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Aprevious Extension factsheet, AGEC-598, Captive Sup-
ply Price Relationships and Impacts (available at http:/pods.
asnr.okstate.ed har w iew/Collection-236)
compared prices for captive supply arrangements using new
data for fed cattle, which became available following passage
of the Livestock Mandatory Reporting Act. Since then, the
phrase, “alternative marketing arrangements,” has tended to
replace the phrase “captive supplies.” Alterative marketing
arrangements also could be correctly termed alternative pro-
curement or purchasing arrangements — depending on one’s
viewpoint as a livestock seller or buyer.

This fact sheet is a companion to another, AGEC-615,
ExtentofAlternative Markeling Arrangements for Fed Caftle and
Hogs (available at http:/pods.dasnr.okstate.edu/docushare/
dsweb/View/Collection-236). The companion factsheet reports
volume of purchases by alternative marketing arrangements.
This one compares prices received and paid for fed cattle by
alternative procurement methods over the seven-year period
since implementing mandatory price reporting. It extends the
previous fact sheet by adding another four years of weekly
price data.

Data are taken from selected mandatory price reports
at the Agricultural Marketing Service, or AMS, Market News

site for livestock reports (hitp://www.ams.usda.gov/AMSv1.0/
ams fetchTemplateData.do?template=TemplateB&naviD=Ma
rketNewsAndTransportationData&leftNav=MarketN ndT
ransportationData&page=L SMarketNewsPage). The primary
question addressed in this fact sheet is: are there significant
differences in prices paid for fed cattle in the cash market
compared with other procurement methods?

Pricing Method Data from Mandatory
Price Reports

Implementation of the Livestock Mandatory Reporting
Act occurred in April 2001. A few kinks in the new reporting
system were worked out the first few weeks so the analysis for
this fact sheet begins in May 2001 and extends through May
2008. Therefore, this summary is for a full seven-year period.
For convenience, years are identified by their end point. The
year beginningin May 2001 and ending in May 2002 is referred
to as 2002; the year ending May 2003 is referred to as 2003;
and similarly for the remaining years 2004 to 2008.

Alternative marketing/procurement arrangements dis-
cussed here fall into four categories for fed cattle: negotiated
cash trades, forward contracts {(mostly basis contracts), formula
arrangements (mostly marketing/purchasing agreements with
price tied to the cash market), and negotiated grid trades. A
comparison of prices for packer-owned transfers of fed cattle
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from feedlot to slaughter plant was not possible since packers
are not required to report these transfer prices under manda-
tory price reportirg.

Fed Cattle Price Comparisons

Mandatory price reporting data are discussed from two
aspects in this section. The first considers annual averages
from which we can identify general trends. The second shows
the week-to-week dynamics that are found among alternative
marketing methods.

Annual Averages

Table 1 provides summary statistics for the alternative
pricing methods for the seven-year period, May 2001 to May
2008, since impiementing mandatory price reporting.

Allprice comparisons are for steers and are expressedon
adressed weightbasis. Negotiated cash prices are essentially
a five-state, weighted average price including all grades of
fed cattle. States represent the major cattle feeding areas
of Texas-Oklahoma, Kansas, Nebraska, Colorado, and lowa-
Southern Minnesota. It could be argued that the five-state,
weighted average price is the most comprehensive reported
price and is most representative of market conditions in the
cash market, both for live weight and dressed weight trades.
Here, negotiated cash prices are used as the base, or stan-
dard, forcomparing prices reported by alternative procurement
methods.

Year-to-year differences exist among alternative market-
ing or procurement arrangements but those differences are
not consistent. Formuia price transactions were higher than
negotiated cash prices in six of the seven years but negoti-
ated prices were highest in 2004. Forward contract prices
were several dollars per hundredweight higher in 2008 than
other arrangements on average, but were several dollars per
hundredweight lower on average than other arrangements in
2004. Thus, it seems no single procurement or marketing
method has a pricing advantage on average for long periods
of time.

One part of Table 1 is misleading. }t would appear negoti-
ated grid prices were higher than other procurement methods
for the entire period. However, AMS did not begin reporting
negotiated grid pricing until 2004 so the two, lowest-price years
of the seven-year period (2002 and 2003) are not included in
the 2004-2008 average for negotiated grid pricing. Negotiated
grid pricing was higher than some methods in certain years,
but lower than some in other years.
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One ofthe major concerns with some producers is whether
or not there are special “sweetheart” deals between packers
andsomefeedlots. Some allege packers offerfavorable pricing
arrangements to selected feedlots which are not offered to all
cattle feeders. Giventhe annual average prices reported here,
while sweetheart deals may exist between individual firms,
there is no significant advantage on average for one pricing
method over another. However, the averaging process may
mask what happens in reality. To know whether or not that
is the case, individual transaction prices would be required,
as opposed to the weekly prices used here.

Another major concern of some producers and others is
whether or not some alternative pricing arrangements are used
strategically by packers to keep cash market prices artificially
low. This fact sheet does not address that question directly.
Research conducted generally shows a negative but smail
relationship between so-called captive supplies (essentially
formula pricing, forward contracts, and packer-owned trans-
fers) and cash market prices (Ward, Koontz, and Schroeder
1998; Schroeter and Azzam 2003; Schroeter and Azzam
2004; Muth et al. 2008).

Price Comparison — All Alternative Marketing Ar-
rangements

Figure 1 compares weekly average dressed steer prices
for the four alternative marketing arrangements. Overall, all
pricing methods track each other closely as fed cattle market
prices move up and down seasonally and cyclically. You can
see that one method may be higher or lower than others at

times but there are no consistently large deviations among
the four methods. Thus, each is generally representative of
broad market conditions (termed price determination), but
not what might be affecting prices within and between weeks
(termed price discovery).

Deviations are evident but usually for just a few weeks,
not for extended periods. There were several weeks over
the last seven years when all prices were essentiaily pen-
nies per hundredweight apart from each other. This seems
especially important given the concems of many cattiemen
and others regarding captive supply prices vs. cash market
prices. Neither of the two pricing methods that are typically
associated with captive supplies (formula prices and forward
contract prices) is consistently above cash market prices.

In the following sections, negotiated cash prices are
presumed to be the standard for comparison. Each alterna-
tive method is compared individually with negotiated cash
prices.

Negotiated Cash Prices versus Formula Prices

One concern for many supporters of mandatory price
reporting was the presumed favorable relationship of formula
prices relative to negotiated prices. Figure 2 compares ne-
gotiated cash prices with formula prices. There is a small,
noticeable difference between the two series in most weeks.
However, never do the two deviate from each other for long
periods or by large amounts.

As shown in Table 1, formula prices on average for the
seven-year period were $0.56/cwt. higher than negotiated
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Figure 1. Fed cattle prices by alternative marketing arrangements, May 2001 to May 2008.
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Figure 2. Negotiated cash prices for fed cattle compared with formula prices, May 2001 to May 2008.

cash prices. Additionally, formuia prices averaged higher than
negotiated cash prices in six of the seven years. Possible
reasons formula prices are higher on average than negotiated
cash prices are that marketing agreement cattle may be of
better quality or sold in larger lots than cash market cattle.
A careful look at Figure 2 reveals that negotiated prices
tend to be lower than formula prices on a declining market.
Conversely, formula prices tend to trail negotiated prices on
a rising market. A regression model of the price differences
confirmed this observation (Ward 2008).

Understanding how base prices in grids are discovered
adds to the understanding of the price differences noted here.
Many base prices in grids are formula priced with the base
price tied to last week’s cash market, either a reported cash
market price quote or the average cost of fed cattle at the
packer’s plant where the cattie were slaughtered. Therefore,
one would expect a close relationship between the formula
price this week and the negotiated cash price last week.

Negotiated Cash Prices versus Forward Contract
Prices

Figure 3 compares negotiated cash prices with forward
contract prices. Forward contract prices deviate sharply in
some weeks from negotiated cash prices. As with formula
prices, regression analysis confirmed that negotiated prices
tend to be lower than forward contract prices on a declining
market. Conversely, forward contract prices tend to be lower
than negotiated prices on a rising market.

Price differences between these two methods likely arise in
large part due to the time period in which prices are discovered

in forward contracts versus cash prices. Most cash trades
consist of fed cattle purchased within one week of slaughter,
whereas forward contract prices may be discovered much
further in advance of slaughter. Most forward contracts for
fed cattle are basis contracts. Packers bid a futures market
basis in the month fed cattle are expected to be marketed.
Then, anytime between the time cattle are contracted and
when cattle are delivered for slaughter, which could be several
weeks, cattle feeders may pick or lock in the fed cattle price.
Forward contracts may be made between buyer and seller
when cattle are placed in the feedlot or anytime they are on
feed. After agreeing to the forward contract, cattle feeders
watch the futures market and try to determine when the live
cattle futures market price has peaked for the contract expir-
ing just after the time cattle will be slaughtered. As a result of
this process and depending on futures market price behavior,
the average forward contract price may or may not be close
to the current weekly cash market price. Price differences
between forward contract and cash transactions result from
average weekly prices not being computed for the same price
discovery periods for the two pricing methods.

Negotiated Cash Prices vs. Negotiated Grid
Prices

Opposition to the use of formula pricing by some cattle
feeders, led to increased interest in negotiating the base price
in grid pricing transactions. InApril 2004, AMS began reporting
negotiated grid pricing volume and prices. Figure 4 shows
a comparison of negotiated cash prices with negotiated grid
prices. For the comparison period, the relationship between
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Table 1. Summary of weekly prices paid by packers for fed
steers by procurement method, 2002 to 2008.

Summary stalistics

Mean Standard Min- Max-
(head) deviation imum imum

Procurement
method Year**

Negotiated 2002
cash

11042 596 99.82
10.86  97.64

123.03
129.82

»»»»»»

Forward 2002  111.78  3.02 104.05
99.43

120.80
23.42

.
2006  138.62 6.50 126.37 147.83
2007 13886 675 12559 151.34

Formula 2002 111.42 5,55 120.20
agreement ?0 111.68 9.99 99.48

124.10
127.17
6

Negotiated 2002
grid 2003

137.88
138.65
144.8

* Dressed weight price per cwit.

** Year 2002 is May 2001 through April 2002; and similarly for other
years.

Source: Agricultural Marketing Service, U.S. Department of Agricul-

ture.

the two pricing methods is very similar to negotiated cash
prices and formula prices. Small, consistent differences exist.
Again, regression confirmed negotiated cash prices trailed
negotiated grid prices on a declining market but negotiated
grid prices trailed negotiated cash prices on a rising market.

An explanation for the price differences relates again to
the pricing process. Packers and feeders may negotiate the
base price this week for grid priced cattle, but cattle are likely
delivered and slaughtered nextweek. The net grid price, which
is the base price plus and minus carcass premiums and dis-
counts, cannot be computed until after cattle are slaughtered.
Therefore, net grid prices reported this week from negotiated
gridtrades are close to negotiated cash prices forthe previous
week.

Conclusions

Mandatory price reporting increased the amount of data
and information available on various pricing methods and
quantities traded for fed cattle. Comparisons are easier now
than before mandatory price reporting between prices paid
by packers for fed cattle purchases by alternative methods,
including methods that constitute captive supplies. Data also
enable more regular and more detailed analyses of market
impacts from captive supplies and related questions than
previously.

Analyses with weekly data for the seven years, since
mandatory price reporting began, can be summarized as
follows:

« Differences between annual average negotiated cash
prices and prices from alternative marketing arrange-
ments (that is, formula prices, forward contract prices,
and negotiated grid prices) were generally small and
varied from year to year. No pricing method consistently
was higher or lower than others on an annual basis for
the seven-year period.

» Considerable week-to-week variationin prices is evident.
Overall, for the seven-year period, all pricing methods
track the dynamics orgeneral movement of market prices,
which are determined by supply and demand forces.

« Differences between negotiated prices and prices from
alternative marketing arrangements from week to week
were related to rising and declining market prices. For
all alternative arrangements compared with cash prices,
negotiated cash prices were lower than other prices on
a declining market and higher in times of rising market
prices.

» Differences between negotiated prices and prices from
alternative marketing arrangements can be explained
in most cases by the underlying mechanics of price dis-
covery for each arrangement. The timing of discovering
the sale/purchase price affects the weekly average price
reported.
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Figure 3. Negotiated cash prices for fed cattle compared with forward contract prices, May 2001 to May 2008.
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Figure 4. Negotiated cash prices for fed cattle compared with negotiated grid prices, May 2001 to May 2008.
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The Oklahoma Cooperative Extension Service
Bringing the University to You!

The Cooperative Extension Service is the largest,
most successful informal educational organization
in the world. It is a nationwide system funded and
guided by a partnership of federal, state, and local
governments that delivers information to help people
help themselves through the land-grant university
system.

Extension carries out programs in the broad catego-
ries of agriculture, natural resources and environ-
ment; family and consumer sciences; 4-H and other
youth; and community resource development. Exten-
sion staff members live and work among the people
they serve to help stimulate and educate Americans
to plan ahead and cope with their problems.

Some characteristics of the Cooperative Extension
system are:

e The federal, state, and local governments
cooperatively share in its financial support and
program direction.

¢ ltis administered by the land-grant university as
designated by the state legislature through an
Extension director.

¢ Extension programs are nonpolitical, objective,
and research-based information.

It provides practical, problem-oriented education
for people of all ages. It is designated to take
the knowledge of the university to those persons
who do not or cannot participate in the formal
classroom instruction of the university.

It utilizes research from university, government,
and other sources to help people make their own
decisions.

More than a million volunteers help mulitiply the
impact of the Extension professional staff.

It dispenses no funds to the public.

It is not a regulatory agency, but it does inform
people of regulations and of their options in
meeting them.

Local programs are developed and carried out in
full recognition of national problems and goals.

The Extension staff educates people through
personal contacts, meetings, demonstrations,
and the mass media.

Extension has the built-in flexibility to adjust its
programs and subject matterto meet new needs.
Activities shift from year to year as citizen groups
and Extension workers close to the problems
advise changes.

Oklahoma State University, in compliance with Titls VI and VIl of the Civil Rights Act of 1964, Executiva Order 11246 as amended, Titte 1X of the Education Amendments of 1972, Americans
with Disabilities Act of 1990, and other federal laws and regulations, does not discriminate on the basis of race, color, nationat origin, gender, age, religion, disability, or status as a veteran in
any of its policies, practices, or procedures. This includes but is not limited to admissions, employment, financial aid. and educational services.

Issued in furtherance of Cooperative Extension work, acts of May 8 and June 30, 1914, in cooperation with the U.S. Dapartment of Agriculture, Robaert E. Whitson, Director of Cooperative Exten-

sion Service, Oklahoma State University, Stillwater, Oklahoma. This publication is printed and issued by Oklahoma State University as authorized by the Vice President, Dean, and Director of
the Division of Agricultural Sciences and Natural Rescurces and has been prepared and distributed at a cost of $1.35 per copy. 0209 GH/TE

AGEC-616-6



	531
	532
	533
	534
	535
	536

