageslong, took 3 months longer than it was supposed to, and cost more money than it was supposed to. It came out
ahbig thick thing, but you know the message in that 50-150 pages you could have written on the back of a business card,
because it was a very short and Smple message. It said you are losing market share at an darming rate. The reason you
are lodng market share is because your codts are too high. Very smple datement. This concluson has been
independently confirmed from some studies that have been done inside the business. | think it is common knowledge.
Now the important point of my story is not whet they said or what hgppened. The point of my sory is what happened
after the report came out, and we put a lot of time and effort in that concentration and integration report. Our message
wasthat the free market sysem isadive and pretty well and that it is going to continue to be, but our cogts are too high and
welve got to address that issue. Now mogt interesting is what happened when the report came out, what | call the
congpiracy buck. Y ou know what the conspiracy buck is? He'sthe guy that, when the market takes an adverse turn, says
the Merc has got to give those speculators some profit. Y ou've heard of them, those people that think every adverse turn
in the market is a conspiracy of some kind or that the packers are going to take over the beef business. You've heard it.
I've heard it athousand times, but let me tell you, they came out of the woodwork when that report came out. Now NCA,
as strong and as good asit is, isapolitica organization. Y ou know it is based on representation of politics, and when al
of that came out, the Board of Directors of NCA said thisis too hot of a potato to ped. Why don't we just let it go. We
have it out there, but it is politicaly too tough to handle. So they did not adopt it. It is probably in a drawer someplace
up in Denver. | think Chuck and some of the staff people got it out, took alook and designed some programs around it,
about being competitive and so forth.

So my paint isthat there are some red perception problems out there in the production end of the beef industry and | think
the bottom line to that isthat at least some of the leadership of the beef production segment neither comprehend the nature
nor the magnitude of our competitive problems. Those people who say there is room for everyone regardless of their cost
gructure in beef production are blowing smoke. Let me give you an example of that. There is a guy back there in the
middle, Larry McQuetters, he runs HyGain feedyards out in western Nebraska.  If not the bed, it is one of the best
feedyardsin the state of Nebraskaand, | think, in thewhole U.S. | think you could compare the feed conversions, the cost
of grain, the degth loss, any way you want to compare feedyards, and he has got a good one. McQuattersis down at thet
feedyard saven days aweek. If you stop in there late Sunday morning, Larry will be in there seeing if everything is going
right. Herunsatight ship anditisagood one. | want you to contrast that for aminute. We have alittle range feedyard
or afarmer feed yard, 3,000-4,000 heed of cattle, and we do a pretty good job. | try to get sound information and we keep
our conversonsin line. But the next $125,000 feed wagon | have to buy, | have to think about what | ought to be doing.

I'll be putting a$125,000 feed wagon that | can use 4 or 5 hours a day, when Larry McQueatters has one he uses 12 hours
aday. If the day comes when we cant take our little unique advantages in our little operations and be competitive with
Larry McQuetters, we're going to send our cettle over there. Weve dready sent afew over just to keep oursaves honest.
That isthe kind of athing that we've got to get acrossto people. If your cost tructure isn't right, you've got to reorganize
your assets. | think the government was wrong when in the 70s and 80s they put the Farmers Home business
adminigtration people out there and said we're going to keep everybody down on the farm regardless of the cost structure.
What they did was take some people that had some equity and they made them spend it dl and go bankrupt because their
cod dructure wasn't in line and they could not compete. They did a terrible disservice to those people who lost what
equity they had. That isadifferent sory, and | won't get intoit.
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| want to look for a minute to some of those changes and perceived changes that have taken place in the industry. Weve
made some giant grides in productivity. These are rough numbers just to illugrate the point, but they are reasonably
accurate. In the "70s, we had around 120 million cattle around, and we produced 23 hillion pounds of beef. In the '80s,
we only had 108 or 110 million cattle around, and we produced 23 hillion pounds of beef. In the 90s, we only had 100
million cattle, and we produced about 23 hillion pounds of beef. You can say it another way. In the '50s, we produced
about 260 pounds of beef for every cow in the country. In the '60s and "70s, it was 440 pounds, and we come up to the
'90s and we produce 526 pounds of beef per cow in the U.S. today. We can be kind of proud of that. | think this parales
the rise in the Beef Improvement Federation and the bull test dtations, that Stetisticd wonder of expected progeny
differences (EPDs), and the introduction of growth genetics from the European breeds.

These are alot of important things, and they dl help to see where we are today. But the problem with this greet legp in
productivity was thet it was aso helped adong by some one-time unsugtainable structurd changes that we won't be able to
take advantage of in the future--the beef dairy mix. Dairy cows have been going down for 30-40 years, and as you get a
change of mix you get more production per cow, more beef per cow. Weve had a decline in caf daughtering. Cdf
daughtering was a big ded in 1960; it is inconsequentia today. That made a difference in our productivity, how much
mest we're getting from acow. Weve got more important cattle in the mix than weve had before. Every time you import
a geer from Mexico and bring him in here it changes that number a little because there wasn't any cow that came dong
with him. That adds to the productivity per cow. With the growth in large feedlots welve increased the turnover rate. It's
higher than it was before. Most of these types of things are used up, and were not going to be able use alittle more of it
and dl that. It isnot going to help our productivity a great deal down the road. The problem is that our competitorsin
other portions of the feed business have made orders of magnitude more in progress on cogs than we have. That isnot a
very good message. Now, how are we getting dong with our product? How are we getting dong in consstency, size,
flavor and tenderness of our product? Everybody taks about how you are getting dong with that.

Let metell you about afriend of mine. A friend of mine describes the cattle businessin ametaphor. He sad it islike a
great big funnel. We pour things in from every part of the country. We take alittle hair-bdl caf from the western desert
that weighs 300 pounds, and we pour him in the funnel on one side and process him down through there. Then we take
Brahma crosses from the south and we pour them on another Sde of the funnel. We take those good Charlois:Angus
cross northern plains calves and we pour them in another place and we take those mid-western milk fat and crop-fed 800
pound calves and we pour them in another place. All of ustake our heifferettes and we pour them in on the Sde; we don't
redly tell people. We take those three-year olds and we pour them in here and there just so we can kind of get rid of them
and maybe make a Choice, kind of just snesk oneby. So welve got this big funnel and we're pouring dl this Stuff in there.

Down at the bottom is a very samal hole, and out of that hole we expect, out of al that stuff we poured in there, a 750-
pound yidd grade 2 U.S. Choice carcass to come up continualy after we poured dl this suff in there. The funny part is
how many of them do come out of that hole. | think it is a tribute to the industry that out of this great funnd more than
haf are U.S. Choice and 35-40% of them are U grade 2 or better.

Before you get theideathat | am an optimist | am going to change my tune alittle bit. Let metell you it isn't good enough
by alarge margin. You only haveto look at the results of the nationa beef qudity audit to seethat. | don't know whether
you've looked & it or not, but if you haven't you should. In my judgement, the bottom lineistoo full. The first and most
critical is the edimate of quality losses per daughter Steer or heifer due to problems, defects, or short comings.

Nonconformity of some kind was $270 per every head daughtered in the U.S. in 1991. Now what if that number was
wrong? What if it wastwice too high? What if it was only $125? Same dtory. Itisacod that we cannot afford. Worse
yet, in the audit their analysis was that amost $200 for that figure was excess internd or external and trimmable fat.

Almost $200 of that $279 wasfat! Secondly, and perhaps the most interesting part of the audit, was the contrast between
an audit done 17 years ago and the audit done last year. The truth is we logt ground in both yield grades and qudity
grades. We logt ground; we had higher yidd grades today, but we have lower qudity grades then we had 17 years ago.

Thisis zero progress, and it's worse on the externd fat. Seventeen years ago externd fat averaged about .59 inches on
each carcass. We got it worked down o thet it is .58 today--great progress. We're redlly going to begt those chicken

people up!

Now, | think you asked me to talk alittle bit about the seed stock industry, and because this leads right into thet, | think
the implications for the seed stock industry are pretty obvious, and | think that their focus on show ring standards and
frane scores and large mature Size have been extremely counter productive. We now have a nationd herd of giant, long-
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legged, mestless wonders traveling the show circuit. Before you laugh to much, some of the land grant universties have
to share some culpability in perpetuating this fraud in the industry. In some places there is kind of an incestuous
relationship between university and show business or show ring people. Y ou judge my show, I'll judge your show. |
would ask you university people, when you go back to your university, cal up your dean and ask him if thisis an
indtitution that is based on scientific method and objectivity, why in the world are we sending rhinestone cowboys around
the country trying to place catle in a show ring when they ought to be placed on the racetrack or whatever they are? |
think that the dean might agree with you. We're fortunate thet there is a cabaret of purebred people out there that haven't
paid any attention to that. Most of the commercid people haven't paid much attention, so weve got the genetics to do the
things we need to do. | think one of the problems is to go back again to the university, the extenson people. The
extenson people go out to a county fair and put one of those giants up and kind of illustrate to producers out there that
you want large mature size. | don't think that isright and we ought to do something abot it.

| want to go back to the universities for just aminute. | think this attitude comes about: it is the chairman of the finance
committee down at the date legidature. He gets on the phone takes a cigar out of his mouth and gets a hold of the
chancellor or the dean over there and says, "Dean my condtituents are having some problems out there. Some of them are
going broke, and some aren't making any money. Those folks out in the cattle business out there are having some
problems. You know, | just wanted to tell you we're just marking up your budget this week, and we're going to take good
care of you over there a the university just like we dways have. But | have alittle problem,” and he takes a puff on his
cigar and he says, "let metdl you...." He doesn't say some of my congtituents out there are having problems because their
cods are too high. He doexn't ever say that. He says they're just having problems, some aren't making any money, and
there is some talk around that the big 3 packers are taking over the beef business. He takes another puff on his cigar and
says Dean, "will you put some of your research people on that? Let me tell you something. Those packers don't votein
my congtituency do they?' So, you know, the Dean has got a university to run. He's got to have that money from the date
legidature. So we get more studies. The same thing happens on a nationd leve only it isabigger ded. The Chairman
of the Appropriations Committee, bigger cigar, takes it out of his mouth. He cdls and says, "Mr. Secretary of
Agriculture, we are marking up the budget and we want to make sure you get your share. Let me tell you something.
Some of my condtituents aren't making any money. They are dmogt profitless in some cases and going broke. We think
thereis going to be a conspiracy out there. Now that Virgil down at PSA we take good care of you and him, and we want
him to be a policeman and go out and look and see why my people are not making any money in the cattle business." So
we get the same thing and we get pressure on Virgil. He s there to be a policeman to make sure people don't lie, chest,
and ged. That'swhat heistherefor. Heisn't going to divide up the market. He is there to make sure that everybody is
honest, and it seems to me that welve got here via politics and weve got here asking the wrong question.

I know what you think. There is some good Suff in thos presentations yesterday. You said the Utah State guy was
talking about efficiencies in the video thing and how that might work better, and we need that information. We need it
because it will help us to put our system together. | think we need some help, particularly from you academics and you
economigts, and we need some leadership and some research to help us move to a pricing system that starts at the bottom
of the funnd or even further down. One that starts early and brings a price message back to the outside of the funnd,
someway or other, to give us a better system than what we have so that we can start doing the things that have to be done
for usto be competitive in thelong run.

| think there are redlly good reasons to be encouraged. Firgt of dl, that $250 worth of waste in the quality audit, we have
that out in front of us and we can work on that. That isn't nebulous, it is there. We can work on it geneticaly and
management wise, and educationdly, and we're going to do that. Another red advantage we're beginning to see now is
that land costs are going down. They are the biggest costiswe have in the business. | heard in some places aweek or two
ago that agricultura land on an inflation-adjusted basis was 49% less than it was in 1981. Greet news, not too great
news for the guy who logt his farm, but it is great news for our competitive position in the industry. Mogt of dl, | think
what makes me redlly encouraged is the entrepreneurs out there in our business, whether it is a packer or an old boy down
the road that's got afew cows, that are resilient and that they respond to price and markets and | think they al have faithin
the free market system.

Fred Knop - Next on our program is Rodger Wasson. | have known Rodger for along time. He has held positions of

leadership in the beef sector and in the lamb sector, and he is currently President of Marketlinks, his own consulting firm.
Rodger will ded with the "state of the industry™ in product development. Welcome Rodger Wasson.
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State of the Industry: Product Development

Rodger Wasson

| was assigned to tak alittle bit about the state of the industry with regard to new products and product devel opment.
Therés alot of data. I'll throw out a couple of figures, but it seemed like the best way to sart is to actualy look in the
supermarkets. Go into the tores, like alot of you do. We can measure what is going on in terms of the dollars spent on
research and what others are doing, but the proof isin the store. There are 30,000 items in the modern supermarket. Not
too many years ago, | can remember when it was 15,000. Of those 30,000 items in the store, do you know they've tried to
introduce 15,000 new items last year? Almos dl of them failed. A lot of people tried. Aswe get into the fresh mest
case, were going to take acloser look. This happens to be one section with atypical format: al the chickens on one side,
and dl the beef items on the other sde. What were going to find isalot of change in the stores we are now facing asan
industry. Some of you have been to the sdlad bars; thereisbig growth in the salad bars.

Therearealot of changes taking place in the food service industry aswell. This chain (Subway) went from being nothing
to the leading franchise in the country in growth. But we are ds0 seeing franchises starting to look into going into
supermarkets. There are Pizza Huts actualy in the supermarket. There are three or four other concepts like this that are
actudly mixing things up. It is getting confusing. | can't keep track of who's in the food service business or the teke-
home business or the stop-and-get sdlads. Thereisbig growth in that area.

| was over in Hungary just last week, and | stopped through Vienna and decided to take alook at their meet department.
There waan't too much different from what we see here. Typicd trays, the wrgp-over, and they've got a big hunk of fat in
there with vegetables you can see. But there were some interesting packages that were showing up aswell. They had lots
of these little compartments with products that were individually wrapped and vacuum sedled in the meat section.

| came back to Americato take alook a what is going on in the poultry case. As | started walking down the poultry case,
| thought that these are the guys who have come up with al kinds of packaging labels, new products, and new cuts. Who
are these people? The Turkey Store variety of poultry products that they've gotten in colorful packing, give these guysan
Armour gold star. Thisis our big beef company in the country that is doing thisin poultry. A lot of hew products. You
wonder, why aren't we getting beef and pork to the degree that weve gotten chicken? Certainly, one of the things that
Jack Maddux talked about is a big part of that. Get into the costs that we're arting with in the first place. Look at
Tyson, look a dl the products that they are coming out with; they are loaded.

| had some film to use in my camera, and | said let's just shoot some of this array of products in the store. Thisis a
Hedthy Choice product. Thisisan Americas Cut product; you seealot of thisin alot of stores. | think weve got to give
some credit to the Nationd Pork Producers Council for getting behind that product and getting some penetration of the
product. It isan attractive package too. Look at the cuts and the trim, they are very gppeding. Dél Allen, for you I've
got some of Excdl's experiment with retail-ready beef.

There is much said in our industry about how Exce's effort represented a direction for the future, but were we there to
support it to the degree that we needed to? Was there more the industry could have done that helped this product be
successful?

There are some of these products that are out in the fresh case, and it seemslike alittle bit moreisthere dl thetime. Have
any of you tried some of these? Fgjitas mixes and other things prepared by your supermarkets? | have and they're fine,
but not terribly exciting. Weve gotten excited about the Hedlthy Choice product, and that has been good news to see that
product out and aso to see one of our packers, actudly ConAgra Company, get behind it with some money to promote
this product, to get alabd and to get it into the sore. So far though it isinteresting that some of the people that I've talked
to say in their actua volume, this Maverick light beef, their ground beef program is selling more than the Hedlthy Choice.
That doesn't hold true al over the place, but it was surprising to me that a couple | talked to about their actua sdesin the
store.

When you gtart taking another look at some of these products, you see this doesn't have any meet init and it isin the fresh
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meet case. Indteed, it is vegetables for ir fry in the specidty meat department. Where is the meet? Here's something
else--adding bacon and cheddar to a pork chop product as well. More gtir fried beef fgitas and kabobs and a variety of
different products. Again, that is being done by the supermarkets. They are putting a mix of products into the sore.
When we get back into some of the packaging such Chicken by George and Golden Star Armour products, attractive
products have been added, seasoning, packaging that has some promotions behind it, fgjitakits, and breskfagt strips. We
bought a whole bunch of these things and fried them and talked to people that had tried them. We have seen lots and lots
of variety.

Have you seen how much growth there is in the microwaivable sections? These "kids kitchens' and other items were
nonexistent about a year ago, and it is just exploding, but where are we? Where are the red mesat productsin this? Itis
pretty dim. You canlook at alot of surveys but the best test is for each one of you to go to the store and just count. Just
look at what is being sold. Look at the space being used and then count the number of items. One of the things that |
think we need to be thinking about as an industry is that if you look a what these top shelf case stable products that we
see out there in grocery shelves, there is a pork company higoricaly, Horme. They have the biggest percentage of beef
items of anyone you look a. What does thet tdl you? Maybe it tels you it doesnt matter who the marketers are. If
Hormd can do it with beef, maybe they should do it instead of us hammering on the Excels or the ConAgras and say they
haveto do it in the marketing area. Maybe we as an industry have to admit they, the big 3, are not necessarily going to be
doing the market development work. These large organizations are operating like separate units or separate profit centers
intheir marketing. We may say it ought to be different, but it that is not going to changeit, so instead we can focus on the
marketerslike Hormel.

What does it take to meet the needs of these marketers to get beef or pork or lamb into those boxes and into these
microwave items? Again, it's not just "boy | wish we could get IBP to do more” It is nice if they do more, it is gredt.
We need Excd to do more and it'sfineif they do more. But it isaso not bad if they'd recognize what they are good at and
dick toit. It could be that they shouldn't be marketers. Maybe these packers ought to kill cattle, kill hogs, and go to the
box-reedy product. They know they're not marketers. They don't have the resources behind it. Make sure we're finding
people that can process the product.

Have you taken a look &t this forzen entree section? If you routindy go down and sart counting the items, the frozen
entrees that are showing up, track the sdles and the growth in that area, tremendous amounts of resources are going to this
area. Hedthy Choice has had abig growth and we dl welcome that, but do you remember back at the time Jack Maddux
got involved in his study? One of the things that everybody said that was going to be great about concentration is that we
will get thisvertical integration. WEell get al of these products and product development that will come about because of
the move to large firms and vertica integration. That part did not hold quite true because they are S0 big each divison
acts like separate companies. So the people who actudly package this will source from an Excdl or an IBP as readily as
they do themsdves. Sometimes they get better products when they go outside because there is a fedling in America, not
these individua companies necessarily, that you can dump on your internad customers. You don't necessarily get the
advantage that we thought we were going to get from vertica integration.

Look at dl these products. Thesefacingsare greet! Y ou see atremendous growth in the number of Hedlthy Choice items
out there, but you count the percentages of beef with the company that has a huge beef operation and it is the lowest that
you will find in the frozen entree section. It is not nearly as good as the mix in the products as Hormel, which is primarily
supposed to be a pork or poultry operation. The ConAgra Company has very few beef items in their mix. We thought
that the Hedlthy Choice was going to be just taking off, but this area is being taken over by some other products. You
know what it is? Other hedthier products? It is not; it's pasta with cream sauce and cheeses, rich and fattening. Some of
you saw the gtory in the Wall Street Journa afew weeks ago. It looked at what is hgppening with these new products and
they commented on the fact that pastas were taking off and egting into some of the ground that other products once had.

| put this proposed new product up here because we were involved when | was a the American Sheep Producers Council.
We thought we needed to use some of the product from the front quarter of the carcass, and we needed to get some new
products. We worked on getting thislamb product introduced. It doesn't teke alot of money, so often we think that weve
got to go back to some basic research and put chunks of mest in a big drier, spin it around, and get bones out of it, suff
and pressiit together, and make it shaped funny, study it for two or three years, and that sort of thing. We hired a couple
of people that worked in akitchen and put together some entrees that were under 300 calories, wrapped them up, put them



in an ice chest, bought a seet for the ice chest, flew to Cleveland, and fed them to Stouffers. They liked it, and we said
okay, hereiswhat we will do. WEell help you coordinate the supply and everything, and they did some tests. They went
down periscope on us for three or four months, and they wouldn' tell us what was happening. But then we end up
coming out and getting this product on the shelf. But you know what killed it? We could not get the supply coordination.
We had the idea, we got some people to introduce this product, we gave them the research, and we did everything ese.
But we couldn't get the support from the packers. They couldn't put the product together to hit the price points they
needed. Our costs were too high, and we were too proud to say a product like that we may have to source from New
Zedand or Audrdiato keep it on the shelves. But you just don't do thet if you're a trade association. 'Y ou go ahead and
losethe market ingtead. Welost it, and they pulled the product.

The Hedlthy Choice products was a mix of the battles that were taking place. All of these things, the ultradim fagt, the
weight watchers, the gir fry. Where are we? Where are we with regard to getting into these products? Well, some of us
are saying welve got obsolete policies in our check-off organizations. We don't put money behind brands. Were not
going to get in bed with others at this finished end of the product. Or they don't redly want us, because they think we will
blab to other people.

| don't know how many of you think that fresh naked cuts of meet is the future. | don't. People are saying, "Oh, were
back to comfort, mashed potatoes and gravy, pot roast, popcorn, and laying around the house wetching movies" But
there are very few exceptions of seeing when society has made progress and doing less work, thet they've ever gone back
the other way. Some of you may sew your own clothes, some of you may make your own furniture, but you do it as a
hobby. We're doing that too as a hobby. Weve got people that are "empty nesters" and they say | am going to fix up a
gourmet dinner tonight and were really going to get back to basics and dl that. Some of that is happening, but over the
long run | put my money on products that are going to be offering convenience.

Where does the meet industry fit in dl this? We're going to stick beef, pork, or lamb in these packages and then they put
al the sauce and seasoning over them? Y ou have to have low cost and consistency, two things we don't do red well. To
be able to make it into these products, we have to look at the shelving space, look a the other parts of the supermarket
where more and more products are showing up. How do we compete? Arewe reedy to get in there with these products?
Do we have avison of the future? Can we give the variety of products and make sure that the red meet industry has got
its share of the action? How do we get ourselves positioned? There's been alot of talk in this past couple of years about
McLean Deluxe, and | think thisis one where we need to give a pat on the back to Beef Industry Council for their work.

Some of theland grant universities are developing some new product idess that were funded and are getting them into the
marketplace. But many consumers give McLean Deluxe an "F'; they say as anew product they giveit an F. They went
on and said that the problem is you can't go over the deep end on this McLean issue. People want alittle assurance that
something is hedthy but they are redly wanting to dso stay with the juiciness and taste, which many people thought
wasn't there in the McLean Deluxe. McDonadsiskind of crippling along with it; it is doing less than 1% of the volume
in the stores. They will probably stay with it for a while anyway just because it is a good public rdations thing. Bt it
hasn't been the blockbuster that people thought it was going to be.

Wein theindustry have our own versons of disasters. How do you come out of it? Y ou have people that crash and burn
or have the riots a the meat counter. Weve had companies like Exced that have gone out there and tried some new
products and made mgjor efforts. How do we make sure, as an indudtry, that they succeed? There's a couple of things.

Certainly, you get back to the total emphasis toward total quality, you work with a supplier, you listen to the customer,
you identify customers future needs, and you continualy improve. We get entirdy too scientific. Some of these
marketers would just embarrass you the way you get things done. They don't say, "Hey, weve got this big hunk of mest,
how can we shape it different? We can run it through some stuff, we can stick needles in it, we can juice it up, we can
makeit get kind of soft and soggy, we can take this chegp stuff from a cow, we can press it and shape it and make it taste
like a redly top end stesk, and let's Sudy this for two or three years. Let's come up with this fancy way we can get
scientific papersonit.” They just kind of rush into the market and try suff. Some of you have heard Don Tyson tak. He
talks about how they rush into the market, and they try alot of different things because a lot of them fal. But as an
industry do we creete an environment for that kind of arisk? Or do we let oursdves get carried away with our interests
and say welve got to be very methodicd, weve got to study this, were going to gpproach this like scientists doing
marketing? | mean if there is ever an invitation to disaster, that is probably it! Working in the market is not a very
scientific process except thet listening to the customersis akey part of it. If you look at the successful marketers, they use
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one tool more than the laboratory and more than the kitchen--it is a focus group room. Behind that mirror there are
cameras, and sometimes a client Sts there and observes. You get consumers and say, "Would you buy a chunk of meet
that had gravy on it? That had peas and corn and had thiskind of a package? Here's a picture of what it might look like
and if it was priced above thiswould you get it?' They would say, "No, it's too high, it's not high enough, no | think it's
too sdty, it wouldn't excite me. | don't think | could do that." They get dl of those reactions and then come up with okay,
that'swhat isgoingto sell. That is caled marketing.

Advertising isjust selling what you have; marketing is having what sdls. So you listen and you mest their needs and you
package it that way and then you go into the marketplace with it. Asan indudry, it isabig shiftin thinking. It meanswe
put our emphasis on marketing, promotion, advertising, and efforts to develop the product and we're al going to rush to
the tore, and any stuff weve got in the store they will carry out. This listening, improving, changing, and getting
products out to the market, thet is different. One of the things that we have to art, whether it is the beef industry, pork
indudtry, or the lamb industry, is when we are working with people that are going to go out there with products, we need
to be able to do our homework and have it founded in the economics of the business. They look &t those price dips, and
how they can take advantage of getting in there and buying the products. They need to be able to develop new products
when it isat the right stage of the market. They can look at not only the current year but say, "Hey, | think thisisagood
time for me to be in the market.” Or they can look a products such as chuck prices, retail vs. wholesde, and take
advantage of a pattern in rdationships. Can you remember a year when we haven't had that pattern? It was aways that
way. What is going to happen with chuck prices? It doesn't take a rocket scientist to say, that in this and some other
products, we look a mgjor efforts by the industry to be able to level off those price valeys, given that some of those new
products in those areas are critical. You can't go launching into a marketing program unless you have the basics on the
economics and you've got some feedback of where we need to be from the consumer standpoint.

Back to south L.A. Thereisacorreation here. Who wants to be in the business now? Who wants to be putting a beef
item or pork item in the fresh meat case, or take the plunge? How are you going to do it? Does anybody, if you had
millions of dollarsto invest? | can't decide; itisacoin toss. | ether think | am going to build abusinessin south L.A. or
| am going to introduce a new fresh meet product. Actudly you'd probably go back to south L.A. Why? Because of
some of the new programs that are going to come into place. 1t isgoing to be enterprise zones. It isgoing to be goadsand
programs to make companies go where they don't want to go, where they wouldn't, just based on the market Stuation. By
the same token, as an industry to get to the stages we need, we probably need policy thinking in terms of if that mest case
islike south L.A., who wants to get in there? We want to go get marketers and we need to get some people that will take
some products into the market if we want to get some new playersin. Itisnot just an Excd or and IBP or aMonfort. It
could be a customer for them; maybe let them be packers. Maybe we don't need to have al the case-ready type products
were thinking of. Maybe that is more of alabor issue than a consumer demand issue. If the consumers want avariety of
different products that our product can fit, if we have the consistency, and if we paid attention to costs of the product, we
can succeed. How are we going to get organized to get it done, and what type of drategic dlianceswill we seeto ensureit
will bedone? Or will it be doneat dl?

Fred Knop - Dell Allen iswdlknown to dl of you. He was on the faculty at Kansas State before moving to Excd, and he

isalong-time observer of theindustry. We appreciate his candor and willingnessto "tell it likeit is" Dell will ded with
the "date of theindustry” at the processing level. Welcome Dell Allen.
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State of the Industry: Processing

Dell Allen

My firgt association with the packing industry was as ayoung boy riding with my father, who wasn't making aliving from
afarm, as he drove a cattle truck. He would haul livestock from southeast Kansas up to Kansas City to the Armour Plant.

| was probably in the 7th or 8th grade when | firgt did that with him and saw the old packing plant at that time, a huge
operation. | grew up in atown with 150 people, and there were more people on the loading dock at the plant than there
were in my whole town. But that was my first experience. In high school | started to learn how to judge mesat. | was
taught to grade beef by looking at the beef carcass. In those days, and that was the mid-50s, not dl that long ago in my
perspective, we did not rib the beef carcass. We graded them much like lamb carcasses are graded today. | wasin a
cutting plant in Wichitawhen | first went indgde and | saw a fellow on the killing floor ditting calf carcasses with abig
broad axe. | ill remember that sight. A plant killed cettle, caves, and hogs. The Armour plant thet | talked about killed
hogs, catle, and sheep. Those were multi-story plants, huge things. | don't know how many workers they had in them.
There were tremendous amounts of investmentsin buildings, people, overheed, that type of thing.

That was in the '50s. In 1962 there was a new kid on the block, IBP. They had alittle different idea, a little different
gpproach to the whole beef business. But one of the things that they had at that time, which was a big advantage, wasthe
fact that they did not have much overhead. They did not have a corporate hierarchy. Armour, Swift, Cudahy, Wilson,
most of those had big corporate structures in Chicago. | visted Armour headquarters once in Chicago when | was a
Kansas State in the late '60s. They had two or three floors on the Sun times building. 1 don't know whet the rent was for
those two or three floors. It was more money for rent for those two or three floors than one of our competitors made last
year in profit. Y et, we wonder sometimes how that transition took place. It is not very difficult to figure out why we now
have an industry that is dominated by what I've heard described as "mature industry.” It is a mature industry dl right,
from the standpoint of size, volume, and market share. In fact, it isin a declining Sate as I've heard it said. Butitisan
indusgtry that is dominated by companies that are adolescents. They are not mature companies. The company | work for is
owned by Cargill. They have had ownership of Exced now for 12 years. That is not a very long time span to get a
company culture established, a company direction established, and personnd in place to do the things that go on. The
oldest of the big three isIBP from 1962. The youngest is probably ConAgrain terms of recent acquisitions.

Even though we cdl it a mature industry, it is thus, basicaly, one that is dominated on the beef sde by adolescents. Its
characteridic for the last severa years has been one of over capacity. When you have over capacity, the low cost producer
or producers are going to win. That is what has caused the shrinking number, if you will, of players in the packing
industry.

Oscar Mayer no longer killshogs. 1 used to go into their facilities routinely when | was at Kansas State and they had huge
hog kill operations. They got out of the business because there was no money in it. Wilson obvioudy would agree.
Weve got new playersin the pork side, ourselves and IBP. Players in that business are going to shrink in the coming
years. The pork businessis one historically that was structured under the Armours, the Swifts, the Wilsons and that type
of firm. They killed hogs because they needed the supply of raw materid to cure hams, make sausage, etc. The fresh
products out of that type of program were marketed as a surplusitem. It is very difficult currently to make money in the
fresh pork business because that perspective is accepted in terms of al segments, from us on up through retail. The fresh
loins and butts, al that product, are sold largely at a minus-cost basis. That, plus the fact that we've got over capacity,
makes it very difficult to make money in the fresh pork business. So were going to see further shrinkage in playersin the
pork business. We hope to be one of those pork players which survive on that.

There are a couple of other points on the maturity of the indudtry, or its immaturity. One of the things that is going on
basicaly, as you look at the pork and the beef industries and how things are changing, are the reatively new players on
the pork side of things. | am talking about IBP and Excel, having, in the last ten years, come into the corporate business.

One of the things that you need prior to coming into marketsisto establish why you're there, why you should be there, and
how your product is differentiated from someone eses product. At IBP | have to give them credit for recognizing this.

They cameinto the pork business, and what did they do to make their product different from anybody else'sin the industry
a that time? Very smply put, they went to acdosdy trimmed prima. They took the fat off the pork, and that established
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their market niche or how they were going to gpproach the pork business.

We have dill, to this date, not taken the fat off beef. We gill have abeef industry that is sdling an awful lot of fat. Were
not doing that, at least on the fresh cut of the pork side of things. We dill sdll an awful lot of fat on the pork side of
things in delis, sausage, those types, but on the fresh cut, the pork indudtry is aheed of the beef indudtry. IBP came in,
they wanted to establish a place, areason why people should buy their pork, and they offered a closely trimmed product.
Now they're in front and we moved the industry to their sandards. That has not happened in the beef indudtry as of yet. |
think it isnot acase of if it isgoing to happen, but rather when it is going to happen.

Why arent some of these things happening? Firgt of al, the beef industry has a high "RC factor,” with RC being
resgance to change. That is changing in itsaf as we talk because, as you see, | am in the business here. That is totaly
unlike what you would have seen out of the mgjor meat companies 10 or 15 years ago. To hire some bonehead Ph.D. out
a some university to come in and work with them, that is a definite difference. When | went to work for Excel they
dready had one Ph.D. on board; | was the second one. Now they have five in our company. So, there is starting to be a
relatively rgpid change going from what | would have termed as a muscle-driven business to one that is technologicaly
driven. Were moving in that direction much more rgpidly than alot of people redize.

Weve had alot of problems over pricing changes. There is a reason why you have those problems which has dreedy
been talked about today. Thereisawhole series of profit centers through the chain. The old adage goes, "If it ain't broke,
dont fix it." You're going to do everything within your profit center that you can to make that profit center look good. I'll
guarantee you there is a series of profit centers right in our packing houses. We had a procurement division, and they
obvioudy are profit driven. They are judged by how well they buy their catle in relation to what their costs are, what
Choaice prices are, etc. So they do everything they can in their power, just as anyone of you would, to make sure their
profit center looks good. Next we have a daughter divison profit center. Their charge is to kill the anima. They get
credit for the drop-off items, the carcass, and the price transferred back. Now they are going to do everything that they can
to ensure that their divison or profit center looks good. Then we have a fabrication center whose job it is to receive that
carcass a price, fabricate it, and turn it over to the sdles department at a"price” They are obvioudy going to do the same
thing. We aso have shipping and trangportation; they're a profit center. So we've got acompany that is awhole series of
profit centers, and many times because of the concentration on the profit centers within the company, you dmost do have
conflicting things going on between them. That is not unlike many other companies and many other indudtries. Again, it
goes back to the old profit motive--capitalism, free enterprise.

One of thethings | left out isthet | feed cattle. | firgt started feeding cattle for university profs when we decided we were
going to get rich. We darted feeding cattle in 1968. Right after that, we discovered the commodity futures market and
darted trading on the commodity market. | had to continue to teach to support my addiction. | did that until | joined
Excd and now | can't do that because it conflicts with interests, and it is probably the best thing that ever happened to me.
The reason | can say thisjokingly isthat | joined Excd thinking thet is where dl the money is. | heard that dl my life:
these packers make alot of money. | began to worry after two years that they might put some kind of causd relationship
together from the time | joined them. They weren't making very much money. So it has not been red good in the packing
business in the four to four and a hdf years I've been there. One of the things that does for you, though, isit redly makes
you gart looking. Jack Maddux made the statement that the guys tha run these things are no shrinking violets. |
guarantee you there are no shrinking violets, particularly when things are in the red. There are no sacred cows when
money isinthered or the businessisinthered. You redly start looking et this profit center mentadity that is going on.

At the same time, you aso become involved in atotal quality process that Rodger Wasson dluded to. Y ou start looking
a internd customers and what you're doing to that interna customer from the product you're supplying. There arealot of
fase price angles that are caused by that and it has redly resulted in a profit center mentdity. Dressng percentage has
been way over emphasized. That is the procurement profit center driving force because that is the proportion of live
weight that they turn over to daughter, so it is extremely important to them. It is aways going to be important to them.

The thing of it is we have taken it, because of our out-dated specs that I've adluded to, to the extreme. Where we take
average muscled cattle and we puch them much a profit standpoint and make them too fat to improve the dressing percent,
we don't get pendized for it. Up until you get to the bresking and fabrication line. Once everything isthere, it isthe other
way. You get hammered if you go over. But thereis an incentive to push the dressing percentages. The only way to teke
these problems out is to ook across dl of the chain where the inefficiencies are. Yield grades are another thing that give
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us fase pricing. We work with average fabrication yields because we cannot beat averaging, and if we sl everything,
well bring in better profits. Up until afew years ago, most packers had one set of fabrication standards, and that was the
averageyidd grade 3. They had no knowledge of what the differentid wasin fa yields between the lean cattle versus the
fatter cattle within those yidd grades. | think most of them have taken alook &t it now and do know the differences. One
of the things that | laugh about dl the time is the perception on the part of our customers and the industry that no-roll
cattle or Sdect cattle are leaner than cattle are our Choice cattle are now. Totaly wrong with the exception that cattle thet
aren't on feed long enough to have any change of grading Choice typicaly go in that mix. You do have some leanness
advantage, but it is because you have lean cattle or unfinished cettle that end up there in the Sdlect breeds. If you're going
to buy caitle fed long enough to have a chance at making the Choice grade, the yidd grade mix between Sdect and/or no-
roll cattle is no different than it is for Choice cattle. Y et the perception across the fence is that there is lean advantage to
Sdect and to the no-rall.

Thereisalack of incentive for lean cattle; weve got an antiquated grading system. | don't know how to changeit. | have
my own idess, but they're not going to sdl. There's too much paliticsinit. Every individud 1've ever met is an expert on
beef grading so we just might as well forget about ever changing it because everybody has an opinion. There aren't a
great many of the opinions that are the same. But we are using a 1927 modd T. That is when the grading system was
developed. | ill believe that there can be a change that at some point intime. 1t has changed over the years.

When | was young and started grading, | said we have Six degrees of maturity--we now have five. Somewherein the '60s
they dropped what was then called C maturity and grouped it into A and B, and then C and D and E became old cows.
When | graded beef in college, we had Sx maturity levels. That wasin 1959. When | gtarted coaching the judging team
in 1966, they had five. That was a big change because it basicaly lowered the grades by about a full degree of margin,
just by diminating C maturity. We have aso lowered the marbling Sandards over the years in my lifetime by a smple
means of interpretation. There is nobody on earth that can tell me from a quantified sandpoint what a smdl degree of
marbling is, which is what the "magic bullet" is for low Choice. In other words, if you asked somebody what is the
proportion of marbling or fat that iswithin the muscle, for small marbling there is no quantification on alarge-scale basis.

If you go back, in my opinion, and look a what we caled smdl marbling in 1959 on the mesets team in college and what
is smal marbling now, there has been a dramétic decrease in the marbling levelsin our beef in that period of time. This
change has been drictly through interpretetion, no change in standards, just a difference in interpretation, and it is il
going on.

From amarketing standpoint, we are not marketers in the packing business. We don't know how to market. Remember
our company is 12 years old from the standpoint of ownership. In 12 years you don't develop a very sophisticated
marketing dement. You don't even get it in 30 years. If you're an IBP, maybe they will take exception to thet, but the
packing business is a volume-driven, low-cost producer. That is how the success has been achieved by the big 3. It has
not been achieved through marketing. The people running those companies are the people that have been the most
successful & holding down cost and increasing volume.  Those are the people running the company; those are not
marketing-oriented people.

One of our big chdlenges in the future is the lack of people. The meat business, higtoricdly, has been a people-usng
business. If you look a it historicaly in this country, weve dways operated off the latest wave of immigrants coming into
the country. | see in the paper were ill getting a lot of them coming in, but we don't seem to be getting them in our
business in the numbers that we need. We aso have a problem from the wage structure standpoint. Once they land and
get on their feet, they soon look for something elseto do. It isnot only the wages, but aso the tough physical work, and it
is not a very friendly environment that they work in. Because of alot of things, we need to keep our temperatures down
and our work places rapid and volume driven. There are alot of reasons why that environment is redlly not an effective
and crestive environment to work in. It isdifficult for usto get people. And that, coupled with the fact that our plants are
located in aress of the country that have very little populations, compounds the problem. That is the number one problem
facing thisindustry in the future. Where are we going to get the manpower to continue to do our business?

As poditives, firgt of dl | see the beginnings of the mentaity in our companies, and | am talking al three of the big
packers, get into the vaue-added business. Margins are so narrow that cost competition is close between competitors.

Profits are so narrow weve got to do something if we are going to tay in business, dl of us. It is because of that | seeus
looking a taking the next step, which is going into value-added products of some type. We at Excdl, in the completion
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gage right now, are going to have our first product development center. It isin Wichita. It will be completed next
Monday. Mog of the Ph.D.s have been added in that area. We are getting some technically trained people in our
fecilities. We spent over a million dollars in the last two and a hdf years putting laboratories in each of our mgor
fecilities. Those are quality assurance laboratories designed to help us in the areas of food safety and product qudity
monitoring. That isabig step, much beyond what you have seen those companies do in the past in the way of technicaly
oriented activities. We have gaffed those |aboratories in most cases with people who have a least a masters degree. In
fact, we don't have any in the labs that are above that. Four out of seven of our people in those postions have masters
degreesin Microbiology. Weve dso got good chemidts in those positions as wdl as in the meset-oriented trained animal
stience ares. S0, we're garting to bring technology and knowledge into that business which has been a muscle-driven
business up until now. | think that isavery optimistic Sgn.

Because of the people pressures, we are looking, as | am sure our competition is, every way that we can at automating job
procedures, particularly those jobs that are highly repetitious. 1t is because of that movement that | foresee in the future a
narrowing of that funnd that Jack Maddux talked about of the mix going through one of our faciliies Most
manufacturing companies teke a series of raw materids and make them into a uniform product. We don't have that
option. We've got too much diversity of the raw materids that we are working with. Weve got to take dl of them, so we
do alot of sorting to try to make it more uniform asit comes out the other end. But we gill have tremendous spreads from
the composition standpoint, from a muscling sandpoint, from a sze standpoint, from a bone standpoint, and from a
quaity standpaint. All of those things mean we have a tremendous spread in the diversty of the end product. As we
move towards this whole thing of modernization forced on us by lack of people, by OSHA rules, by safety rules, and dl
those things, the animd that we will takein the front door is going to have to become amore congistent product coming to
us. | think that is one of the big changes | seeright in front of usin the next few years.

We were asked to address the ares, to look at it from the standpoint of the health and well-being of the industry. People
that own Excedl are greet people. One of the benefits that | have had since joining Exce and one of the reasons | felt free
to join you here today is that nobody has ever told me what to say or what not to say. But | will guarantee you, people at
Excd dso know when things are profitable and when they are not profitable, as does IBP or ConAgra. If our business
becomes routingy unprofitable, they won't stay with it over the long haul. They will turn it over to somebody ese.
Therefore, one of the things you've got to assessin the indudtry is profitability.

In the packing industry in the four years that 1've been in it, I've looked a a lot more than we used to. The return on
investment does not make sense. If it were your money, | daresay you would redlly question how much of it you want to
continue to spend when you can do alot better somewhere ese. Y ou can dmost put it in savings, and savings accounts
returns aren't great now. It takes atremendous amount of capitd to run those businesses, and some profitability hasto be
generated. Profitability per unit in the last few years, (and particularly on the pork side there has been no profitability, at
least in most cases) isimportant to look at, and we typically look &t it in numbers of animals per unit of employee. In fact,
it is an extremdy important thing to look a because it measures or gives some indication of technologica improvements
in the sysem. Mot of the emphasis| think from here forward is to take the manpower out of the sysem and automate it
and get rid of some of the problems from the manpower slandpoint that we face. Then, capita needsto belooked a. The
level of capita committed is going to be an indication of this thrust toward value-added product. We are a commodity
busness. We sdl commodities. You go in any supermarket or a Safeway Store and 1'll guarantee you, unless you go in
the back room or happen to know somebody that works there, you don't know if they are sdlling IBP products, Monfort
products, Excel products, or some natura product, other than ground beef, which is garting to show some brand names.
Fresh beef is il pretty well a commodity business.  Aswe go down the road and we see product line additions like the
Hedthy Choice stesk that ConAgra came out with, etc., | think you're going to have a mgjor hand in knowing whet is
going on interndly in that business from a standpoint of R& D and product development. We have to compete.

Fred Knop - Tom DeMott of Safeway will address the "sate of the industry” from his perspective in didribution and
retailling. Safeway isaleader in the meets area dt retail, and Tom DeMott is aleader in the industry. Please welcome him
to the podium.



State of the Industry: Distribution/Retailing

Tom DeMott

My remarks will be limited to my own personad and professona observations on the state of the beef industry and
suggestions on how we in the industry can begin to monitor beef's progress in the future. First, before spending alot of
time on beef, | want to just say afew words about pork and lamb because they've kind of gotten moved to the back burner
for much of this meeting. 1've heard some conflicting things from Dell Allen on the pork industry. But | have a different
perspective on pork. | think pork has enjoyed much success in the last 5 years, and | sugpect it will continue to enjoy
success. My persond opinionisthat | think they've achieved this because they've made progress with genetics and they've
improved the sandards. They've improved the feedlot conditions and the feeding arrangements. All of this has happened
with amuch higher and more consistent quality of pork thet |, as aretaler, can sdl to my consumers. Throughout dl this
progress, the pork industry has effectively lowered the cost and reduced breskeven prices, which has dlowed pork to
better compete againgt poultry. Maybe from the packer end the economics are not there at this particular point. | seetrue
demand in my consumer's demand for pork today because it is giving consumers more of what they want. A lot of it is
because of dosdy trimmed cuts and the Americas cut and just more variety that we as retalers are able to give to our
consumers a much better prices in reationship to beef. It is becoming a little more price competitive, epecialy
compared to chicken breasts. Most branded chicken breasts out there sl at regular retail anywhere from $4.99 to $5.99,
and a bondless center-cut pork chop can be found very readily at $3.99 to $4.99 retail. So we're talking 100% animal
meset versus 100% mest; there is agood competitive advantage.

Just afew brief comments on the lamb industry. Lamb has struggled the most in the past few years. | did not redlize, as
Jack Maddux suggedts, that after World War 11 the lamb industry was the place to be. Primarily because of oversupply
which, | think, started in 1987, weve seen alot of problems at the producer end. But | think the redl problem is because
thereis poor demand for lamb around the country. My opinion isthat the entire lamb industry needsto target and produce
the USDA certified lamb which will give the ultimate consumers consgtent high quality lamb. The incondstencies with
lamb have over the years produced a Stuation at retail that 1, tongue and cheek, refer to as the cracker jack box syndrome--
alamb surprise in every box. Sometimes a good surprise, but very often a disappointment. Thisis why we at Safeway
have embraced the USDA-certified lamb, which assures us and our ultimate consumer of a congstent high-yield quality
and excdlent flavor and taste and no surprises. We are truly proud to offer this product to our customers. Until the entire
lamb industry addresses the tremendous qudlity difference in this live production and the methods of feed, and we should
only feed to keep the optimum market weight for maximum customers satisfaction, the industry will sruggle. There will
be continued struggles in the marketing of their product and obvioudy for growers and producers not maximizing the
profits.

Let's gpend the rest of my time here talking about beef and retail. Y ou've heard dreedy that the number one problem in
beef today is fat eimination. There are reports of many retailers and packers beginning to work together, and this has
been in the lagt year or two, to produce closdy trimmed beef primals and sub-primals that do not require any further
trimming to go in the retail package. Unfortunatdy, thisis till being achieved by the knife. Instead of fat being cut at
retall, it isnow being cut at the packing plants. This should only be a short-term solution because the waste fat should not
be cut by retailers or by packers. 1t should not be produced.

We continue to see more Select beef being produced, and this development will result in improving the overdl qudity.
We believe this will provide a more consistent product for retailers and consumers who want either the Choice beef or a
wider availability. Since the industry has more Select beef we have seen the Choice-Adect soread, over thelast two years
in particular, lower than normd. | have stated many times that when the industry begins to offer 30-40% of graded beef
of Sdect that we will dso see this price spread continue to diminish. The impact of restaurants in forcing the middle
mesets up, in My opinion, iswhat provides the wide spread on the Choice side.

Texas A&M did a study on the beef industry, and this study showed a wide range of tenderness and palatability
characterigics with beef, especidly Choice bedf, but it was on dl beef. The industry has serious problems with
condgtency. Whether the retailer uses dl Choice or al Sdlect, our customers are not getting consistent flavor or taste for
their beef purchases.  This study by Texas A&M showed this clearly. | have not seen anything done by thisindudtry in
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addressing this problem.

The area of consumer usage has little progress to report. Someone areedy taked about the fact that consumers are using
more of the lower-end beef products, not the upper-end. We definitely see that in retail. Consumers who est beef seem to
narrow their selections between what | call ground beef and patties and steeks from the rib and the loin. Thisisa dight
exaggeration, however, but overdl very true. The challenge to this industry isto develop stronger markets for usages for
the chuck, and round cuts. Again, that is no surprise to this group. As lifestyles have changed, these products are
becoming dinosaursin our meet cases. How many consumers under the age of 40 have cooked a beef roast in the last Six
months? How many would we, excluding rib roagt, find? | question the percentage out there in the country side cooking
road. Itisadying at if anything. The industry needs to help dl of us. We need aretail food service to develop new
methods of cutting and easier customer preparation methods that are very smple and fast, that are faster produced, and
have a consgstent, satisfactory flavor and atender result.

Rodger Wasson was taking earlier about product development, new products on the market, and where the poultry
industry has gone. What awonderful opportunity we have to take the lowest cost part of our beef ructure the rounds and
chucks, and do something exciting with them. | think there are things we can do, and | hate to keep needling people a the
check off counter, but there sesems to be other things we can do versus advertising to "pull” that demand through &t retail.
There seem to be things we could be doing as far as research and product development that would help usin sdlling more
of the products from the round and chuck which the consumers are avoiding unless we drive the price down. You put
$.99 on anything and it is going to sdll. Again, that doesn't provide any value for ourselves, for the packer, or for the
producer.

Because the industry continues to produce excess wadte fat, beef remains at a big competitive disadvantage compared to
poultry. 1 mentioned earlier that the products made in pork have a lower cost and have seen an increase in consumer
demand. Pork is giving customers more of what they want condstently. Beef remains non-competitive compared to
poultry, and it is dso losing ground with pork. Beef demand seemsto be tied closdly with price. As prices go down we
sdl more beef, and asthey increase we sdl less. The mgority of our in-store labor aso revolves around beef production,
in cutting the beef, in trimming off the fat. But our beef retails, and thisis going to be a surprise for some of you, do not
reflect the true cost of producing beef in the back room. If we were to dlocate the labor that we have in our stores
separately to the beef, pork and poultry categories, beef retal prices would probably go ill higher.  Smoked mests,
poultry, and pork would probably go down in cost. In effect, the other products we sdl are subsidizing the beef
production that we're currently offering. | am not sure how long that isgoing to last.

The public and media attacks on beef continue, and there is reason to believe they will continue for the future as well.
Attacks on beef are affecting us less at retail as consumers seem to grow skeptica of many of the dlegations made by
media or some of the animd rights advocates. After the most recent Prime Time Live show, | believe, in dl of our six
U.S. divisons, we had atotd of three phone calls. That particular show followed theriotsin L.A., so thewhole U.S. may
have been focused on something else, which may have lowered their response to this issue. Much of the damage has
dready been done over the years rdated to hedth issues. The indudtry is getting better at addressing the claims and the
issues head on. Prime Time Live supplied lots of us with information so we did get the ondaught of the media
questioning and we were better prepared to address those. But thereis ill much that can be done to include our retailers
in that line early on in the loop so that we can respond directly to mediarequests. The locd TV and radio sations don't
want to talk to someone from Washington, Chicago, New Y ork, or Denver. They want someone right in their market to
address any and dl issues. There are more people who need to be included in the loop on dedling with media crises thet
are affecting the indudtry.

Whether we like it or not, the government plays a big role in the production and marketing of beef. They govern the
playing field thet we al compete on each day and provide the rules that we must follow. | believe the future of the entire
beef industry, in the role the government could play and the leadership offered in the entire beef industry, would embrace
changes and would effectively lower costs and produce a more congstent, safe qudity product that is dways tender, juicy,
and flavorful. Obvioudy, | am describing motherhood and apple pie here. | am generdly an optimit, asis Jack Maddux.
| am hoping, unlike Dell Allen suggests, that positive changeswill occur and that he will be around to seeit.

I'd like to refer to a Colorado State University newdetter that came out on April 27.  This whole article was about the
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nationa beef quaity audit talking about the $279 per head that were losing in thisindustry. It talks about the waste in
Size, about packers concerns versus retailers concerns. 'Y ou know were not even on the same wave length in terms of
what we're trying to fight, and what we're trying to improve in thisindustry, so were not even talking the same language.
The war on fat, which was declared back in 1988 or 1989 is a minor skirmish. The study talks about cutting problems
and in particular, with the restaurant people, excessve seam fat. | do want to read this one comment on pricing out of the
market. Inthisarticle they quote Russ Woalf, who isafriend of mine. I'll just read this quote:

Much has been written about health concerns, changing lifestyles and convenience, and | believe dl of
them are valid but | do not think enough attention has been paid to the possibility that we are pricing
oursalves out of the market [he's talking about beef here]. The point becomes obvious when one
compares the 1976 price of beef, $1.46 per pound at retail compared to $2.87 in 1991; $1.34 price per
pound for pork, compared to $2.16 in 1991 and whole fryers for $.60 in 1976 and they are $.90 in
1991.

It goes on to tak about problems with beef tenderness, inconsistencies, and consumer concerns. | thought it was an
excdlent summary of the report that came out.

| arrived here mid afternoon yesterday, and | got a chance to hear some of the gpesker's comments yesterday in the other
conference room. Some of the comments | heard, and again | don't mean to be disrespectful of anybody who presented
yesterday, were about concerns about concentration by packers and various price spreads, that people seem to be very
concerned about, etc. Y ou obvioudy spend alot of time sudying it, but | haveto tell you that thet is not whereit'sat. I'll
give you an andogy. Looking at packer concentrations in the beef industry today is like changing alight bulb when the
houseisonfire.

Obvioudy fat eimination has to be the number one priority for positive change. | believe dl packers, beginning with Dell
Allen here, need to go on a dose trim program and make this the industry standard. 1BP, when they came out with their
boxed beef program, created that Sandard 30 years ago. They arbitrarily came up with this 3/4-inch spec with a one-inch
max. What isto say that can't change to 1/4 inch or 1/8 inch? Let metell you about the waste fat at Safeway. Wetrim
off a retail in our 880 stores 15 million pounds of fat. We pay 20 to 25 million dollarsfor this privilege of trimming this
fa. Guess wha? We get from the renderer $400,000 for $20-25 million worth of fat. Guess who pays for the
difference? The consumer pays for the difference. Packers should not only not pay for the excess fat, but they should
charge back to the feeders for the cost of removing the fat. The bottom line is that no one should profit from producing
wadte fat, but they should be rewarded for producing tender, tasty, lean beef. The target needs to be beef which is highly
paatable and in demand by consumers. That should be the target regardless of how many profit centers we have up there
because, in the future, we may not have profit centersto talk about.

The indudtry needs to grade more Sdect beef. This would naturaly reduce some of the wadte fat. Contrary to what you
heard here from Dell Allen, | have to take exception--we do cutting tests. We do thousands of cutting tests every year, and
we find an improved yield, meaning less excess fat, with Sdect than Choice and it is Sgnificant.

The beef industry needs to spend check-off dollars on developing new markets for chucks and rounds and helping
retallers, food service, and consumers and help us process and prepare these primas and their cuts in a fast and
convenient way to produce consstent, satisfactory results. This whole area of condstency and grester competitiveness,
some of what we investigated here today, will then improve, making beef versus poultry a little more competitive. Red
progress will not occur, | believe, until the industry aong with government does the following. But, before | go into these
comments | want to say that | am not an anima scientist. | wasn't raised on a farm or have any exposure other than
driving down the road and seeing dairy cows in upstate New York. My indght into what | am about to say is being an
educated observer on the outside looking at the various commodity groups out there and seeing what has worked in

poultry and pork.

Firgt of al, work aggressively to diminate the dollars now lost by each anima daughtered as reported by the nationa beef
quality audit. Develop theided genetic characterigtics, and | believe we have them today but no one's targeted what those
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are, to provide consumers with beef products that costs consumers less.  All poultry and pork are grain fed through
production. | believethat if the beef industry were exclusively on a caf-fed beef program, beginning at about eight or Six
months or in between, for dl their productions that consumers, retailers, and packers would get consstently the good
tasting beef they are looking for. So what is the problem with that proposa besides the fact that | haven't really thought it
through totaly? | am just kind of throwing it out there for the group. Onething obvioudy isgrading. These animds, no
matter how tender, juicy, and flavorful, will not grade out as well under the current rules of the Choice and the Sdlect and
they won't produce the maximum profits for the feeders. But we dl recognize that fa is the enemy, and our current
dandards for establishing carcass value are a mgjor contributor to the fat produced in this country. The excess fat
production not only increases cost but dso adversdly affects the qudity for our consumers. We're fighting so many battle
fronts here. It is not only excess fat, it is not only increased codt, but it is aso the fac that customers are not happy with
the product. Itisnot condstently tender, juicy, and flavorful whether it's Choice or Select.

The indugtry needs to work with the government or examine this entireissue. We need to develop a guiddine that if this
method of production produces consistently superior beef over traditional Choice and Sdlect, then there needsto be away
to bring this product to the market without pendizing the feeders. In fact, we should figure out a way to reward this
product, if thisworks, to get everyone to produceit. | believe that this method of production would not only improve the
overdl quaity characteridtics of beef that is consumed, but would lower the cost of production for everyone and would
improve yiddsfor both packers and retailers with this consistent product.

In terms of monitoring beef's progress in the future, | think we need to start setting up a mechanism where we can follow
the pounds of closdly trimmed beef that are sarting to be sold in this country. | think that in the future they are going to
be sold in larger and larger quantities. Looking at the number of retail stores that are buying and sdlling only exclusively
closdly trimmed beef, and possibly looking at 100% buyer, 75% buyer, 50% buyer, we need to be looking at pounds of
case-ready or deli-ready being sold.  Preferably, alot of this data will be by prima by vendor if the vendor community
would agree to doing this maybe through a centra agency, be it NCA or the Nationd Livestock and Megt Board, and
collecting some of this data so we keep the identity of vendors confident.

On the issue of competitiveness data, | agree with Jack, that we need to review data that shows the progress of being more
or less competitive. What can we do in 1992 and 1993 to minimize the $280 per-head loss? We need to work to reduce
that number. We need to closely follow the relationship of beef costs compared to poultry, pork, and lamb. If this cdf-
feed production program | suggested has any merit at dl, that is something that should be monitored closdy and
encouraged through cooperation of industry and the government and then follow the numbers that are produced.

In summary, the beef industry has been in gradud decline for years, not only in numbers but dso in red demand among
consumers. It is a tribute to the entire beef industry that it not only recognizes the problem but is moving, athough
dowly, to address the root causes of the declining consumer demand and the non-competitiveness compared to other
mests and proteins. | hope that from meetings such as this we can continue on the path of making positive changes that
will benefit the end consumer and the mgjor segments that make up the beef industry. | offer aword of caution; timeis of
the essence. The progress made in both pork and poultry continues to build, and these products are growing, not only in
market share, but dsoinwhat | cal red demand among consumers.



Discussion, Questions and Answers, Action Plans

Fred Knop - In 1991, of new product introductions 38% were poultry products, 24% seafood, 20% pork, and only 13%
were beef. One of our main problemsin beef, and | wonder if thisian't a problem in pork, is that people are till being
rewarded for producing fat. Thisfactor has been identified as the industry's number one source of loss. Weve heard that
there is no integrated effort to fix the problem. We have the various profit centers in which everyone is looking out for
number one. In the meantime, the product isin decline. Weve heard some postive things from Dell Allen on what the
packing indudtry is gravitating towardsin terms of automation and product development. Weve heard from Tom DeMott
that timeis of the essence; if we don't get in gear these things may come dong too late. So | would invite your resction to
this summary to what you have heard here. Why isthisthe case and how do wefix it?

QUESTION - Thisquestion isfor Tom DeMott. Why does the average spec approach till get used? If you don't want to
havedl of the high cogts that come with it and the excess fat, why don't you just quit buying the product with an excessive
fat cover? Why don' the packers cut it off?

Fred Knop - Are you saying, then, that the way to solve this problem is at the retail end?

ANSWER - Tom DeMott - | think | understand the question. Firgt of dl, this says the three packers are highly
competitive together. We're highly competitive with al our competitors out there, and we have to change that. Nobody
does it better than Safeway. Itisredly for competitive reasonsthat | am heretoday. Frank Lusk and | have played arole
in working closdly with the industry for progress and for change because we want to change the industry on alot of these
things. If wewereto go to Exce and work out astuation where we want aclosdy trimmed product from them, we would
find ourselves & some point in time at a competitive disadvantage with that product as far as sales and possibly not being
price competitive with some of our competition. We're very interested in doing this, and our method of working with the
indudry isforumslike this and many of the other forums that we participatein.

COMMENT - Fred Knopp - Let me verify this. Are you saying that the impetus for change would have to come from
your packer supplier?

ANSWER - Tom DeMoitt - Oursisan industry working for the supplier.

QUESTION - Along that same line then, there has to be somebody willing to go out front and say, "We're going to sart
discounting a yield grade 3. There are going to be huge discounts or were not going to buy anything with a .8 inch fat
cover. There hasto be some sort of collusion.

ANSWER - Tom DeMott - Let me clarify that point. We will, at Safeway, buy a closdy trimmed product, and we will
pay for the yidd difference for that product as compared to the regular product that we're buying right now. | can date
that unequivocaly. So, from the stlandpoint of us not buying the product, we are willing to buy a product as long asthe
yidd difference is comparable to the traditiona product. We are more than willing to do that to date. The only
redrictions we have are that in two of our marketing areas where we have labor contracts s, they will not dlow that
product into the marketplace. But once that product is available, it would provide us with an impetus to go to the union
management and negotiate those restrictions coming off the contract.

QUESTION - Ddl Allen, what isyour reaction to Tom's satement?

ANSWER - Ddl Allen - | presume that they get benefits from the closdy trimmed product and therefore, they should be
willing to pay morefor it. We have to get compensated for the extra trimming codts. 'Y ou ought to know that we offered
aclosdy trimmed product linein 1986 or in 1987, | don't remember exactly which oneit was. At that time | heard it said
by other people that we were ahead of oursdves. We could not sall enough volume of our product to make it work. |
think well do it sometime. | just don't know when the timing is, when we go back to that type of a dosdy trimmed
product line.

QUESTION - Is it sufficient for the Safeways of the world and the Excels of the world just to have a didogue and
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perhaps negotiate? Isthat sufficient to get the bal rolling and solve the problems that we have?

ANSWER - Tom Demott - From my standpoint, yes, and we have didogues with packers every sngle day, and
sometimes more than once a day, dong these lines and any other concerns we have. | recently read some research that
was done by the Food Marketing Inditute. Their survey shows 84% of retailers would like buying a cdlosdy trimmed
product. What is the problem here? Wadll, it hasn't been available outside of smal supplies from smal packers until
recently. As | dluded to in my comments, were seeing more activity by packers today and we are moving in that
direction.

COMMENT - Audience - Now what | hear isthat the intention is there but not everyone wantsto pay the price for having
that fat removed at the packer levd.

COMMENT - Tom DeMott - As | said before, we will pay for the yield difference and processing fee on top of that and
we're more than willing to do that today.

QUESTION - Déll, if everybody has the attitude that Tom has, would that pull the plug at the packer level?

ANSWER - Ddl Allen - | would say yes, it would. If enough retailers came to us with that same attitude, 1 am sure
things would change.

QUESTION - Isit afar satement then that not enough of them have yet come around with thet attitude?

ANSWER - Ddl Allen - Industry people tell the retailer that they should not pay more for that closely trimmed product.
But that is the product that the consumer wants or the consumer desires. So, it is up to the industry to actudly produce it
and to do it in the most competitive manner. To get it Sarted we are probably going to have to see lots of people and talk
to lots of peopleto get it done. But | ill maintain that on along-term basis, the individua that does that now, and | am
talking cutter, cattle producer, and feeder, who learns the system will have an advantage. In 10 or 15 years, it will become
the norm and everything e'se will be discounted fromiit.

COMMENT - I'dliketo just comment on thet. It ishard to believe that in thisindustry, if we can make some headway in
getting started on closer trimmed besf, that we as producers are going to art to see the price effect. Dell Allen dluded to
the fact that his buyers and different divisons within Excel get rewarded based upon dressing percent. If the packer's not
sdling the fat, the last thing he ought to want to do is reward one of his divisons for high dressng percentages. It is
going to be the pounds shipped out the back door to the retailer and the service indtitutions and/or the wholesders that
will be the method by which they are going to be judged in the future. Hopefully, a that point they will then go back to
our friendly feedlot guys and discount the product thet is not meeting the specifications as far as the lean product that they
are sdling to their ultimate consumer.  Hopefully, it will begin this process of rewarding the lean production and
discounting the fat production.

QUESTION - Thiswould befor Dl Allen, and | would be interested in Tom DeMott's commentstoo. This morning we
heard from you that the communication between packer and feeder is a problem with beef. Does the beef industry need
help from Washington to get usto work together? Or isit an impediment to the need of change in the business?

ANSWER - Dél Allen - | have not seen too many people from Washington that | think would help. | don't think we
have to have more regulation. | don't know of a business that | have been around that is any more regulated than our
business from the standpoint of Uncle Sam or oversight from alot of different areas. | have long been a proponent that
probably the mogt efficient system is the Stuation where | talk to Tom DeMott, or whoever, and we agree that he has a st
st of specifications that he wants without someone from USDA dtting here telling us that this beef meets some
specifications. As you read the hitory of grades, though, when they darted they were not an ingtant success. Packers
darted their own grades as aresult of the government tarting grades. They had "house grades' and that is where Armour
Star and Swift Premium and dl those names came from. Grading became mandatory in the U.S. during World War 11. 1t
was during that time period that dl of a sudden retailers or people that bought mesat found out that if they bought USDA
graded mest, thet it was a more consistent product than what they had been buying from the old packers and their house
grades. You jugt want an ingpection and | think we will see the industry go back to that type of a sysem again where



private labelsare used. Again, whether it isimminent or not | don't know, but it will have to heppen.

QUESTION - We probably al watched Firing Line a couple of weeks ago. They taked about food safety and packers
involved in taking alittle respongbility in meat ingpection and USDA trying to make policy. There asthe packer, how do
you fed towards the food safety ingpection, and what role and responsibility do you think that the private industry should
takein that?

ANSWER - Ddl Allen - No matter how pure any company is, there is need when it comes down to public hedth and
public safety. Thereisaneed for those types of ingpection peoplein our facilities. | think, however, at the same time that
our company has taken a very active sance on this. We cannot afford any type of afood safety problem. That isthe one
thing that could run us out of business quicker than anything else. Weve made in the last year over amillion dollars and
inthe last two and a hdf years over amillion and ahdf plusdollarsin investment in laboratories to ensure contral. At the
same time, right now we have two SIS plants (as they've been cdled) in Texas that Prime Time has gone to. For two
years running one of those plants has been the leading plant in dl of the USDA's ground beef samples for the school
lunch program in terms of the cleanliness of that product from amicrobia standpoint. | have accredited alarge part of the
cleanliness of those plants to the fact that we have to assume the responsibility. Those plants are probably better from a
sanitation food safety standpoint than traditiona plants are. We have taken a lot of those good things that we learned
from those SIS plants and put them in our traditiond daughter plants, | will gladly put our sanitation program and our
tote. 1 would redlly concentrate on ground bef, as far as how clean a plant is and microbia counts on ground besf,
because it comes from every part of the carcass. It has probably been over most of the belts and has had every opportunity
to be contaminated, so you are looking at how you can tell whether the plant is clean or not. We are very proud of out
fecilities. | think they are as clean and as good as anybody's in the country.

QUESTON - The poultry industry has integrated to control the raw materids. Some of the four swine plants are moving
pretty fast in that direction. I'd like Jack Maddux and then Dell Allen to respond to what it is going to take in the beef
sector to make a more homogeneous raw materid to dlow you to cut cost and put the product in the form it needsto be
for consumers?

QUESTION - Jack, if | could just add to that question, why do we have the problem in the first place and how do we
solveit?

ANSWER - Jack Maddux - Firg of dl, there has been alot of speculation and alot of fear that we're going to turn the
beef business into the poultry industry. That is obvioudy not going to be true. Firgt of al, weve got that funnel that
comesfrom dl over the U.S., and were not going to have totd control over our product like the poultry people do. | don't
know what the industry is going to look like. | don't think anyone else does either. But | think we can see some trends
that are garting to take place now in the contract and specification selling and the formula pricing of cattle based on what
they are actudly worth in the box. Those kinds of things, | think, are coming. | think they are very important, and | think
they are controversd kinds of changes that are taking place which are going to be difficult for alot of people to accept.
Now if we don't accept them, we go right down the road towards the lamb industry and go our own merry way if we want
to. But those changes mugt take place if were going to have aviable meat industry 20 or 50 years down the road.

COMMENT - Dél Allen - What | see hgppening, and | don't think there is any one unity that is big enough to verticaly
integrate the beef industry--capita requirements and management requirements arent there--is a lot more of what 1've
talked about and call contractua integration. The thing that will make that work is the sharing of information back and
forth across that, to have no barriers, like the ones Wayne Purcell identified up here originaly. So, you're going to learn a
lot more about my business if you're my supplier, and I'll learn a lot more about your business. We are going to work
together to get theinefficiencies out. We're going to seealot of that going down the road.

COMMENT - Audience - | was just going to say that | talked to severd restaurant chains that are getting interested in
genetics. Their attitude is they need to know what is out there, what the potentid is, and their atitude seems to be welll
find someplace to kill the cattle. There has been a congderable interest in that. A couple of them are making some mgor
investments, too, in research. They can say, "Thisis the breed of cattle or these are the specs that we are going to have.
Now, who is going to daughter those cattle for us?'
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QUESTION - Jack, you darted off introducing those 70 plus breeds. We talked about problems in consstency and
quality severd dozen times this morning. Dell Allen said that eventualy, when cattle supplies are not o tight, that they
will start to buy more on a spec basis, that contracts will specify quaity and not just time and quantity. Isn't that a key
firgt step in getting us talking about what we need today? A key step in coordinating?

ANSWER - Jack Maddux - | don't think there is any doubt about that. That isakey first sep. The encouraging thing is
that there are some things happening that are bringing us closer to what Dell istaking about and what you talked about in
terms of expected prodigy differences on a carcass basis. We're beginning to see those breed associations doing some
substantia work on the genetics that | am postive are out there to produce what we need to produce. As | mentioned
earlier this morning, the rea problem becomes the price signd, to get that price incentive out there to people who will
respond to price signals and get it done. | don't have the answer on how to do that. | just know it can be done and it has
to be done.

QUESTION - Jack, those specifications that Dell dedlt with in the late 80s were very widdy publicized and there was
ample change for producersto plan their production. Let me ask the panel why there was no significant response.

ANSWER - Firg of dl, you remember that when Dell first went public with that, there was atremendous outcry from the
indudtry saying, "Ddl lighten up." Do you remember that Dell? When he gave an indication of some of the problemsin
terms of perception and education we have in the industry, that we have a mindsat from a production point of view.
Weve got awonderful tool in heterodis that we haven't used very well. The beauty of heterossisthat it does the most for
those traits that are least heritable, and we can do more things that way. But the breed associations must change their
atitude in terms of how they fit into the sysem. If we are going to have a truly heterods driven program in the beef
indugtry, there has to be complementary efforts and attitude from more than one breed, and that is a problem. | just went
to a conference of a breed association where we spent haf our time defending the show ring, and secondly we said how
can we make this breed dl thingsto al people. It's not going to happen that way.

QUESTION - Dell, do those specifications need to be updated? Arethey Hill vdid?

ANSWER - Ddl Allen - Back in 1968, | gave a tak describing the ided beef, lamb, and pork carcasses. That
description was derived from a survey done with awide variety of industry people. The only difference between the 1968
pecs and what we brought out in 1987 was a 50-pound differentid in weight. So, again, it is not that they haven't been
around for long enough time for people to know about them. The vaue has been there.  As Jack indicated, we have not
had proper price sgnals to bring it about. The encouraging thing is that the industry hasin the last 10 or 12 years gone
through a series of tough times in one segment or another, and that is whet is going to bring change. We can st hereand
talk al day and dl night, but until we get into aloss position and people sart redly looking a where the inefficiencies are
and gart tackling them, we're not going to do anything about it. Aslong as things are not problems, we are going to go
right on down the road doing the things we have been doing. That is where the beef industry was through the '60s and
even up redly until the mid-to-late-"70s. It has only been in the lagt 10 years that we're Sarting to redlize that welve got a
problem and wondering if were going to be around. That iswhat is going to change the system.

QUESTION - Ddl, let me keep you on the microphone with another question. About that same time you developed the
scoring system as a guide for procurement. | understand that because cattle supplies have been tight, it has been hard to
implement. Doesthat system il look like agood guide for the producers today?

ANSWER - Ddl Allen - | think so, yes. Thereisnothing dramatic or unsafe about it. It isamore finite breskdown of the
USDA grading system. I'd like to rdate one story which gets back to why | am for paying more for closdly trimmed beef.
Again this happened in the late '60s when | was a cub professor at Kansas State. On a panel much like this with a
retailer from Heming, who had aso been in the packing businessand in areal had done my Ph.D. research on, we wereto
quantify the vaue advantage of yidd grade 1 versus 2, 3, 4, and 5. Yidd grading at that time wasin itsinfancy. It just
had been adopted on a voluntary basisin 1965 so there was alot of discussion about it. | made my pitch and it had the
numbers and it showed yidds and obvioudy the 1 is worth more dollars than the 2 and on down theline. | get down and
after the discussion got started, he asked whether it is not the leaner, more rapid growing animd that is more profitable.
His comment to me at that time was that the producer redlly wanted a double premium for producing that caf. Isthat not
right? And that isthe last time that | have ever argued for a price premium on producing the right kind of caf. That is



what the whole industry is faced with, the individua producer and the packer, and dl the rest of us that fill out that
market. Isthisfree enterprise system still going to be in business 15 to 20 years from now and doing well? Will we dl
participate in that process? The ones that don't are going to be on the Sdelines talking about packer concentration, or
whatever.

QUESTION - for Rodger Wasson - It seems to me the underlying root and cause of the whole controversy is that the
image red mesats have, asit pertains to the public consumption, is a product with saturated fats. Whether it has or not, the
connotation is there that red meets are primary ddiverers to the body of saturated fat. Are we ever going to be able to
unload that label and not have a primary reason why the general consuming public has backed off historicaly, now and

past?

ANSWER - Rodger Wasson - That has been our conventional wisdom. In fact, the industry has spent severd hundred
million dollars dong that premise, that that is the problem. | think there is something more to it, though. My own
philosophy is when we had the meat boycotts in the early '70s, | think one thing that Started hagppening then is that you
saw a lot more chicken gtories start showing up. The publications that | talked to at that time were saying that their
readership survey showed that if they ran a story about chicken, people read it more. So, they told their reporters to go
write more stories about chicken. Part of the thing you go back to dsois"chegp." If you could have a product that was
chegp but was dso good for you, then you tell everybody were serving chicken tonight, we're cutting back on red mest. |
think that price competitiveness was dso a big part of the atention. To this day, when | tak to restaurant chains about
the trends (there is a trend toward some sdads and that sort of thing), severa of them tell me that part of their businessis
sdling greese, sugar, and sdt. People say one thing and do another; they like flavor, they like juiciness, and they like to
splurge. All | am saying is don't discount the health and the cholesterol concerns, but that is not necessarily wheat drives a
market--certainly not exclusvely. Weve got problemsin poultry with fat and there are problemsin pork with fat. Weve
amost spent too much time in the beef industry debating whose going to cut it off. That becomes an obsession, but the
point is mogt stores in the nation right now have a pretty closgly trimmed product. The consumer is not seeing the fat in
the supermarket. So, it is an economic question. We're kind of hiding behind the hedlth issue on trade and not facing up
to some things like imports and things like figuring out how we raise cattle chegper to get our prices down. | fed the
industry can hide behind the diet hedth issue and it is a great big bird if we see it haunting us. There are some other
things that we can take some Stepsto correct as an industry but they are difficult.

QUESTION - Wayne Purcell - We have an indudtry that is made up of severd profit centers and they do not necessarily
coordinate what they do into a unified sysem. Everybody in town has agreed with that in their way. But how do we
change and improve? How can we do that? We can go two ways. If we get verticdly integrated, and | mean integrated
likein poultry, that is one approach. Management directive is used to offsat the lack of coordination we see in our open
market systems. But if you watch what is happening, we find people are finding ways to diminate price and the pricing
system. Contracts are being used to bring the interlevel coordination without integration via ownership, but the pricing
system is disgppearing. A second point is that we have a reason for the profit centers to coordinate and work together.
Dl Allen gave ared contribution to this group's thinking when he says he's got profit centers within his firm that are
doing things that are incondstent within the firm. Dell, why is it in 1992 that Exce cannot figure out that the most
important thing they need is the profitability of al those operationsingtead of just procurement or the daughter function or
the fat. What is it were going to have to generate as a measure of how much your firm and the industry is hurting itsalf
when they don't coordinate before they will listen?

ANSWER - Ddll Allen - Don't ask me why it hasn't happened before because | did not mgjor in business. It is again the
Stuaion where the industry has basicaly been profitable under the system that they have been using. As a consequence,
they are not going to change it until tough times hit. Packing indudtries, if you look through the late 60s through the early
80s, were very profitable growth indudtries, and easy to get into.

COMMENT - Wayne Purcdll - But the packing industry isnot dl that hedthy. Many smaller firms have been driven out.

Behind the scenes the cattle industry has downsized 30-40%. That is the thesis behind this whole thing: Weve got
nobody worried about the well-being and economic viahility of the entire industry. We wondered if we could set up a
group that monitors a few things, a few measures of effectiveness and performance and keep it in front of everybody. |
wish wed pay attention to what things need to be monitored and maybe we can bring it into being in some other way. |
don't know if we can count on you in the monitoring business to worry about the industry 20 years down the road.
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COMMENT - Ddll Allen - | don't either except we want it to be there because we want it to be a partner.
COMMENT - Wayne Purcell - Well if theindustry is not there, then you go and do something el se, right?

COMMENT - Rodger Wasson - Wayne, a couple of food companies have just spent millions of dollars on some of the
mgjor international management consulting companies to come in and look at their operations. They came back with a
report that said it would be better if you treat yoursdf right indde. They paid millions of dollars to hear that maybe you
shouldn't pay more money for a product you buy from yourself. Maybe at least you should get as good a qudity as your
competitors get from you. So, there is some change darting to go on in that direction. They are starting to look at how
they can get more efficient in taking care of themsdves. But if you arein beef or you are in pork, you can't count on them
to be looking out for beef or pork. | think it raises an issue that the American Meet Inditute is now going to be
representing poultry more and more. So it raises an issue, of whether there needs to be an industry view of looking over
the whole thing. We could continue to wring our hands and say they ought to become marketers, but | appreciated Dell's
honesty--it isn't going to happen fast. Maybe we are going to have to, in some cases, say if these guys are going to kill
efficiently, let'sfind a marketer but let'slook a thewholething. If ITT and Apple can get together on aventure, why can't
we put some otherwise competitive groups together?

COMMENT - Fred Knop - | think well use the few minutes we have l€ft to try to extract some ideas on what we might
do using the idea that Wayne has put forth to help this Situation. 1t is frightening for me to stand up here and hear people
say that beef is fdling behind, particularly behind pork and poultry. But beef has the potentid for going into a decline
like the sheep indudtry did years ago. Asajourndig, | can say that there have been a hundred times that the darm clock
has rung for thisindustry. Each time the darm has rung, somebody has reached over an punched the button down and
gone back to deep. How can we put thisdarm clock on arepeet basis that would be more effective in waking people up?
Can | hear someideas on that? Would it help if the communications were on a more frequent basis and perhaps a more
Structured basis?

COMMENT - Audience - Wdll, | think we talked about the need to get the darm clock ringing on the right frequency and
tuned in on theright station. | think it has been mentioned that there is a boogie man we dl like to hide behind and build
up the beef industry's problem in animal rights, fat and cholesterol, and bad press, when redly the beef industry's problem
isthe beef industry. Until we get the cost of production down and get more competitive and anew product devel oped, we
will struggle. Y ou know those need to be the sounds that are heard out there. They had not been heard until just the last
year or two and they have, only recently redlly come to the forefront.

COMMENT - Tom DeMoatt - The problems are systemic throughout the whole industry, and again you've heard alot of
great peopletaking. There are great people out here in the audience who know and understand this part far better than |.
We just have to move in the direction by pulling dl the industry groups together, even if some of them are very politica,
al moving in the same direction so that my goa and the feeder's god and the packer's god is dl the same asiit relates to
the hedlth and welfare of the beef industry. Otherwise, if were not al moving in the same direction, shooting at the same
gods and objectives, were going to be back here 5 years or 10 years from now, if there is an indudtry to talk about,
dedling with these same issues.
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Wrap-Up

Fred Knop

| wish everybody in the industry were here to have heard what we have dl heard this morning. There is an extremely
serious problem.  Let me back up, because | am guilty of focusing on beef too much, and say that dl of the red mesat
pecies are at risk in this battle for market share, pork less so than beef. Lamb is showing signs of recovering, but the
certified lamb program is il introuble. But beef isfaling farther behind and isin danger of becoming the last leg of the
red megt industry. The main problems. Producers are not raising enough of the right kinds of cattle. Product developers
aren't developing enough of the right kinds of products. People are il getting rewarded for producing fat, which is our
number one cost and our number one problem. Thereisno integrated effort to fix these problems. Timeis of the essence.
My sense and my bias is tha we're in the habit of shutting off the darm clock because we don't want to heer it ring.
Weve got to put that thing on a basis where it rings more frequently and we have to become more sengtive to the
problem. We need to move ahead in developing a program that keeps important issues and important measures of how
we are doing conggtently in front of everyonein theindudry.
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Research on Implications of IRS Palicies to
Market Effectiveness and Price Discovery

Wayne Purcell

This chapter was prepared to introduce the increasingly controversd area of Internd Revenue Service (IRS)
interpretations of hedging vs. speculative activity in the futures and options markets. Thisissue has moved to prominence
recently in the wake of the 1988 Supreme Court decison typicdly referred to as Arkansas Bedt.  In that particular
decison, the Supreme Court ruling is being seen to have subgtantia ramifications for what is and is not legitimate
hedging activity even though the case itsdf did not involve hedging vs. speculation and it did not involve futures markets.

The process of price discovery is introduced and discussed.  An implicit hypothesis is that who is trading the futures
markets will have a sgnificant impact on the effectiveness of that trade and the effectiveness and efficiency of the price
discovery processes. Given the current Situation there is concern that cattle feeders may be discouraged or even blocked
from participation in the futures market and, therefore, from participation in the price discovery process by the developing
IRS policy. The chapter proceeds to report on aresearch plan that's designed to investigate this issue and to provide an
information base on what ramifications evolving IRS policy might have to the efficiency of the cattle futures markets.

A conceptud framework is presented that suggests over time the cattle futures markets undulate around some underlying
equilibrium. In an industry like the cattle feeding sector, it is suggested that that underlying equilibrium might be a zero
return to the feeding enterprise giving that excess capacity exidts in the industry and margins are highly competitive.
There is discussion of what type of trader might be involved when the markets move away from the equilibrium to the
high sde and are showing what might be considered excessive profit margins to the potentia cattle feeder. Conversdy,
and perhaps more importantly, there is aso discusson of what type of traders might be involved when the market moves
away from the zero-based equilibrium on the downside and only large losses are being offered to the potentia cattle feeder
who might look at the forward pricing opportunitiesin the live cattle futures. An hypothesisis presented that any policy
which blocks cattle feeders with their access to proprietary and high-quality information would tend to impede or impair
the effectiveness of the price discovery process. The research program that is discussed is designed to generate a base of
information that would alow an effective empirical testing of this hypothesis.

The results of a survey of cettle feeders in Kansas and Texas are presented briefly. In generd, the results suggest that
many cattle feeders are blocked from participating in the live cattle futures markets or the feeder cattle futures marketsin
the price discovery context that they enter the markets, if at al, only in the traditiona short-hedge viewpoint in the live
cattle futures or long-hedge in the the feeder cattle futures. Since empiricdly it can be established that the markets seldom
are offering a profit to the cattle feeding program, the inference is that most of these cattle feeders are seldom in the market
and are, therefore, seldom participating in any way in the price discovery process.

Building on that base of survey results, and empirical analysis of large trader activity in the mid-1980sis dso presented in
the chapter. The results show that when the market moves away from the zero-based equilibrium, on both the positive
and negative Sdes, it isthe large speculator that isinvolved and active in turning the market back toward an equilibrium.
Thisis especidly important, it would appear, when the market moves down and is often on the negative feeding margins.
It isnot the long hedger, but the long gpeculator, those speculators holding a hundred contracts or more and, therefore, are
required to report to the CFTC, that tend to move into the market and buy and move the margins back toward the zero-
based equilibrium.

An argument is presented that cattle feeders, with their access to information, were alowed to participate fully in the price
discovery process, that the market might be even more effective and efficient. The prolonged periods of negative margins
that have been offered on a number of occasions during the 1980s would not be diminated, but they might be minimized
somewhat to the extent that cattle feeders participation in the price discovery process increased the efficiency of the
market. The cogt of continued exposure to price risk could perhaps be reduced and over time the benefits of reduced
margins and other measures of increased efficiency would be passed onto consumersin the form of lower beef prices.
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The chapter calsfor continued research inthisarea. Thereis an indication that the third phase of the planned program of
ressarch will investigate the magnitude and the didribution of any cogt or benefits from extended cettle feeder
participation in the price discovery process. The idea here is, to be explicit, that if a cattle feeder who is facing nothing
but a huge negative margin buys feeder cattle and has an investment in feedlot facilities, he might instead sdll the nearby
feeder catle futures and buy the digant live cattle futures and help move the market back toward a more reasonable
feeding market margin position. Such "reverse feeding” activities by cattle feeders would, in the current environment,
most surely be labeled as speculaive by the IRS. Thereis asuggestion, then, that IRS policy needs to be examined in the
context of what it is doing to impair the efficiency of the markets and what, in the process, it might be doing to the
economic wdl-being of everyonein the system from producer to consumer.



Cattle Sector on IRS Hedging Policy

Jack Frick

The Supreme Court ruled in the 1956 Corn Products Refining Co. case that Corn Products futures actitities "congtituted
an integra part of its manufacturing business' and, like other aspects of the taxpayer's business, should give rise to
ordinary income or loss rather than capitd gain or loss. This rationale was further reinforced in 1972 by the IRS ruling
that "hedging losses should be trested Smply as a form of business insurance expense rather than aloss from the sae of

exchange of property.”

Agribusiness successfully implemented various risk management strategies on these interpretations for 32 years until the
Arkansas Best ruling in 1988. Arkansas Best did not involve hedging, however the Court's comments on Corn Products
have been read by some persons to affect business hedges. Many IRS personnel reed Arkansas Best as tregting property
asa"capita asst," resulting in capita gain or loss upon asale or exchange of property instead of ordinary gain or loss.

To illudrate the tax consequences to the livestock feeding industry, | will demonstrate some hypothetical Situations. For
smplification, 1 will assume zero basis between futures and cash and will dso demondtrate the difference between IRS
trestment of paying taxes on capita gain or lossrates under Arkansas Best scenarios at 28 percent, and the Corn Products
ordinary income rate of 31 percent for an individud.

Assume a feeder purchases 1,000 heifers with a breskeven of $69 per cwt. A put with a $68 strike price costs $2
including all commissions. A $74 cal could be sold for $1.50 net including al commissions.

Wewill look at two widdly used industry hedging strategies and three different selling prices and the resulting differences

in net profit or loss per head as well as taxes payable and the resulting increase or decrease in cash flow to the cattle
feeder.

Sdling Price: $67 per cwt. on 1,000 pound heifer

1 Feeder buys a$68 put only, sdlsthe put at $1.25 when marketed.
Tax Consequences
Arkansas Best Ordinary
Cattle Profit (20.00) Tax on Cettle (6.20) (6.20)
Net Costof Put  (7.50) Put 210 233
Net Profit (27.50) Tax (4.10) (3.87)
Net Cash Flow + or -
Arkansas Best (23.40)
Ordinary (23.63)
2. Buysa $68 put and salls $74 call, sdlls put for $1.25 when cattle are marketed, cal expires worthless.
Tax Consequences

Arkansas Best Ordinary
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Cattle Profit (20.00) Tax on Cettle (6.20) (6.20)

Net Costof Put  (7.50) Put 210 233
Net Call 15.00 Cal 4.20 4.65
Net Profit (12.50) Tax (4.10) (3.88)
Net Cash Flow + or -
Arkansas Best (8.40)
Ordinary (8.62)

Sdling Pricer $74 per cwt. on 1,000 pound heifer

3. Feeder buys a$68 put only, put expires worthless.
Tax Consequences
Arkansas Best Ordinary
Caitle Profit 50.00 Tax on Cettle 15.50 15.50
Net Cost of Put  (20.50) Put (3.10) (6.20)
Net Profit (30.00) Tax 12.50 11.30
Net Cash Flow + or -
Arkansas Best 17.50
Ordinary 18.70
4. Buysa$68 put and salls $74 call, put expires worthless and cal bought back for $.25.
Tax Consequences
Arkansas Best Ordinary
Caitle Profit 50.00 Tax on Cettle 15.50 15.50
Net Cost of Put  (20.00) Put (3.00) (6.20)
Net Call 1250 Cal 3.50 3.88
Net Profit 4250 Tax 16.00 13.18
Net Cash Flow + or -
Arkansas Best 26.50
Ordinary 29.32

Sdling Pricer $84 per cwt. on 1,000 pound heifer

5. Feeder buys a$68 put only, put expires worthless.
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Tax Consequences
Arkansas Best Ordinary

Cattle Profit 150.00 Tax on Cettle 46.50 46.50
Net Cost of Put  (20.00) Put (3.00) (6.20)
Net Profit 130.00 Tax 43.50 40.30
Net Cash Flow + or -
Arkansas Best 86.50
Ordinary 89.70
6. Buysa$68 put and sdlls $74 call, put expires worthless and cal bought back for $.1025.
Tax Consequences
Arkansas Best Ordinary
Cattle Profit 150.00 Tax on Cattle 46.50 46.50
Net Cost of Put  (20.00) Put (3.00) (6.20)
Net Call 8750 Call (27.13)
Net Profit 4250 Tax 16.00 13.18
Net Cash Flow + or -
Arkansas Best (1.00)
Ordinary 29.33

There are anumber of points to be made from the results of the above scenarios.

1 Income Tax Liability. Under Arkansas Best the obligation would be increased dragticaly in the even
of an extreme upward movement of catle prices. Example 6 demondrates it would be possible to
completely offset $29,330 net profits after taxes caculated under ordinary gain and leave the taxpayer
witha$1,000 loss. Furthermore, the taxpayer would till have to recognize $104,500 in capital |osses,
that could only be charged againgt other capital gains or used at the rate of $3,000 per year for IRS
taxes. Also note that cash flow cdculated under ordinary rates is increased 10.6 percent after taxesin
example 4.

2. Risk Reward Ratio. In adrategy where afeeder buys aput and sellsacal, the feeder iswilling to risk
a $12.50 loss for a chance to make a $42.50 profit as shown in example 2 and 4. Thisis generdly
considered a good risk reward, but under Arkansas Best, as the cash price increased above $75, the
income tax liability would increase until there would be no reward to therisk at $84.

Example 2 and 4 illudrates that a complex option strategy (buy a put, sdll a cal) maximize profits and decrease losses
compared to a Smple strategy of only buying puts asin example 1 and 3. Risk managers are willing to forgo extremey
large prafits in exchange for a window of opportunity that the complex option strategy affords. However, IRS seemsto
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disdlow the complex strategy more than the Smple Strategy.

In conclusion, if a cattle feeder is not alowed to offset futures losses againg cettle income, the feeder in time will have to
take a wider margin of profit. This will happen at the expense of the cow caf producer as feeder cattle prices are
decreased and passed back down the production chain.  Also, cash cattle to futures basis will become more volatile and
price discovery will be diminished with the reduction of the use of the live cattle contract.
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CFTC on IRS Hedging Policy

Joseph Dial
Commissioner
CFTC

Our topic today affects al business sectors which use futures and options to hedge market risk. The Arkansas Best
decison, or rather the IRSsinterpretation of that decision, has led to consderable uncertainty as to the characterization of
income and loss from hedging activity. Until 1988, hedging gains and losses had been afforded ordinary treatment, which
dlowed for the deductibility of hedging losses againg ordinary business income. Since 1988, the IRS has interpreted
Arkansas Best to mean that only anarrow category of legitimate business hedges will receive ordinary tax trestment. This
means that gains and losses on many different kinds of hedges must be trested as capital gains and losses. Such capita
losses are not deductible againgt ordinary business income, which can sgnificantly reduce or even diminate a hedger's
after-tax profit.

As a consequence of this interpretation, American business is experiencing financia loss and a diminished ahility to use
the futures and options markets to manage risk effectively. The uncertainty that this problem has caused puts the hedger
on the horns of a dilemma:-does he attempt to hedge his business activity and risk subsequent adverse tax trestment, or
does he forego the protection of hedging through futures and options, and leave himsdf open to market risk?

In addition to the problems for market users, it gppears that the IRSs interpretation of Arkansas Best may compromise
the futures and options markets themsalves by keeping the most informed participants--those with proprietary information
about their business activity--out of the price discovery process. Dr. Purcdl is currently conducting research on this
question, and he recently participated in an Arkansas Best panel discussion at an April 27, 1992 mesting of the CFTC's
Agricultura Advisory Committee. At that meeting, Dr. Purcell postulated thet the individuas with the most rdliable, up-
to-date information about their operations and production may not be usng the markets because of the possible
unfavorable tax treetment they may receive. In essence these market users are saying, "l can't take the tax risk of using
futures and optionsto hedge my market risk." This "barrier to entry" may result in increased price varigbility and market
inefficiency, which in turn may interfere with the futures markets vita function of providing a mechanism for risk transfer
and price discovery.

The CFTC hastaken an active interest in thisissue. Prior to the Agricultural Advisory Committee's pand discussion, the
CFTC's Financia Products Advisory Committee, chaired by Commissoner Sheila Bair, addressed Arkansas Best &t its
March 12, 1992 mesting. Phoebe Mix, who is on the panel today, did an excdlent job of moderating the presentations of
that pand. As a result of the exchange of idess a these Advisory Committee meetings, the membership of both
Committees expressed their strong concern in recent letters to the Chairman of the CFTC, the Honorable Wendy Gramm.

In her letter, Commissioner Bair stated:
". .. FPAC was deeply concerned that continued uncertainty in the tax treatment of these
transactions has the potential to disrupt the efficient operation of the markets which the
Commission oversees."

In my letter, | noted asimilar concern, and dso Seted:
The result of a continuation of the status quo will be to continue to impair the ability of
American agriculture to implement effective risk management techniques and participate in

the price discovery process. A vibrant United States economy requires that American
agribusiness be able to make appropriate decisions to manage market risk.

CFTC'sinterest inthisissueistwo-fold. Firg, it appearsthat the IRSsinterpretation of Arkansas Best may interfere with
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the efficient functioning of the futures and options markets. Second, market participants may be adversdly affected by this
interpretation. The Commission has taken severa steps toward addressing these problems. Inits April 27, 1992 Report
to the President on the 90-day Regulatory Review process initiated by President Bush in his January 1992 State of the
Union address, the CFTC noted problems and inequities raised by Arkansas Bedt issues. In addition, on the same date
the Commission wrote a letter to Secretary of the Treasury Brady on thistopic. In that letter which refers to the CFTC's
report to the President, the Commission stated:

The uncertainty surrounding the tax treatment of hedging transactions has several negative
consequences. First, serious tax inequities are possible if hedging transactions are treated as
property subject to capital gains and losses. Second, severe tax penalties can be levied against
otherwise innocent commercial interests who have been following the commonly accepted tax
procedures for these hedges. Third, treatment of futures and options as property for tax
purposes can reduce the effectiveness of business hedges. As a result, businesses may
rationally choose to remain exposed to price risk rather than hedge in the uncertain
environment that now exists.

Our letter to Secretary Brady indicates this uncertainty has the potentid to disrupt the markets. creste market
inefficiencies, and impose needless cogts to the markets and market participants.

The Congress of the United States has edtablished the CFTC as the federd government authority over hedging
transactions involving futures and options, and as such it isin a unique position to provide technica expertise on how to
define legitimate hedging transactions, as well as information about potential market effects. The CFTC's Satutory
definition of hedging isfound in Section 1.3(z) of the Regulations to the Commodity Exchange Act, which defines abona
fide hedging transaction as one which normdly represents a subdtitute for a transaction in a physica marketing channd,
and where the transaction arises from the potential change in the vaue of assets, liabilities, or services,and is economicaly
gppropriate to the reduction of risk (17 C.F.R. 8. 1.3(2)(1) (1992). The regulations enumerate specific examples of bona
fide hedging, and provide for exemption from speculaive postion limits for other non-enumerated transactions (17
C.F.R.881.3(2)(2), 1.3(2)(3), 1.47 (1992).

In 1987, the Commission published two statements in the Federal Regigter releting to the definition of hedging. Thefirgt
release clarified that the "temporary subgtitute” criterion is not a necessary element of bona fide hedging 52 Fed. Reg.
43,633 (1987). The second statement was an interpretation of Commisson Regulation 1.61 regarding speculative
position limits, and was intended to assst exchanges in amending their speculative postion limit rules to include risk
management exemptions in addition to exemptions for hedging and arbitrage or spreading 52 Fed. Reg. 34,633 (1987).

These interpretations exemplify how the Commission has clarified the availability of other exemptions in light of new
drategies and concepts in the futures markets. The Commission's functiona definition is grounded in sound economic
principles of risk trandfer, and permits market users to manage risk effectively in an every-changing marketplace through
the use of futures and options.

It goes without saying thet the CFTC is concerned about thisissue for dl areas of American business. Some examples of
common agribusiness hedges are;

1 Long Anticipatory Hedge. Assume a corn processor establishes a long corn futures position of
200 contracts at a price of $2.75 per bushel to protect against the risk of future price increases
on 1 million bushels of corn that will be needed to anticipated processing requirements. The
current cash price for corn delivered to the processor's location also is $2.75 per bushel. The
processor later purchases the needed corn supplies at $2.95 per bushel, and then offsets the
long futures hedge position on the board by selling the 200 contracts at $2.95 per bushel. The
processor gains $.20 per bushel on his hedge transaction thereby offsetting the $.20 per bushel
price increase in the cash price of corn over the intervening three-month period.
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This hedge, which is not considered to be problematic under Arkansas Bed, is within the definition of an enumerated
hedging transaction in Regulation 1.3(2)(2)(ii)(C), which includes:

Purchases of any commodity for future deliver on a contract market which do not exceed in
qguantity [ ...] Twelve months' unfilled anticipated requirements of the same cash commaodity
for processing, manufacturing, or feeding by the same person [...]. 17 C.F.R. § 1.3 (2) (2) (ii)
(C) (1992).

The regulation aso requires that the position be reduced in the lagt five trading days so as not to exceed the person's
unfilled anticipated requirements for that month and for the next succeeding month. Unlike the long anticipatory hedge
we have just seen, each of the following examples is arguably problematic under the IRSs current interpretation of
Arkansas Bed.

2. Short _Inventory Hedge. Assume a commercial grain company establishes a short futures
position on 100 contracts to hedge the purchase of 500,000 bushels of wheat. This strategy
achieved price protection, however the company had $.02 per bushel worth of expenses for
which is assumed the risk. The cash purchase and the short position on the board are both
completed at $3.60 per bushel. At a later date, the company sells the wheat at $3.80 per bushel
and offsets its short futures position at a price of $3.75 per bushel. The company gains $.20 per
bushel on its cash position and loses $.15 per bushel on its futures position and, as a result,
receives a net profit of $.03 per bushel.

This hedge is within the CFTC's definition of an enumerated hedging transaction in Regulation 1.3(2)(2)(i)(A), which
includes:

Sales of any commodity for future delivery on a contract market which do not exceed in
guantity [ . . . ] ownership or fixed-price purchase of the same cash commodity by the same
person. 17 C.F.R. 8 1.3 (2) (2) (i) (A) (1992).

This section is aso applicable to two more of the hypotheticasthat | will cover.

3. Short Processor Hedge. Assume a flour miller goes short the board 200 wheat contracts at the
same time it purchases for inventory 1 million bushels of wheat. These transactions are
initiated in order to reduce the risk of loss if the price of wheat, and therefore flour, goes down.
The cash purchase and the short position on the board are both completed at $3.75 per
bushel. Add $.10 per bushel to the purchase price to cover the cost of milling. In due time the
flour is sold for an average wheat equivalent price of $4.00 per bushel. The miller has offset
the short futures position at an average price of $3.89 per bushel. As a result of these
transactions, the miller has secured a gain in the wheat-equivalent price for the flour and
byproducts of $.15 per bushel, an offsetting loss on the futures transactions of $.14 per bushel,
and overall net profit of $.01 per bushel.

This hedge is within the definition of an enumerated hedging transaction in Regulation 1.3(2)(2)(i)(A), which includes:

Sales of any commodity for future delivery on a contract market which do not exceed in
guantity [ . . . ] ownership or fixed-price purchase of the same cash commodity by the same
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person. 17 C.F.R. § 1.3(2)(2)(i)(A) (1992).

and 1.3(2)(2)(iv), which includes:

Sales and purchases for future delivery described in [the preceding paragraph] may also be
offset other than by the same quantity of the same cash commodity, provided that the
fluctuations in value of the position for future delivery are substantially related to the
fluctuations in value of the actual or anticipated cash position. 17 C.F.R. § 1.3(2)(2)(iv) (1992).

The regulation prohibits holding such a position during the last five trading days.

Options Hedge. Assume a cattle feeder has 1,000 steers in a feedlot with a breakeven price of
$71 per cwt. He wants price protection at $70 per cwt. so he pays a premium of $2 per cwt. for
a put option at a $70 per cwt. strike price. At the same time, he sells a call option at a $76 per
cwit. strike price and collects a premium of $1.50 per cwt. Thus, the net premium cost is $.50
per cwt. By putting a fence with options on this pen of steers the feeder made the decision to
assume the risk of losing $1.00 per cwt. and at the same time limit his potential profit to $5.00
per cwt. The feeder sells his finished cattle at $80 per cwt. and covers his short call option for
$4.50 per cwt. His put option expires worthless. The feeder collects $80 per cwt. from the cash
market transaction thereby realizing a gross profit of $9.00 per cwt. The feeder has a net
option premium cost of $.50 per cwt. and it cost him $4.50 per cwt. to cover his short call
position. The overall net profit for this set of steers is $4.00 per cwt.

Thistransaction fals under the generd definition of a bona fide hedge found in Regulation 1.3(z)(1)--a transaction which
normally represents a subgtitute for a transaction in a physical marketing channel, and which arises from the potentia
change in the value of assets, ligbilities, or services, and which is economicaly appropriate to the reduction of risk. 17
CFR. 81.3(2)(1) (1992).

Multiple Hedges. Assume a cattle feeder has 1,000 steers on feed with a breakeven price of $70
per cwt. When the cash market price reaches $73 per cwt., the feeder is no longer comfortable
with the risk/reward ratio and hedges the steers by taking a short futures position at $73 per
cwt. Subsequently, the cash and futures prices decline to $70 per cwt. and the feeder removes
his hedge by offsetting the short futures position. (The feeder is still comfortable with the risk
at $70 per cwt.) The cash and futures prices again move up to $73 per cwt. and the feeder re-
establishes his short futures hedge position. The cash and futures prices then increase to $80
per cwt. and he sells the finished cattle and offsets his short futures position. The feeder makes
a profit of $10 per cwt. on the cash market transaction, a $3.00 per cwt. profit on the first
hedge, and incurs a loss of $7.00 per cwt. on the second hedge. Net profit on this pen of steers
is $6.00 per cwt.

This hedge is within the definition of an enumerated hedging transaction in regulation 1.3(2)(2)(i)(A), which includes:
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The important point to note about this hedge transaction is that, while the total number of positions taken seriatim may
exceed the number of cattle owned, a any one point in time the number of postions is appropriate to the amount of the
cash commodiity.

As you can see from the foregoing examples, the CFTC's functional definition of hedging applies to al of the above
Stuaions where businessmen and women have made retiona, economicaly efficient decisons to hedge their business
activity. The more stringent definition, which is gpparently being applied by the IRS, is creeting difficult redtrictionsin
this process. While I'm not attempting to formulate the IRSs tax policy, I've taken the time to go through these examples
because | think it is useful to think about the conceptua underpinnings of hedging, and pursue a commonsensical
rationae for the tax trestment of hedging based on the economic and legd redities of the transactions.  Perhaps this
exercise would be helpful in formulating an gppropriate resolution to this problem.

Chairman Gramm has encouraged the Treasury to take expeditious action to end the uncertainties caused by Arkansas
Bedt, and has indicated the CFTC's willingness to assist in efforts on the part of the Treasury Department to resolve the
issue.

The Commission recognizes hedging as an important adjunct to economically efficient business conduct. Impedimentsto
such conduct are deleterious to capita formation and growth, which in turn negetively affects the United States economy.
To fal to address the Arkansas Best problem is to ignore President Bush's efforts to cut back excessive and misguided
government actions that impose a large burden on the economy, and levy a hidden tax on American households in the
form of higher prices for goods and services.
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Financial Sector on IRS Hedging Policy

Phoebe Mix

| find the whole area of Arkansas Best and hedging one of a series of ironies which, if you have a good sense of humor
and you're not persondly involved, is extremely entertaining. As you become more and more involved, however, the more
it looks like a bad dream and possibly a tragedy. When it first came out, it seemed like the people who seemed most
interested in talking about this issue gpart from tax lawyers, except those of us who have client interests, were peoplein
the futures markets. We have to thank Wayne Purcell and the Commaodities Futures Trading Commission for having
taken up the cause, and | thank you dl for listening today.

As Wayne said, the Arkansas Best case redly does impact much more serioudy on the financia markets than the
agricultura community. | think most of you are maintaining what are consdered to be "tax inventories" | say tax
inventories because you and | might consder inventory different from the IRS. Banks, for example, do not maintain
inventories. Banks do have large portfolios and mortgages, but they don't have inventories. They don't have protections
in a cash market and they may find, after Arkansas Bed, that their hedging losses are not going to be alowed by IRS.
Another mgjor sector of the economy which isimpacted isairlines. Their rides are not inventories as we understand them.
When an airline goes out to hedge its fud exposure, it is an ordinary expense. But it is hot an inventory expense, and
because of that, dl those hedges are at risk after the Arkansas Best with its apparent narrowing of focusto inventories.

Thereisalot of money involved in thisissue. Thefirg litigated case to go forward involves FannieMae. Those of you
who know FannieMag's portfolio, mortgages a issue in that case were $2 million dollarsin disallowed losses with repect
to hedges put on in 1984 and 1985. Jud to give you a sense of a time lag with these issues, the tax years a issue in
FannieMae were 1978-80. Thereisquiteatimelagin litigating thisissue. A second caseinvolves interest rate hedging.
As | pointed out to you, there is no guidance coming out of Washington on the subject of the IRSs interpretetion of
Arkansas Best or what the IRS thinks the popular definition of hedging is after Arkansas Best. That is not coincidenta.
It was asource of discussion at IRSwhen | was there and left in 1990.

The IRS has gpparently contemplated an attempt to resolve the issue adminidiratively, but it couldnt. They looked &t the
issue and the mgor factor in any legidative fix would be the pay-as-you-go required in the tax legidation. Pay-as-you-go
means you can't present something that is going to cost money unless you find some one thet is going to pay for it. The
next thing that means is you have to decide what the cogt of a piece of legidation is. If you conclude that current law is
what the IRS is promating in the FannieMae case, then when other cases go forward, if you're talking $200 million
dollars for one tax payer for two years, you have a substantial amount of money involved. Then you are going to have to
make it up somewhere, and there is question as to where you would find that much money to support the legidétive fix.
The dternative, of course, one could conclude, isthat the current law is not much different from what the past law is. Itis
possibly even more expansive than the past law was. In this case, there is very little revenue cost involved but dso very
little need for legidation.

Another interesting thing about thisissue to meiswhat | call the "conspiracy of slence” When | was at the IRS and we
were waiting for people to cal to complain, I can count on one hand the people | talked to. | cannot quite count on one
hand how many people | talked to about thisissue on the outside. There are not alot of people out there Stting on top of
it. 1t only makes sense. But anybody involved in interest rate hedging in the mid-80s was taking a bath on those hedges
because of the expectations thet the rates were going to rise. They were hedging againg that expectation. Ratesin fact
fell so there were peaple who lost money on their hedges that wouldn't have otherwise. People have been disnclined to
come forward to spesk about it, disinclined because if they are like FannieMae, they're about to go to tax court and it
would be ingppropriate to go forward and talk about it. If you did not aready have the IRS agent a your door, you were
disinclined because you're afraid you just might prompt the agency to do something. 'Y ou might point out to the agent thet
might not otherwise redize that you were involved in hedging transactions, that you cared--and the agent would probably
want money. People have said we never know about government agents, o they might just overlook it. So maybe | won't
tell them | am here.

The net result has been very little activity, so the uniform comment coming out of the IRS, the Department of Treasury,



and the Congressiond g&ff is that nobody istalking about it. | just want to mention to dl of you today to talk about it.
Raise the profile, tell your congressman it is important, tell your senator it is important, that it is not the comments of a
few tax lawyersin Washington, that it redly isabig economic issue. It isnot just abig banking issue. The banks have a
lot of money in it but it is going to affect dl of us. My guessis that in the particular problems facing the livestock
indugtry, the moves on heding will be curtailed to any legidation that fixes the old hedging definition and they probably
will move with some caution there. Whenever you get Congressin micro managing, you may end up with the sameab ¢
d e & f, maybe giving the impression that it is one way or maybeit isnt. They just haven't thought about it. My guessis
that they will come up with an gpplication requirement. That is the one thing creditors are redly hung up on. They want
an up-front identification as to whether it is going to be treeted as ahedge. They fed that the taxpayers cannot decide after
the fact based on whether or not they made aloss or made money out of a transaction, whether or not it was a hedge. It
certainly can be useful to red people with red transactions. Any hedging definition is going to have to acknowledge both
basic production and the wide cost of "yidd enhancement” aspects to ahedge. That is to say, you buy a put to protect
againg drops in prices, and in some cases, fund the cogt of that put by sdlling acdl. The premium gained on the call
offsatsthe cogt of the put. 'Y ou want to make sure that both of those are included so theat any legidation actudly addresses
the hedges the people are using and not the smple minded hedges that the IRS had in mind when they tak about the
issue. | think we are along way from any sort of definition today. The IRS tends to move very cautioudy with respect to
transactionsthat it doesn't understand. 1t doesn't understand futures and options.

An andogous area is what they found with respect to foreign currency. They have a great ded of latitude in commerce
over how to dedl with foreign currency and introduced the notion of integrated trestment providing integrated timing and
character with respect to making transactions. So if you, for example, enter into a borrowing in yen, hedge the yen
exposure so that your net cost for funds arefixed in U.S. dollars, you just treet it as fixed U.S. dollar borrowing. That sort
of model doesn't seem very attractive to many people. Inyour example in the cattle business, there would be an integrated
cog of any hedge with the net proceeds or whatever you receive when you sdl catle. The IRS has essentidly adopted a
uniform trestment, but they started with perfect opposites. The hedge has to come off the same day the cash product is
s0ld, and it has to be matched dollar for dollar. You couldnt "legin” or "leg out" of ahedge.

Il tell you a little bit about the FannieMae litigation because | think it tells you what the dangers are of the current
environment. Higtoricdly, for example, the IRS wanted one-for-one matches on hedges. They had to be dollar-for-dollar.
The government's position with respect to FannieMag's hedges, which had been on a selective basis with not hedges and
higher look of mortgages and hedges sdected from the numbers. Sometimes the exposure was hedged, sometimes it was
not. Was it gpeculation because FannieMae was not hedging its entire portfolio? It must be speculating, the IRS
maintained, and therefore is not ahedge. 1t ishard to put that next to the historic view of hedges, but you need understand
they have gone to court and said that. Some have said that this shows alack of supervison in the IRS. | think that is
correct. | take that as a given in the playing field in which you are working. The absence of any guidance from the
nationd office means the government agents are free to reed the Arkansas Best decison however they want to reed it.
Thereis no one in Washington telling them they can't reed it that way. | have heard people suggest the only hedges that
are vaid hedges after Arkansas Best are those in which the taxpayer is holding or accumulating inventories. In light of
the higtory of interest rate hedging that | have pointed out for you, that position seems absurd. But there isn't anybody in
the agency that thinksit isabsurd. A smal group of us were talking about this recently. There has been some activity in
Washington, some lobbying of Treasury and lobbying the IRS to change the situation adminigratively and aso trying to
work with Congress to see what can be worked out legidatively after the Arkansas Best ruling crested so much confusion
and uncertainty. The Chamber of Commerce istaking the lead. They are looking for other supporters with members of
the Senate Finance Committee. Any of you in a district who has a senator on the Finance Committee might want to
consder encouraging them to join this effort and sign off on the Chamber's initiative to get something changed. | think
that | will leave therest of it for the question and answer period.
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Agricultural Sector on IRS Hedging Policy

Mike Clark

Youre different from the groups | normaly end up spesking too, which | have to confess are usudly groups of tax
lawyers. | haven't had too much experience with some of the materia on the program this morning. | was listening about
the cattle markets, and | did find it interesting. | hope you will find the materid | will share with you about some of the
turmoil in the tax arena with respect to hedging aso interesting, dthough perhaps out of your ordinary day-to-day
thoughts. In some respects | am happy to be here, but in some respects | dso regret that | have to be here. The fact that
we are having an afternoon sesson on the tax consequences of hedging redly is in some respects a failure of our tax
palicy to treet transactions in an economicaly neutral way. We redly should do it that way. After the 1986 tax reform,
the idea was that the taxpayers would go about their business without having specia tax preferences for certain types of
income or dramétic rate differentias between ordinary and capitd income. In fact, in the hedging area that isnt working
out as anticipated. It is evidence, perhaps, of afailure of our tax policy, and hopefully we can, perhaps with education and
some lobbying activity by people who are most affected by this palicy, get some movement in that in the next couple of
years. If not, hopefully well get some movementsin some of the cases that are moving towards litigation.

| am going to try to give you some background about whet redlly is the catching problem. Some people refer this to the
Arkansas Best problem, but it really wasn't crested by Arkansas Bedt. It has been around for avery long time. There are
two tax agpects of the problem that need to be addressed. There are two problems that arise when you put on ahedge. |
am going to give you an example that illugtrates those problems. One is the character of the gain or loss on a hedging
postion. In our tax system we have dways, at least since the early days of federd income taxes, made a digtinction
between the taxation of ordinary income and capitd gain income. We dtill have that digtinction in the tax law even though
the tax rates for a corporation arent much different now on a capital gain. Individuals pay 28% on a capital gain and
31% on ordinary income, which obvioudy shouldn't make a greet ded of difference. But we do have a problem with the
trestment of capital losses, in that capitd losses may not be used to offset dl ordinary income. So there are drict
limitations on the use of capita losses. | want to illustrate that problem as| go through my comments.

The other problem isthetiming. When isyour gain or loss recognized? As some of you may remember, in 1981 we had
avery substantid revison to the way that futures transactions are taxed. No longer do we have normd redlization. When
you close out a transaction, that is when it is redized. We have a mark-to-market system, and there is a hedging
exception to the mark-to-market system. But part of it's gpplicability depends on the character of the gain or loss. So we
need to look a how those rules apply to common situations, and | will explain what Arkansas Best has done to cregte
some uncertainty. Now, suppose we have a Situation where we have someone who operates a cattle feed lot and he needs
to acquire cattle in February and is concerned that the price of the feeder cattle is going to go up subgtantialy before he
actudly makes the purchase. One thing a feeder might do is acquire a long future position in feeder cattle futures to
anticipate the purchase of those cattle as a source of supply for his feeding operations. Contrary to expectetions, as often
seems to be the case in these Situations, the market prediction was wrong and our cattle producer ends up buying physica
capitd (the feeder cattle) for $100,000 less than anticipated. At the same time, he has to close out that futures position
and incurs, roughly, $100,000 loss on the futures positions. He goes on happily through the end of the year and doesn't
have any more hedging transactions or anything ese out of the ordinary. At the end of the profit cycle when the cattle are
ready to go to the market, because he has a $100,000 lower than expected acquisition cost for his feeder catle, he ends up
making $100,000 he wouldn't have otherwise made. At the end of the year when he goesto fill out histax return, he says
| had $100,000 extra profit on my cash inventory and | have $100,000 futuresloss, but thet is really a net economic wash
0 why should that give me any great problem? Waell, under the tax law it does. If that transaction is not tregted as a
hedging transaction, it can give you a very big problem. If the transaction is not viewed as a hedge, then the $100,000
ordinary income that is realized when the cattle are is sold in the cash market is fully taxable with no "offset” from the loss
on the futures.

Let's go back and look at higtory for a moment. After 1929, when people had a lot of stock sitting around which had
substantiadly decressed in value, Congress was concerned that if people were able to eiminate their incomes by
recognizing capitd losses, that there wouldn't be very much left of the tax base, at least after the cataclysmic events of
1929. So Congress limited capita losses, and the rules for the level of that limit have changed from time to time over the
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years. Currently, for corporations, the only way they can deduct a capitd lossisif they have capitd gainsto offset. There
are liberd rules which dlow them to carry capital losses back three years and forward five. For an individud, the carry
forward ruleis, you carry forward only, but it is only for alimited period of time. Individuas aso get abreak in that they
can deduct $3,000 a year. But, let's say our feedlot operator is doing business in corporate form. He has an extra
$100,000 on his inventory that he has to pay tax on and he has no other capitd transaction. He has a $100,000 loss
whichisunusable. So if you assume our corporate tax rate is 34%, he basically pays an extra $34,000 to the government
on transactions which was anet zero in terms of profits.

There is dso another tiny problem. Suppose, in our example, that we have a Stuation where our cattle feeder is an
individual and he is going out into the futures market in December of 1992. He puts on his long futures position in
anticipation of his February purchase of the actuad physicd inventory. The market in this case behaves as the cattle feeder
expected and goes up. At the end of the year under the internd revenue code when you hold a position in regulated futures
contracts, you are supposed to "mark that position to market." So, if our cattle feeder did not bother to identify it as a
hedge, then potentidly you have timing dissmilarity in that a gain has been recognized. Asaresult of the futures contract
price, the gains would be taxable on his 1992 return. Heis not actualy going to buy physica capital until the next yesr,
and heis not going to redlize any offsetting loss or cost when he actudly buys the physical capital until his 1993 return.
So if thistransaction isn't ahedge, you can have atiming dissmilarity and the potential consequences are that you have to
pay tax on gain that you ultimately won't have. Now, | don't mean to imply by the use of these examples that there are not
necessarily some pretty good arguments that these transactions | described are hedging transactions. | think, in fact, there
is a pretty good argument that they are, and we have pretty solid cases where we are tresting our feeder cattle purchase as
an gppropriate hedging transaction. But | did want to tailor the examples to some extent to illustrate problems for the
markets that are center to you folks. Believe me, there are some other examplesin which the result isn't quite so clear. |
hope thisillustrates the difference in tax trestment that can result if you don't qualify as ahedge.

Why is hedging a big concern now? People have been hedging for a very long time and the internd revenue code has
been around for avery long time. One would think this problem ought to have been satisfactorily dedt with before now.
Up until 1988, | think most people thought that the law wasn't atogether satisfactory, but a leest it was somewhat
understandable, if not perfect.

| think there are two reasons why we have a problem right now. The firgt reason is Smply one that pervades the tax law
in that the tax adminigtrators and the law redly lag, to some extent, developments in the marketplace. We have products
now in the futures markets that Smply were not available 25 to 30 years ago. We have currency futures, we have
financia futures, and we have options on futures. It is particularly those financia futures and options on futures which,
when revenue agents encounter those situations, they are not dways familiar with those transactions. When they look to
edtablish precedence in the tax law, they aren't going to find any. If you think about how long it takes to get atax case
from audit into litigation and get the judge to write an opinion, and that can be appedled, you're looking & maybe 10 years
from the time the taxpayer filed the return. So, for products that were developed and first came into use in the early '80s,
were just beginning now to see those things come to light in terms of litigation activity. Thus, when agents look for
precedence, they are not going to find anything. That is one problem.

The other problem has been redlly created with the decision in Arkansas Best, which came down in 1988. That problem
arose from the fact that the interna revenue code is the source of our tax laws. It doen't redly tell you any place what a
hedging transaction isthat avoids capita treatment. There are some definitions that have been added from time to timein
connection with some of the rules on the straddle provisons. But, redly, we have never had a tax code definition of
hedging. That wasn't redlly a problem because back in the 1930s the IRS issued a pronouncement that said hedging, by
and large, would be considered to produce ordinary gain or loss, and the reason they said that was that they said hedging
is aform of price insurance. The example that they used in their pronouncement was somebody who is in the cotton
business who was involved in the futures market. To the extent that losses were redlized on the futures transactions to
protect againgt gains or loss in the ordinary business of that cotton producer, that should be treeted as ordinary or as a
legitimate form of business insurance, essentialy as a way of insuring againgt catastrophic losses in that individud's
business. There are certainly a few twists and turns in the law over the years from that time. There are digputes about
how perfect your hedge has to be and how much trading could go on within the scope of whét is legitimate hedging. For
example, there were digputes where individuals would put on a hedge and then they would, for various reasons, mogily
related to their view of the market, trade that futures postion periodicaly and readjust their hedge position as prices
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change.

There are ds0 dtuations where taxpayers would sdll the physica commaodity and try to replace that commodity with
holdings in the futures market. The question: |s that hedging? The IRS said no. So there were certainly squabbles
around the edges as to what was an appropriate hedging transaction. The basic principle remained clear, however, that
hedging gains or losses, if you gppropriately define them as hedges, did produce ordinary gain or loss. The red reason for
any difficulty is what the cases were trying to digtinguish, why it was important, why the individua got in and out of the
market, how closdy rated the quantity of the positions were to the actua physical commodities held, and dl of thet is
important. Thisis because we had, and il have, a system where people who are professiona speculators, who trade on
the floors of the exchanges, who receive capita trestment on their income from trading activities. The question was, how
do we digtinguish those professionad speculators from the people who are regular market participants? Who is going to
oet ordinary fees? So the questionis: Are you redly hedging? Are you redly protecting a physica position? Are you
closely matched to that position, or are you indeed in speculaion?

The relative quiet in the area with respect to hedging changed in 1988 with the Arkansas Best case. Now Arkansas Best
doesn't have anything to do with hedging, and it doesn't have anything to do with the futures market. Nonetheless, what
the Supreme Court said in the process of deciding that case has caused agreet ded of turmoil in the practice with repect
to trying to figure out what the trestment of hedging is. | can illudrate Arkansas Best mogt effectively by giving
examples. Suppose corporation A is a bank holding company, and the business of a corporate holding company is
owning other corporations. One of the corporations that holding company A owns is corporation B, a nationa bank.
Nationa bank B keeps losing money. (We have to remember that banks losing money is not a recent phenomenon; it
aso occurred back inthe 1970s) Bank B kept losing money and the Arkansas Best Company kept putting money in the
bank because they were afraid thet, as a bank holding company, it would be embarrassing if one of their banksfaled. So,
they kept putting money into the bank. Ultimately, in 1975 they finally washed their hands of it, gave up, sold the stock in
the bank, and had aloss of 10 million dollars.

Wi, Arkansas Best management had read some of the hedging cases, and one of those hedging cases was a case cdled
Corn Products. | might let other speakers illustrate some of the facts of that case. Basicdly, it was a Situation where a
corn processor needed physica corn to make into various refined products and the taxpayer incurred a gain on long
positions in corn futures contracts that were bought to guarantee a supply of corn. The taxpayer tried to get capitd gains
treatment on those gains. The Supreme Court said, no, that's related to your ordinary business activities. We don't think
that Congress intended that income from ordinary business activities be accorded favorable capital gain trestment. So, in
Corn Products the taxpayer log, and theresfter it was pretty much settled law that if you have income that was closdy
related to your ordinary business activity, it ought to receive ordinary trestment and not capita trestment. Arkansas Best
management said that the reason we put this money into our bank wasthet if the bank went down too, we were afraid that
no one would ded with any of the banks that are owned by our holding company. Therefore, we think that relates to our
ordinary business of operating subsidiary corporations and we should get ordinary trestment. The Supreme Court said no.
They said the loss is capital and, therefore, subject to the limitations on capital 1osses and, in the case of Arkansas Bed,
not deductible.

The reason they said that is partly the reason that | pointed out earlier. We don't have in the tax law perfect definitions of
the boundaries of capitd asst treetment. The way the interna revenue code works is that they say that everything is
capital except for severa narrow categories that are excluded. Y ou won't find hedging defined in any of those narrow
categories. Nonethdess, the IRS and the courts previoudy said that ought to be there somewhere. The two mogt likely
categories thet are gpplicable are stock trades or inventory or property held for sde for customers under normal course of
business. The Supreme Court looked at the stock in this failed bank and said, that doesn't ook like any of those things
that are in that ligt in the internd revenue code that are excluded from capital treatment. We think that previous cases
meant to say, and in particular the Corn Products case, that the transactions that were an integra part of the taxpayers
inventory purchasing system are entitled to ordinary trestment. 1t doesn't mean that everything the taxpayer does as part of
ordinary business is entitled to ordinary trestment. That is too broad so they say, essentidly, that you have to find a
specific pigeon hole in the code to exclude a transaction from capitd trestment, and none of the pigeon holes fit this
particular stock trangition. The stock is perhaps the classic example of what is normdly productive of capitd gain or loss
S0 the taxpayer was stuck and ended up having capital trestment on itslosses.
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The problem that this redlly focuses on with Arkansas Best are hedges that you can't readily find one of the pigeon holes
in the code for arguing for ordinary trestment. Arkansas Best may not be the end of the world for hedging with respect to
agriculturd products because, if you have agricultural products, the Supreme Court said activities that are closdy related
to your inventory purchase sysem ought to be receiving ordinary trestment. That actudly may be a dightly broader
gatement of the law than some of the old hedging cases that spend dl sorts of time trying to find out if you were perfectly
hedged or not. That statement may, in fact, be helpful in litigating hedging cases that are closdy related to inventory in
aress such asthe agricultura markets. It isalittle more problematic when you get to aress like hedging interest rate risk.
You have to search pretty hard to find a specific provison in the code to get out from under that problem. And, in
addition, the emphasisis on "inventory purchases' and that may not fit the short hedge situation where you sdl live cattle
futuresto protect againgt price declines on catle dready on feed and in "inventory.”

| am out of time, but | want to say that these are red problems. We have a couple of on-going audits that we are
monitoring, one of which we are going to be taking to litigation within the next month or so. To the extent that if you
have heard about taxpayers that have been audited and hedging losses have been disdlowed, we certainly should be
hearing from you. IRS agents are going out, and there is not any guidance coming from the nationa office at the IRS, a
least at the present time. People are getting transactions disalowed which perhaps should not be disdlowed. Thereis
a0 certainly adanger in the case now pending with respect to interest rate hedging. | would be happy to go into some of
thelitigation in the questions and answers.
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Discussion, Questions and Answers

QUESTION - for Joseph Did - Y ou gave five recognized hedges. It wasn't clear to me who they are recognized by.

ANSWER - Joseph Did - Actudly, what | gave were five hypothetical possible hedges. Then | tied the definition in the
commodity exchange regulations. Y ou should treat those particular hedges in terms of our interpretations of legitimate
hedges.

COMMENT - Wayne Purcell - It is an interesting point that he raises, that hedging as seen by IRS may be inconsstent
with the CFTC criteriaof ahedge.

COMMENT - Joseph Did - It is set up for exact language of definition. The hypotheticals | used are used in a sense of
saying this is a hypothetical Stuation. In my opinion the definition of hedging applies to this, making it a legitimate
hedge from that perspective. | am not saying that iswhat IRSis doing.

COMMENT - Wayne Purcell - Note that the CFTC has worked at defining what a hedge is and is not. We've heard on
severd occasonsthereis no definition of ahedgein the IRS code or in their operating procedures.

QUESTION - for Phoebe Mix - You talked about the FannieMae case that dates back to the 1970s. Does the IRS have
some kind of gtatute of limitations beyond which, if you claim it before that time, they are not going to come after you?

ANSWER - Phoebe Mix - No. The reason that the cases are S0 old is becauise, as most of you know, thereis athree-year
datute of limitations on tax cases and six years in the case of product, but appea and services are so far behind in the
audit cycle that repeatedly they will come to you and say would you please extend the statute. If you don't, we will hand
you anotice of deficiency essentidly disallowing everything, and given that dternative, everybody says, sure, I'll Sgniit.
Thisis how FannieMae came to have the year 78-80 coming to litigetion in 1992.

COMMENT - Mike Clark - | do alot of tax litigation, and | just finished a pretty large corporate case last year which
involved taxable years 1972-76. It takes along while for these things to get through the process.

COMMENT - Wayne Purcell - So you are not safe here, | think iswhat Phoebe and Mike are saying. Whatever you have
inmind, they can Hill come get it!

COMMENT - Phoebe Mix - If they finish and you've completed the entire process, in some parts of the country, you've
sdtled out with the IRS or they've issued enough chalenges, then you don't have a problem because the year is closed.
But any open year, you will have a problem and it goes back asfar aswe have open years.

QUESTION - Wayne Purcdl - for Jack Frick - My survey with Texas and Kansas cattle feeders indicetes that, for
substantial numbers of them, concern about how they would be tregted by the IRS does, in fact, keep them out of the
futures market. | ran into some skepticism from some people because there is a perception that the cattle feeders trade the
way that they want to regardless of how they have been treated. What is your sense of that? Isit right that some cattle
feeders who, a least might otherwise be effective participants in the market, stay away from it because of this tax-reated
concern? What do you think?

ANSWER - Jack Frick - Yes, | think that isright. | know of two casesin Kansas. | know one firm, in fact, has stopped
using futures atogether because, with their challenge from the IRS, and they were using option strategies before smilar to
what | had up there, they don't have faith in the deductibility anymore.

QUESTION - There have been two potential solutions to this dilemma discussed. One is going to Congress and
generating legidation to ded with it. The other is going to Treasury and try to get some changes in adminigration. |
would maybe gtart with Phoebe and whoever ese might wish to come in on this to give us better views on the potentia
for either of these drategies.

70



ANSWER - Phoebe Mix - | think it is interesting that the Chamber of Commerce, the letter or initiative thet they are
circulaing, would go to the Senate Finance Committee and Treasury to say, "What do you think is the best way of
resolving thisissue in conjunction between the legidative and adminigrative front?' 1 guess my persond view isthat if it
is going to be resolved in the near future, it will come from the adminidtrative branch, the Treasury, because they have
been pressured to do so by Congress and by the White House. They won't do it on their own, but the IRS has felt for
quite some time that the Treasury has been concerned that if they pose an identification (of a hedge vs. non-hedge)
requirement, they would get some support in Congress for doing such athing. With some interest expressed by Congress,
the Treasury may fix it, and it would probably make them fed a lot more comfortable by providing some sort of
administrative fix.

QUESTION - Wayne Purcell - Would you expand on this identification requirement that we are talking about a little bit
please?

ANSWER - Phoebe Mix - The identification would be that a taxpayer engaging in a futures transaction would have to
mark in some manner on his books and records what the hedging transaction was, identify both legs and identify the time
into the hedging transaction and cdl it a hedge. It is a requirement familiar to those of you familiar with the futures
contracts. Y ou do have to make that identification to qudify for the hedging treatment for the mark-to-market provisions.
Essentidly, it would be that identification requirement imposed across the board.

COMMENT - Mike Clark - Following up on that, | guess | don't redly have a big problem with an identification
requirement. It ssemsto meit isjust following up on something thet is dreedy in the mark-to-market rules. If that isthe
price we pay for Treasury fixing the hedging problems, so beit. | would agree with Phoebe thet | think the most likely
source of relief in the near term is through the adminigtrative process. The IRS redly had worked over the years to
develop some parameters for what were gppropriate hedging transactions. They certainly hadn't reached a perfect solution
and had gone in kind of hits and starts through litigation. At least it was not a scenario with agents totaly without
guidance moving around and disallowing transactions. | think it is incumbent upon the Service to get some guidance out
to peopleinthefield. Asl said, | dont think Arkansas Best isredly catastrophic with respect to peoplein the agricultural
market. The Supreme Court dearly recognized thet if you are hedging something thet is related to your inventory, that
ordinary hedging transactions reated directly to your inventory ought to be given ordinary trestment. | don't see why it
should be dl that difficult for the Treasury to at least mark down some things that everybody should be able to agree on.
At least there ought to be some guidance out there saying that some very basic transactions such as the anticipatory
purchase of supply and commodities needed in your business or anticipatory sde of product of crops you have on the
ground or livestock that you have on the feedlot are hedges. | don't see why we couldn't at least get some of those Smple
things taken care of. | persondly think that the IRS ought to be able to take care of some of the tragedies that Jack was
talking about. That may take alittle more doing, and | hope that we will be making some effortsin that respect in the next
few months, but it seems to me that the way to at leadt initidly get started is for the Service to get some guidance out o
that we aren't running around totaly without knowing what sort of transaction they ought to be looking at. At least get
those things that clearly ought to be okay off the table.

In the long run, liability hedging is going to be, | think, a tough problem. Persondly, | think the IRS could be alittle
adminigrative, but redidicdly while litigating the FannieMae case, | am not sure what incentive there is for them to
abandon ship. So | think the FannieMae case is going to go on for quite awhile. The opening briefs are duein July, and
the next phaseisthen in September. If you dlow timefor the judge to write an opinion and for possibly that opinion to be
reviewed by other judges on the tax court, you're looking & maybe the summer of next year. Whoever losesis going to
gpped, S0 that case is going to be kicking around for a while. The case that we are currently contemplating teking to
claims court we would hope would get to court sometime next year, but you know how quickly ajudge would rule on thet
and dedl with the Stuation. Again, litigation isn't going to produce movement anytime soon. My persona opinions are
pretty clear about the legidative forefront. Maybe | will let Commissioner Did speculate as to what is hgppening in
Congress.

QUESTION - Wayne Purcdl - Now that we are through here, | want everyone to give us an assessment, based on their
exposure and experience, of how likely they think an adminidrative solution within the next year and a hdf redly is.

Jack, why don't you start your prognodtication. You've been in the Washington scene and you are on the advisory
committee to the CFTC. | know you've been heavily involved in these discussons with Treasury, etc. Do you think it is

Section 4: Implications of IRS Policies

71



going to get fixed adminigratively, and what is the likelihood?

ANSWER - Jack Frick - There are hopes that we could do that, but | don't think we should be too optimistic. | don't
redly have a red good fed for what our chances are of getting it fixed adminigretively. The IRS hasn't had a lot of
pressure put on them yet, and | know that processis just now dtarted. So, | guess my hopes are alittle higher now than
they were yesterday. Hopefully, maybe in ayear, we can get some rdief. We thought something might develop late last
year, but recently everything has cometo astop.

ANSWER - Phoebe Mix - | would say that if there was going to be an adminigrative solution, the chances are we would
see it sooner rather than later. The longer this goes on the more difficult it may be for the Service to back off. AsMike
pointed out, it is going to be difficult for them at the moment to back up because they have gone forward with the
FannieMae case. | was one of those who half thought that the IRS would, on the White House steps, repent of thisfally.
One has to redly wonder whether they redly want to win this case. Thisisredly one of those that you don't necessarily
want to win and perhaps they would be better off admitting defeat. | have more confidence that political pressure will
move this issue adminidratively faster than will common sense or rationa economic sense. If you asked me again what
was going to be the adminigtrative solution, | am not sure.

QUESTION - Wayne Purcdl - | am no expert in this area, but the ironic thing to me is, like | sad in my earlier
presentation, that for 25 yearswe in the livestock sector haven't known for sure what ahedgeis. | think that al Arkansas
Best doesisraisethisissueto alot more people. | hear Mike talking about the facts that there are no rules, and | thought:
Why aren't there any rules? It is 1992 and we don't have them. Why are they going to come and issue rules for us now
when they have never issued them before?

ANSWER - Phoebe Mix - There wasn't any need until the Arkansas Best decison in al cases to define what a hedge was
because you had ordinary treatment if you could establish your business purpose. So, your problems were solved if you
could establish a business purpose acquiring property, and so the debate about whether or not something was a hedge was
essentidly moot, a least in my view. Thisis | think, why there was very little litigation or discusson about what a
bonafide hedge was up until 1988. Now, possibly in the agricultural sector the question of whether or not you could
judtify a complex hedging strategy and know what trestment you were going to get might be an issue, but | don't recall
much concern before 1988.

COMMENT - Wayne Purcdl - | tend to disagree a bit with that because you showed that hedging definition and
was an issue before Arkansas Bed.

ANSWER - Phoebe Mix - It was an issue not in terms of whether it was a hedge, but whether or not it was speculative.
We may be sort of gplitting hairs. You could establish a business purpose for acquiring a position. It did not matter
whether it reduced risk and condtituted ahedge. All you had to establish was that it had a business purpose as opposed to
speculation. Now the argument with the Arkansas Best decision is you don't have the business purpose to hide behind so
that if you can't fit into whatever the definition of ahedgeis, then you arein trouble. It has raised some pressure points on
what condtitutes a hedge.

QUESTION - Commissioner, on the hypotheticals that you presented, wasiit clear on any of them prior to Arkansas Best
how IRS would have treated them? | am just thinking back on the ones you presented.  Anything that had to do with
sdective hedging or that sort of thing was up in the air and unknown and uncertain al dong and has dways been. Isthat
not right, Chuck?

ANSWER - Chuck - Yes, and weve had movements both ways depending on who the agent happened to be and that sort
of thing. That istrue. Getting back to your origind question, in my opinion, unless there is considerable pressure from
American businesses on Congress and the executive branch, | don't think anythinig will happen. To get the IRS to teke
geps to be more definitive in where they are coming from and where they are going, | don't persondly, and this is my
persond opinion, not an opinion of CFTC, see anything being moved. People, if they get stuck on the defense, are going
to art squedling; it is not going to look too good.

QUESTION - It is not entirely clear to me what the recommended solutionis. | hear the desire that IRS define a hedge,
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but whose definition of hedge are you recommending? That the CFTC definition of a hedge be adopted as a solution, or
what isthe desired actua solution to the definition?

ANSWER - Commissoner Did - No, CFTC is not recommending that IRS do anything. What CFTC issayingisthat in
the Commodity Exchange Act hedging is defined in the regulations and the Act enumerates specific examples of bonifide
hedging. We're suggesting that IRS, inasmuch as they apparently don't have that type of fix on bonifide hedging, should
perhaps look at the agency that has been mandated by the Congress of the United States to ded with those markets, the
CFTC, in which hedging is a moving force, to look & the definition that is dready there. That definition has been
conddered and reviewed over along period of time and everyone needsto look &t it before they ddiberate on whet IRS is
going to do. Chairperson Graham has made it very clear that CFTC stands reedy to offer whatever technica expertise the
IRS would like to have from CFTC, inasmuch as we are the Congressiondly mandated authority in hedging.

QUESTION - Wayne Purcell - Jack, think about that for just amoment. | think it is an interesting question. What does
the Nationa Cattleman's Association want by ways of a solution?

ANSWER - Jack Frick - We want to get some clarification, of course. | get red antsy when we start talking about
making a hard definition on a hedge because, as new tools come along that we can use, | want to be able to use them. If
we go too far at thistime and define a hedge and are expected to gtick with it hard and fast, we possibly won't be able to
use some of those new possbilities. The industry possibly could get behind Commissioner Did's example where he
hedged and re-hedged and used such a selective hedging strategy so long as your open interest never exceeded the totdl
number of cettle you had on feed. You could lose the hedge severd times. Then, go one step further with this scenario
where a feedyard has an interest in keeping cattle on feed year round. Y€, there are scenarios when there is no way that
you can put a hedge on that is going to eiminate risk or even subgtantialy reduce it because of what the market is
offering. So there is thinking out there that possibly they would like to have a totd volume of open interest, that they
could use as an annua guideline. Even on a 10,000 head feedyard you could have an annua use of 25,000 heed, given
the turnovers, if you want to put them on onetime and try to hedge in atrend. If the market trend is high in March/April,
you then try to hedge in that trend for the rest of the year and hold positions back down to the low point. | redize thisis
pretty different from anything welve had and when the market gets down to the bottom, (this ties in with some of the
things that Wayne Purcell istrying to do) you need to be ableto rideit up as a cash speculator, and I'd like to think of it as
maximizing profits for that indtitution. So, | think that we need to think about it in severd different ways and not
eliminate the possible chance of using a particular strategy as other products become available in the future, as we learn
how to use the ones we have available now.

QUESTION - Wayne Purcell - What do the exchanges, want by way of a solution, and | have afeding that the question
may have been motivated partly by what | am aso sensing. | thought there was more of a concerted effort by the codition
of interests to get something done that had a main point in mind than | am sensng now exigts. Isthat kind of what you
were getting at?

QUESTIONER - Y ou can't get anything unless you have something specific that you want. If you are unsure of what you
want, you aren't going to get anything.

ANSWER - Phoebe Mix - To date, by and large, those who have been lobbying have been asking to retore the satus
quo and they don't want to do anything else.

COMMENT - Wayne Purcell - | am going to be one, with what little impact | have, who advocates not just putting the
band-aide on Arkansas Best and going back to wha we had before. There are a number of educators in the room. |
would be interested in what some of you folks could tell us asto whether or not you've had some concerns over time about
what was a hedge and what was not as you've worked with livestock producers, grain producers, etc.

ANSWER - Audience - Absolutdly. Over time, when you get into lifting hedges and dl these practices that have dways
been in question with regard to sdective hedging, the issues dways comes up with producer groups. More recently, there
is uncertainty about the options strategies such as those Jack Frick presented.

COMMENT - Wayne Purcell - And it interferes with their effective use of the market to protect business interests, which
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iskind of what Jack Frick was talking about, isn't it? Do whatever it takes to be competitive and protect your business
interests. One of the things that the Arkansas Best case does, and both the attorneys said this, is that it clearly says that
your motive for doing something in the market is no longer rdevant. Is that not right? Because we used to have the
notion that if it is alegitimate business-related activity and is condstent with the on-going day-to-day business operetion,
somehow it wasahedge. But isn't that gone now?

ANSWER - Phoebe Mix - | think that if one thing was clear about the Court's opinion, it was they do not want to be
looking at people's motives for activities such as Arkansas Best buying stock. That was an issue in the case, and they
clearly said they didn't want to do that.

COMMENT - Wayne Purcdl - The ruling said motive does not matter, and that issue of motive isin alot of the cases
that | have looked at.

QUESTION - About a year ago there was a case cdled Circle K. 1'd like to hear your thoughts on the decision of Circle
K for the taxpayer about it being ordinary loss.

ANSWER - Phoebe Mix - At issuein Circle K was gock in an oil company. Circle K was abunch of convenience stores
where 35% of their profits came from sdes of gas at the pumps. This was in the early "70s, and they concluded that in
order to guarantee a source of supply (at one point during the emergency they had been unable to get enough gasaline to
pump, so they wanted to be certain that they had gas) they bought stock in an oil company. They then argued that when
that stock became worthless, that they had acquired the stock to guarantee a source of supply. The IRS has a higtory of
rulings which specificaly say that to guarantee your source of supply is to get ordinary trestment and the courts agreed
with the taxpayer that they were generating supply. In atypicaly odd fashion, it was not afull conclusion of the court and
other issuesin the case are ill in limbo, so we don't have adecison yet. Anybody can apped, which the IRS assures us
they will do.

QUESTION - Wayne Purcell - Areyou telling us now that IRSis disallowing that as alegitimate deduction?

ANSWER - Phoebe Mix - Well, characterized as ordinary, yes.

QUESTION - Wayne Purcell - Now, this has been since Arkansas Best?

ANSWER - Phoebe Mix - You have to wonder. Thisis a case involving stock, which was the one thing the Supreme
Court was absolutely clear dbout, is dways capital. 1t does seem that the lower courts redly don't believe the Supreme
Court in what they had said in Arkansas Best.

QUESTION - What do you mean when you say that there is not adecision yet that can be gppeded?

ANSWER - Phoebe Mix - | think this gets usto another issue. When the judge sits down to write a decision, and that has
not happened yet, then the decisonisfina. He did decide the motion. Until thereisafina decison, nobody can appedl.
The IRS cannot gpped it. They dready have the gist of a decison that they say they, the IRS, won't follow. But in my
undergtanding from litigators, they fully intend to apped this case when, and if, it isfindly decided.

QUESTION - So what we are seeing is just that Arkansas Best did not entirely overrule Corn Products, that Arkansas
Bedt itsdlf could be re-gated to expand the definition beyond inventories again?

ANSWER - Phoebe Mix - | think you could make the case, but you could react in so many number of ways and | thought
a one point what the IRS ought to do was declare a victory and go home. The IRS had to look at the Arkansas Best
opinion and say, oh thank you very much Supreme Court. Y ouve given us innovative timing and character rules and
you've required up-front identification. We win, goodbye. But it seems to me that when the case went back to the
Supreme Court, they might be as likely to adopt any view of what is meant with respect to hedging transactions. They
could say we were talking about inventory, but of course we mean the mortgage that was held by banks. Those were
ordinary assats-you want to get ordinary trestment when you hedge those. Of course, we mean the airlines hedging fuel
exposure should get ordinary trestment on those hedges because jet fud is an ordinary expensetool. It seemsto me we
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redly don't know what the Supreme Court thinks about hedges because the issue of hedging is not before them.

COMMENT - Mike Clark - | think Phoebe just made a very important point, that the Arkansas Best case wasnt a
hedging case, and | persondly think the result in Circle K indicates a very helpful trend in that the first court that had to
serioudy look a Arkansas Best was very reluctant to read it broadly. | think that gives us hope for cases like the
FannieMae Case, that the tax court in that case will not seek to adopt a far reaching interpretation of Arkansas Bed.
Arkansas Bed is itsdf internadly inconsisent with how ordinary transactions are to be treated. The court said very
specificaly we dont like this particular transaction with bank holding company stock. We think stock ought to be capitd.
There is dso a footnote on the opinion where the Supreme Court had a number of past decisions, like Corn Products,
where the taxpayer hed tried to get capita trestment on things which were very closdy related to their ordinary business.
The Supreme Court said, our apinion is not overruling those cases, so on the one hand, the courts opinion could be read to
say tha the law should be congtrued very narrowly, that unless you could find a specific clear directive to give this
particular asset ordinary trestment, it should be capital. On the other hand, if you look &t their footnote where they said,
werre not overruling those other cases (if you look for a place in the code to find ordinary trestment for those you will be
looking for an awfully long time), | think there is room for courts to read our comments narrowly. | think in the inventory
areathere is room for the courts or the IRS to take up the Arkansas Best case and say they said to dlow inventory related
hedges and let's go out and define what those are.

QUESTION - Isthe IRSinclined to clarify things on their own. Would they prefer to go through litigation”?

ANSWER - Phoebe Mix - Not seeing any other ready volunteers, I'll take that one. | think the IRS should be inclined to
clarify the dtuation, and there was initia activity at the Treasury Department after Arkansas Best came out to put out
some guidance. That rather aboruptly stopped in the fal of 1990 because evidently someone higher up in the Service
decided this was an issue that was Ssmply going to have to wait for legidation. We have a danger here in that, with the
Chamber of Commerce and a number of groups seeking legidation, that the natural response for people onthe IRS sSdeis
to say that is going to be dedlt with legidatively. Why should we stick our necks out and go rushing out to try and fix the
problem? Congressis going to dedl with it, o there are some tengons there with the legidative efforts, perhaps cregting a
disincentive for the Service to ded with the Stuation. The Service is going to Start having situations where agents are out
there in the agricultura sector, for example, raising issues that are going to get the Service in the litigation, and they are
going to haveto decide what it is they want to do at that point. Asthoseissues start bubbling up through the audit cycle,
it s;emsto me that in and of itsdf indtitutions help put pressure on the Service to get some guidance out there, to tdl its
agents what they ought to do. They are dready pretty far dong, in any case, with theinterest rate hedging. It seemsto me
it is harder now for them to back away from that and put out some guidance because they've dready taken a position in
litigation, and | think that may be alittle dow, in fact, and perhaps the agriculture Side might have to wait because of the
Fannie Mae litigation.

QUESTION - Wasthere any consderation of having someone from the IRS on this panel this afternoon?

ANSWER - Wayne Purcdll - Yes, | talked to some contacts. We had afairly long talk, and | thought this gentleman was
going to make aredly nice addition to this presentation. We kept talking and al of a sudden, something occurred to me.

| said, "What you are implying to meisthat if you agree to come to Chicago and participate in this program, you can't say
anything can you?' Basicdly he agreed that because of the impasse thet has developed, he could not say anything. So we
don't know if there is going to be a resolution. He findly said, "Now I'll be honest with you if | come, | can't say
anything." So at that point in time | decided it wouldn't be very productive to have him on the pandl. Hence, we don't
have him.

QUESTION - Wayne Purcdl - Let me ask Commissioner Did, as arepresentative of a public agency, and Jack Frick, as
arepresentative of one of the key private sector groups that has alot of interest here, to just think a moment about this.
Think about what you would like to see people in this room do from here, what you would like to see happen, and what
would help move usforward in apolicy move on thisissue. What would it be?

ANSWER - Commissioner Did - | think what | said awhile ago, that the people that are impacted by Arkansas Bedt, by

IRSs interpretations and actions relative to Arkansas Best, have got to spesk to the legidative process and to the
executive process. If they dont, it is going to be along time before this issue is dedt with one way or the other. So the
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industry needsto say something and the indudtry in this case, in my opinion, must come forward aggressively.

ANSWER - Jack Frick - | think we need to be in contact with our congressonal members, ones that are on top of
committees, put the pressure on, and get the word out. We need to educate our membership like the Nationd Cattleman's
Association and the whole profile of our membership. They don't redize the implications thishasto our industry. 1 think
we dl have agakein that corner. | think education and getting the word out is the first step. If we fail there, then well
have to gart on the legidative ground.

QUESTION - Wayne Purcell - Are there programs in place now to get this educationa mission accomplished within the
NCA or are those in the planning process?

ANSWER - Jack Frick - Weredly havent, at thistime, dedlt with thisissue in a broad and association-wide way.
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Wrap-Up

Todd Petzel

| have got to tell you that we have a very strong mativation as an exchange & the CME to have interest in this tax
legidation. Wejust celebrated last year and the year before 25-year anniversariesfor live cattle and live hogs, 30 yearsin
bellies, 20 years this year in currencies, 10 years in sock index futures. We have prided ourselves in being able to
diversify our product mix so thet if one areaof our product mix is soft, we would have other areasto hdp usout. Thereis
no diversfication that can get us out of this tax-related pickle. Whether it is cattle, feeder cettle, hogs, Eurodallars, or
currencies, we are facing tremendous risk as an inditution. But | think as Commissioner Did said, the markets are facing
amuch gregter risk. | am going to spesk very briefly about afew thingsthat | would like to highlight.

There are severd ironies in this discusson. The firgt irony comes from something Mike Clark and Phoebe Mix both
mentioned which is the double jeopardy that seems to occur when you follow the standard accounting practice of
identifying your hedges. If you are a good business person, you pre-identify your hedge transaction and the case
transaction that goes with it. If you lose money, the IRS steps up and says, "No, that is not ahedge, sorry." I you make
money on that hedge they do not run up to you and say, "Oh, that isnhot ahedge” They say, "Wel | missed that one, 0
I'll pay ordinary income." That isokay. Now the economigtsin the crowd understand thet is an option pricing problem. |
am hopeful that we will not see in our economic journas some anadysis of the option characterigtics of the tax gain thet
the IRS is beginning to play before we get to an ultimate solution to this.

The trestment of options is dso quite ironic. Commissioner Did gave us good examples, and Jack Frick gave us good
examples of standard hedge transactions using "fences.” I'll give you another one and extend on the analogy alittle bit. If
you buy a put and sdl acal at the same gtrike price, we know that is a synthetic short futures position. | believe even the
IRS understands such a synthetic short futures position and that it would qudify for a hedge treetment. If we separate the
strength prices by the smallest amount, say $2.00 or $10.00 or even $20.00, dl of a sudden we cdl into question which of
these transactions is a hedge if any of them? That isvery strange, and | think it iskind of a clue that we have intellectua
inconsistencies here.

The other thing | want to point out to the academic economistsin the crowd is we have spent decades writing very archaic
papers about what is an optima hedge ratio, looking at risk return ratios and saying 42.6% of our whesat crop should be
hedged. We get suggestions from some people in the other areas of our life, the IRS and tax accountants, that say if it is
not 100% hedged it is not a hedge or any other bunch of curious answers. That is a problem we have to consider. There
are ;everd risks, and Commissioner Did was very good in articulaing the risks to our marketplace. | won't go into that
further. But | will add that for the longest time we had kind of a quasi-monopoly on very efficient futures and options
markets in this country which is no longer true. In the last 10 years, literdly tens of futures and options markets have
opened up. Ten, 20, 30, or so futures and options markets have opened up around the world ranging from Latin America
to Europe, dl very efficient markets, al very hungry for business, and dl very anxious to provide risk management
sarvicesto their clients. | would hate for our country to clamp down on thisindustry, which has been one of our hdlmarks
of efficiency, when the rest of the world isimproving its setus.

The hedge definition Wayne wants me to comment on, the CFTC's view, is very old and it is redly quite servicegble.

Commissioner Did emphasized severd of the pecific hedging definitions. 1 aso want to remind you there is a genera
hedging definition that isredly quite good. Y ou know for afact that any regulation that has a number of sub- paragraphs,
1.3222C, any rule that has four levels of sub-paragraphs obvioudy has been well thought out, and we should be able to
learn something from that. The shorter paragraph has the genera hedging definition, in fact, that has alot more power in
it than we might have talked about here today, but | think that is the source of alot of opportunity. | wasn't redly sure
how Wayne's credtive trading, when the price was too low, could fit into the hedging definition, but we might be able to
come up with a solution on that in just a second. Wayne asked what does the Chicago Mercantile want in terms of
resolution. What we would like to do is step back from the old premise. The old premiseisthat there are businesses out
there that are independent entities and whatever they do istheir business. Whenever they step over to the futures and the
options world, those are separate activities and have to be treated for accounting and tax purposes as separate entities. |
dont think that way. | don't think Jack Frick thinks that way. | don't think most of the people who are active in these
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markets think that way. When Jack Frick decidesto sl his cattle forward, he has many opportunities. He can sell on the
board at the Merc, he can sdll on aforward contract with Dell Allen. He can sdll to awhole bunch of other pakcers and
can I forward. It seemsto methat what we haveto do isget rid of the ditinction of futures as separate entities and sart
thinking of them as one of many aternative ways of managing abusiness. When that becomes aredity, when futures and
options trades are redized to be normd everyday courses of business, then alot of these problems on defining hedging go

anay.

A lot of the CFTC definition on hedging has to revolve around the speculative podtion. The question over hereiswhat is
the CFTC's definition largely to determine whether somebody is ligble to speculative limits and to potentialy
manipulating the market. That is an interesting distinction. The Hunt brothers buying silver is an open question as to
whether that was speculaion. But nobody questioned their ability to buy physica siver. They just questioned their
ability to buy slver futures. | would argue that both of those transactions might have had the same influence on the silver
market and probably should be trested in an equa way. The same thing holds for Jack's forward contracts with a packer
or aforward sale on the Merc.

Thefind advise | haveis don't put totd rdiance on Mike's comments, that it may not impact on agriculture if you're only
doing inventory hedging. Inventory hedging seems to be a nice umbrella to protect us againg that particular Arkansas
Best sorm, but not al of your hedging is inventory hedging. Y our anticipatory purchases of feed certainly don't quaify
under inventory hedging. Y our anticipatory purchases of fud don't qudify, and if you manage to adjust your interest rate
risks by moving from fixed rates to floating rates using Eurodollar futures or swap contract, that is not inventory. So |
wouldn't say we are completely out of the eye of the gorm here. What | do bdlieve, though, isthat there is some cause for
optimism. | am not going to say there isalegidative solution on the horizon. | don't see one more than anybody else here
does, but what | seeisthe potentia impact of alot of people getting very upsat. IRS agents (I unfortunately do not have
any persond experience on this) from my observations are like miners. When they see avein, they will continue to mine
that ore until either it runs out or somebody tells them not to do it. So you might see the Situation where cettle feeding
operation after cattle feeding operation is hit by different aggressive field agents, and the grain elevator operator down the
road doesn't seem to be hit because there is no exact precedent on chalenging a grain operator. Sooner or later they are
going to run out of cattle feeders, and they are going to look at those grain elevators, and they are going to look at people
who do interest rate hedging in the Eurodollar market. | can tdll you that the Eurodollar open interest a the Merc right
now stands a anomina vaue of over two trillion dollars. Itisafairly nice Sze market. If those hedges would comeinto
question, you will see the forces of American business rise up as one and try to find some judtice. It won't be just the
Merc's interest in the Eurodollar contract that will be challenged; it will be the basics of swaps and everything dse. |
think at that point--1 hope long before that point--we will see a more reasonable solution here. | can't believe from an
intellectua standpoint that the silliness can go on too much farther given the amount of money thet is being affected.
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