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| ntroduction

Ina 1992 survey, V. James Rhodes of the University of Missouri estimated that approximately twenty
percent of U.S. swine were produced by contractors. His earlier (1989) survey of producers also revealed
that most of the contract production began after 1983. In Indiana, feed companies have increased their
use of contracts as a means to secure a market for their product, packers have begun to pay premiums for
volume and quality guarantees from producers, genetics firms have multiplied breeding stock on contract
operations, and a few investment groups have focused on coordinated swine production as away to
diversify their portfolios.

As aresult of the increasing use of contractual production agreements, production and marketing
independence has become a major concern of Indiana swine producers. Emerging technologies, lower
profits, and tight credit markets might encourage the adoption of contract production by swine
producers. The purpose of this publicationis to point out some of the possible implications of
coordination and discuss the types of arrangements available to producers.

Industry Structure and Coordination

The term "coordination” can be used to define a wide range of activities designed to streamline the
production and marketing of a product from the farm to the grocery store. As Figure 1 demonstrates, the
extremes of vertical integration and spot markets define a spectrum over all coordination mechanisms.
Profit-sharing agreements and marketing premiums are closer to the independent/spot market end, while
resource-providing contracts where the contractor dictates many of the management and marketing
decisions are closer to the integration end of the spectrum.
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spot market> -------------- <integration

Figure 1. The Coordination Spectrum

There are several motivating factors which may encourage contracting as a coordination mechanism. In
order for a contract to be written, al parties must have some economic reason(s) for participating.
Following is a Discussion of major motives of various potential swine contract participants.

Farmers

A major producer motive appears to be the availability of financing. With tight credit markets, starting or
expanding in swine production may be difficult to finance. That is, it may not be possible for the farmer to
finance hog production internally or to obtain credit for independent operation. Some lenders ook
favorably on contract producers since the contractor often plays the role of overseer. This shifts the
burden of making sure that the farmer uses good management practices from the lender to the contractor
and may increase the likelihood that the loan will be repaid.

Another major influence on producers is the price variability in the market for hogs and the associated
income variability. Some producers will be unwilling to make the necessary capital investment if they
must sell their animals in this uncertain market. Contractors often absorb much of this risk by offering to
pay a set amount per head.

Many producers who are strapped for capital find themselves with empty facilities and available time on
their hands. In this case, a contractor may offer to place hogs in the empty facilities, provide veterinary
service, and provide the feed if the farmer will supply the labor and buildings. The contract is
economically attractive if the farmer receives enough to cover the required labor, utilities, and other
additional costs as well as something to pay toward taxes, insurance, repairs, and/or any outstanding
mortgage and interest.

Contractors

There are also several reasons why contractors write contracts. For example, local feed companies warnt
to secure amarket for their feed, and genetics companies want to market their improved breeding stock.
Other contractors are motivated to increase the volume of hog marketings in order to gain volume
premiums and to extend a successful management style to alarger number of units. Packers may
coordinate the volume of hogs coming to their plants with the optimal slaughter capacity of their plant.
The increasing market for quality is also an issue which has led some packers to seek coordination
agreements with producers and contractors. In order to satisfy this growing retail market, the packer
must be able to guarantee a regular supply of consistent quality products - a difficult task without some
guarantee that high-quality animals will arrive at the plant.

Advantages of Coordination

Farmers have different skills, expertise, financial positions, and attitudes toward risk. Therefore, what is
right for one individual may not be right for another. Note that some of the advantages discussed below
will not apply to all farms. That is to say, coordinated production and marketing are not for everyone.
Following are some of the main advantages that producers and other members of society might gain from
greater coordination inthe pork sector.
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Producer Risk Reduction

The provisions of most coordination agreements reduce income variability faced by producers. This risk
reduction is generally assumed by the contractors because they eventually must sell the hog or some
processed product in a market. This also means that if prices fall below some threshold level the contract
payment may become more profitable than independent production. That is, the payment to the contract
producer is the same regardless of market price, but the independent producer's income rises and falls
with the hog cycle.

Producer Capital Requirement Reduction

In many coordination agreements the contracting firm provides some of the inputs (often feed and
animals). This reduces the financial burden on producers and increases their ability to finance the swine
enterprise. Inthe case of breeding stock, such an arrangement may give producers access to higher
quality animals that will help to increase returns. Thus, a resource-providing contract can be viewed as a
form of financing offered by the contractor.

In cases where producer capital is limited, this type of agreement may be the only way of getting into
swine production. For those who have access to some capital, a contract may alow themto invest ina
larger scale of operation than would otherwise have been possible, which enhances the level of income for
the producer.

While not widespread in Indiana, contractors in other parts of the country also augment human capital by
providing expert management assistance. This sort of advice may be very important to the producer who
lacks the education and experience necessary to be competitive in swine production.

Producer Cash Flow

As one moves across the coordination spectrum toward vertical integration, the payments to producers
often become more like wages for labor and management. As aresult, a more contractor- dominated
agreement will tend to equate to more regular payments to the producer. These regular payments help
reduce the lumpiness associated with the seasonal income stream in agriculture, and, thus, cash flow is
stabilized. However, if the contract payments are not sufficient to cover costs, then this advantage is of
little consequence. The ahility to sell grain produced on the farm rather than use it for feed may be a
related benefit of those contracts where feed is provided by the contractor. The farmer can then spread
grain sales to stabilize cash flow.

Producer 1dle Resour ce Utilization

On many Indiana farms there are unused facilities and/or labor. In general, thisis due to alack of capital
or the managerial skills needed to match other resources. If the producer receives a return from a contract
that exceeds his additional cash costs, then the surplus can be devoted toward paying for his or her labor
and building expenses. The contractor gains volume, feed markets, and perhaps quality hogs. Both parties
need to be aware that older facilities wilt eventually become obsolete and not yield the highest levels of
efficiency. Consequently, there may come a point in time when the contract may not be profitable for
either party.

Consumer Satisfaction
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Consumers drive the food economy. Shoppers looking for those characteristics in pork which they or
their families desire are also looking for opportunities to lower the cost of food. Coordination of pork
production is often motivated by an opportunity to lower the cost of producing the products desired by
consumers, which will translate into lower food prices. In some cases, coordination may be the least
expensive way to generate the quantity of a high-value-added product which is required to pry open a
place in the grocery store meat case.

Inastrict market system the preferences of consumers must move back through the grocery store
through the warehouses to the packer- processor and finally to the farmer. Under this system, each
successive link in the marketing chain must discover what the buyer of its product is seeking. Under a
more coordinated system adjustments to match consumer wants with production can be done easily by
changes in contract specifications from the top down. Everyone quickly and clearly knows what the next
entity inthe marketing chain desires.

Disadvantages of Coordination

There is no free lunch involved with coordinated production and marketing of swine. Each advantage
requires that someone bear a cost. Below is a general discussion of some of the major disadvantages of
coordination.

Producer Control Reduction

Without exception a coordination agreement will require a reduction in producer control over
management decisions. This may be as minimal as determining the type and timing of medicationsto a
complete loss of control over day-to-day management and marketing decisions. Thisis a difficult cost to
quantify since it will obviously affect each producer differently. There are those who favor contracting
because it reduces the stress they experience in making decisions. Others, who see themselves as good
marketers or managers, will resent the intrusions of the contractor into their livelihood. Perhapsit is more
positive to view thisloss of control as an opportunity to cooperate with someone who has additional
information and/or similar goals or more market power.

Producer Record K eeping Requirements
Most contractors will require some record keeping by the producer. Often the time and effort required
exceeds what the producer would expend under independent production. This may reflect the inadequate

state of record keeping on some farms, more than it does excessive demands by contractors.

Increased Potential for Disease

In order to fill a producer's buildings, the contractor may find it necessary to co-mingle groups of hogs
from several sources. This greatly increases the likelihood of introducing disease onto the farm. The
introduction of disease can greatly reduce the producer's income, because many contracts reward
producers for good performance in feed conversion and mortality.

Facilities Under-Utilization

Unless the contract specifies otherwise, the contractor has discretion to either leave the facilitiesidle or
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not fill them to capacity. Inthis case, the producer loses potential income and may expend just as much
labor and cash expenses as if the buildings were completely full.

Producer Returns Limitation

The reduction of risk which comes with many coordination agreements is a trade off between income
variability and expected level of income. That is, contract payments on average will be lower over time
than the returns from independent production at the same level of volume and efficiency. The difference
may be thought of as risk premium which accrues to the entity willing to take the risks. Just as contract
income exceeds independent income below a threshold price, independent income will be greater as prices
rise above that threshold.

The returns from contracts that are close to vertical integration on the coordination spectrum may be
insufficient to cover new facility costs or eventual facility replacement.

Typesof Coordination Arrangements

There is awide range of possible coordination arrangements that could accomplish some or all of the
goals of the diverse parties involved. Which of these will ultimately dominate swine production in the
U.S. and whether geographical differences will persist are difficult questions to answer. As the different
types of coordination observed in pork production and marketing are discussed below, an attempt will be
made to focus on the potential for adoption of these different approaches. The discussion will begin with
independent production and move toward vertical integration along the coordination spectrum mentioned
above.

I ndependent Production

This approach currently dominates the pork production scene in Indiana. However, producers are finding
it increasingly difficult to remain competitive in an industry which is rapidly concentrating to a smaller
number of larger farms. Independent production is characterized by an owner operator who maintains
control of all management decisions and ownership of all of the production assets. The independent
producer also pays all of the costs associated with production. These producers generally produce the
corn that they feed and market the finished hogs directly to a slaughter firm on alive weight basis at the
current market prices. Independent production will continue to be an integral part of Indiana pork
production in the future. The human and physical capital already invested will be almost impossible to
displace. In other words, there are some sound producers in the state who continue to earn a good living
raising hogs for the spot market. However, as time goes on some of these producers may find it profitable
to move into the next category of coordination.

M arketing Agreements

This method of coordinationis asmall, but growing part of pork production in Indiana. Marketing
agreements tend to be loose agreements between a buyer and a producer to guarantee quarntity, quality,
frequency of marketing or all three. The term "quality” is ambiguous and may refer to several of alist of
factors. Lean yield and primal cut yield are two factors which top the list. This suggests that one type of
marketing agreement is represented by the carcass merit programs being instituted by many packers
across the country. Another type of marketing agreement is a bonus paid for the guaranteed delivery of a
certain number of hogs on aregular basis. Some buyers are also beginning to look at bonuses for hogs
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raised under specified conditions, for example, environmentally sound and/or humane conditions or hogs
produced under the National Pork Producers Council's Quality Assurance Program.

Inal of these cases, the producer retains ownership of the facilities and hogs and pays all of the costs of
production. However, some control over minor management decisions will be implicitly shared in order
to capture as much of the premium as economically feasible. If a producer can continuously meet the
needs of the buyer, this type of arrangement may actually increase returns without significantly changing
risk.

Profit/L oss Sharing

In exchange for access to a consistent supply of quality hogs, some contractors have shown a willingness
to share profits and losses. The contractor usually specifies the type of hogs raised and the feed to be
purchased, but the producer retains ownership of all animals and facilities. This approach cuts income
variability but also limits some potential gains when prices are high relative to costs. Limited management
assistance is generally provided by the contractor under this scenario, which, if useful, may partialy
compensate for the sharing of profit.

By sharing in profit and loss the contractor is not only sharing in the costs of production but also in the
revenues. The producer pays the expenses and markets the hogs. Profit is determined from the receipts
and an agreed cost of production. Other similar contracts have been designed which share equally in price
deviations around a constant value. For example, suppose this value is $45 per cwt. If the price at which
the producer marketed hogs was $50 per cwt., the net price received under this contract would be
$47.50, with the remaining $2.50 per cwt. going to the contractor. In the same way, if market price were
$40 per cwt., then the net price to the producer would be $42.50. The contractor may either be securing
amarket for his or her product (feed, genetics, etc.) or be a packer securing quantity and quality of pork.

Profit/L oss Sharing with Provided Resour ces

Another type of profit-sharing contract which is growing in use within Indiana involves more than two
parties. For example, afeed company will provide feed, another firm will provide the animals (usually
breeding stock), and the producer will provide the facilities, labor, other costs of production, and detailed
record keeping as specified by the other two parties. The provider of the animals will usualy specify
much of the management and marketing.

The method of payment on this type contract is a percentage of the net sales proceeds of all offspring.
The owner of the animals retains the proceeds from the sale of cull breeding stock. This aspect of the
contract may deprive the producer of a significant slice of income. The animals provided in this sort of
contract are expected to be of very high quality, which could translate into more pigs/sow/year, higher
weaning weights, and better feed conversion.

Flat Fee Plus Efficiency Bonuses

Thisis the type of agreement typically referred to as "contracting.” The producer provides facilities,
labor, some management, utilities, fuel, and repairs. The contractor provides feed, livestock, veterinary
expenses, managerial assistance, and marketing. Currently, in Indiana, the level of managerial transfer to
the contractor is still relatively slight. In other parts of the country, management is completely dictated by
the contractor. As the expertise of the contractors in Indiana develops or contractors from other regions
expand into the state, we can expect these contracts to adjust toward less producer control.
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The flat fee paid to the producer can be made on any of a number of variables including: per head
marketed, per unit of weight gain, per head per day, or per unit of weight marketed. By far the most
common is per head marketed. This flat payment has been observed to range from $7 to $11.00 per head.
The difference reflects the relative importance that the contract places on the flat fee versus the efficiency
bonuses. That is, the lower the base the more lucrative the bonus schedules for improved efficiencies.

Table 1 details the bonus structure for an example finishing contract which pays $7 per head marketed

plus bonuses for low mortality and good feed conversion.

Table 1. Bonus Schedule for an Example Swine Production Contract (observed in

1992).

Deat h Loss
2-3%
1.25-2%
1-1.25%

. 75-1%

0-75%

Feed Conver sion
3.3-3.4
3.2-3.3

3.1-3.2

2.9-3.0
2.8-2.9

Under 2.8

$
$

$1.
$1.
$1.

Bonus/ Head

$
$

$1.
$1.
$1.
$1.
$2.

Bonus/ Head
.30

.70

00

25

50

.50

.75

00

25

50

75

00

In general, this type coordination reduces producer involvement in management and marketing more than
any of the previous schemes. It also places the greatest limits on the magnitude and variability of

producer returns.

I ntegration

Very little large-scale integration exists in Indiana pork production. Vertical integration is the ownership
of successive stages of the pork production process by the same firm. For example, a genetics company
might own a swine facility, hire a manager, and thus control two successive stages of swine production.
Alternatively, a slaughter firm might own both the slaughter facility and some hog production facilities.

The diversity of activities, required expertise, and large capital requirements make it unlikely that such
integration arrangements will dominate Indiana’s pork industry in the near future. Instead, the various
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segments will most likely seek to cooperate in coordinating marketing and production through contracts.
Slaughter and feed firms are reluctant to make the significant investments necessary to produce hogs.
Thisis especially true in Indiana, where significant investment in such facilities already exits. For the
present, it would appear to be much cheaper and less risky to cooperatively coordinate this existing
investment rather than try to displace it with company-owned facilities.

In other regions of the United States, large contracting firms have also been successful at integrating the
feed and hog production segments, but have not yet begun to slaughter their own hogs. In these areas,
there was not a strongly established swine industry. That is, no investment was in place. Consequently, it
proved less costly to contract and integrate pork production as It expanded into these areas. It is
interesting to note that the most common form of integration in the pork industry is the combination of
farrowing and finishing under one owner.

Additional Considerationsfor Contract Growers

Because of the legal nature of contract production, producers should examine carefully any agreement
before they signit. In addition to the disadvantages previously discussed, the following are some
considerations that are commonly overlooked in writing a swine production contract.

Livestock Quality

If the contractor supplies the hogs, then the agreement should state the necessary precautions which the
contractor must go through to ensure that disease is not introduced on the farm. This may be testing,
prior record of vaccinations, or a guarantee that all animals come from a single source. Also, if a
particular geneticsis to be used, this should be spelled out clearly inthe contract. Provisions for producer
rejection of low-quality or sick animals should also be clearly specified. In afinishing contract, bonuses
for feed efficiency and death loss probably depend as much onthe initial health of the animal and the feed
guality as on the management of the producer.

Feed Quality

If the contractor supplies the feed, then the contract should specify the ration quality and the ingredients.
This is especially important if the contract pays a bonus for feed efficiency, because sub-par feed quality
can greatly reduce feed intake, rate of gain, and feed conversion. Consider requiring alabeled feed
analysis or provide for feed testing upon request by either party.

Payment Schedules

Many contracts allow for multiple payments through the time that a group of pigsisonthe farm. That is,
they may pay every three weeks, every month, or once at marketing. Others pay part at placement and the
remainder at marketing. Spreading out the payments is preferred by many contract producers because it
eases cash flow burdens. These provisions should be clearly spelled out in the contract and understood by

all parties. The grower should realize that he or she is not compensated for hogs which die. Thisis
another implicit penalty for high death loss.

Contract Termination

How and by whom can the contract be terminated? This is an important question, because market
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conditions may fluctuate, causing both contractor and producers to rethink their position. Most contracts
provide an avenue for all parties to terminate the contract. Usually this requires that notice be given to the
other partiesinvolved at least 180 days prior to termination.

Contractor's Financial Position

In the event of a contractor bankruptcy, it is likely that the producer would not receive payment. Thus, it
is important to investigate the financial position of a contractor before making a significant investment in
contract production. This may involve asking to see the contractor's balance sheet. It is unlikely that lien
provisions will be extended to the producer.

M anagement Control

Most of the disputes that arise between producers and contractors concern the management autonomy of
the producer. Producers are often under the impression that they can continue to raise and market hogs
the way they always have and receive the risk aleviation on the contract. This is often not the case.
Contractors often have very strong ideas about what should be done and will often dictate their
management control in the written agreement. It isimportant that producers understand the limits being
placed on them by the contract before they enter into the agreement. This may entail delineating
farrowing schedules, feed schedules, hygiene, and a host of other management practices to be followed.

Division of Expenses

Another area where producers are often confused is in terms of "who pays for what". The provisions for
"who pays for what" may be very different from contract to contract, even within the same contracting
firm. Just because the neighbors don't pay for veterinary services does not mean that the initial contract
you are offered will not require this expense from you.

Capacity

It isimportant that the contract guarantee a minimum capacity or number of animals that will pass
through the facilities. Without such a guarantee the producer is at risk of having made investments and
incurred costs that there is no way of recovering. A general rule of thumb is that the facility will be filled
to at least 75 percent capacity at all times. Alternatively, the contractor may rather guarantee a certain
number of animals or groups of animals per year. Farrowing operations will often determine the
production guarantee through a minimum number of working sows maintained on the farm.

Written Contract

It is best to have a written agreement to spell out the many contingencies which could arise throughout
the contract. For example, how long will the agreement last? With a written document it is much easier to
settle disputes which may arise inthe future. It is probably a good idea to show your contract to an

attorney before signing. Discussions with Extension personnel and other producers may also be helpful in
guaranteeing that no pitfalls have been overlooked.

Future of Contracting in Indiana

It would appear there are strong economic incentives for increased coordination at various levels of the
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pork industry. Grocers want to give consumers what they demand, packers want to be able to produce
consistent quantities of high-quality products, producers wish to be rewarded for the quality attributes of
their hogs, and feed companies want to maintain markets for their differentiated products. Consequently,
it isinevitable that Indiana pork production will be more highly coordinated in the future.

Which of the above strategies will dominate this future? No single answer could be correct, because the
diversity of contracts will continue to match the diversity of producers and contractors. Whenever a
contractor meets a producer and an agreement can be reached, some form of coordination will occur. In
fact, it is quite possible that a coordination mechanism will arrive on the scene which is yet to be
conceptualized. Ultimately, that system which provides the products that consumers warnt at the lowest
cost will evolve. Given the amount of investment in production facilities held by swine producers in the
state, it is likely that they will have some say in what that low cost method is.

Conclusions

Coordinated pork production has advantages and disadvantages for producers. Producers should weigh
these issues in determining what method of production and marketing they will use. This publication
points out some of the benefits of contracting for producers to be risk alleviation, reduced capital
requirements, stabilized cash flow, and use of idle resources. Consumers may also benefit from
coordination by finding more desirable pork products in the grocery store at lower prices. Producers also
will note the disadvantages they face with contracting. These are: loss of control, detailed record keeping
requirements, greater disease risks, potential for under-utilization of their facilities, potentially great
limitations on their returns, and difficulty replacing worn-out facilities in the future.

This publication also details some of the pitfalls of contracting which are often overlooked by producers.
In order for coordination to attain its goals for both parties and consumers, it is necessary that the
arrangement be a cooperative effort rather than an adversarial one. Nothing is gained if the parties are too
busy haggling to do a good job of producing high-quality pork.
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