Competition in the U.S. Chicken Sectc

Disclaimers:The information contained herein has
been taken from trade and statistical services anc
other sources believed to be reliable. FarmEcon L
makes no warranty, express or implied, that such
information is accurate or complete, and it should
not be reliedupon as such. This study was prepart
for the National Chicken Council. FarmEcon LLC
compensated for the preparation of this study.

Dr. Thomas E. Elam

President FarmEcon LLC

thomaselam@farmecon.com

May 19,2010



Competition in the U.S. Chicken Secto

Table of Contents

INEFOAUCTION ... 2
State and Nature of Competition ........cccccoeeivie e, 2
Chicken Prices Relative to Overall Consumer Prices................. 4
Chicken Prices Relative to Competing Meat Prices.................... 6
Chicken Prices Relative to Cost of Production ...........ccccceecenneene 7
Competitiveness in Domestic Markets .........ccccocceevienicieeeneen, 12
Competitiveness in Export Markets ........ccccccceeevieeevieeccceee e, 15
Barriers to Entry, Market Share, and Market Niches................. 16
Publically Traded Company Profitability .........cccoccevininiiennn. 20
Competition for Contract GrOWEIS ........ccoccveeiieerieeenieeee e 21
Market Transparency and Price DiSCOVErY ......cccccocveevieeesirneenns 28
Summary and CoNCIUSIONS .......cocviiiiiiiieee e 30
Cited REFEIENCES ......oiiiiieee e 34
F Y o] 0 1= g o | GO S 35
1

FarmEcon LLC, May 19, 2010



Competition in the U.S. Chicken Secto

Introduction

The United States Department of Agriculture (USDA) and Department of Justice (DOJ) have
launched a joint examination of the state of competition in U.S. food and agriculture. The
chicken industry is included in that effort. This study wappred for the National Chicken
Council as inputs to the May 21, 2010, Normal, Alabama poultry workshop.

The study will examine the history and current state of the following areas of interest to
USDA/DOJ and the chicken industry:

1. The state and nature atompetition inthe chicken market:
Concentration of production;
Chicken prices relative to overall consumer prices;
Chicken prices relative to competing meats prices;
Chicken prices relative to cost of production, and integrator returns;
Competitiveness idomestic markets;
Competitiveness in export markets;
Barriers to entry; and
Viability and longevity by producgrocessor size.
2. The impact of vertical integratioon competition:
a. Market share of chicken versus competing meat production;
b. Cost of productiorover time, and relative to other meats; and
c. Rates of innovation.
3. Buyer powet or monopsony, in the contract grower portion of integration.
Adequacy of the current Federal markegulaion system.
5. Market price and transaction trapsrency
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State andNature of Competition

Over the last 50 years, increasing concentration of production, processing and distribution have
been an ongoing theme in U.S. agriculture. Farms and food production companies have
become fewer and larger as technology advances amkportation improvements have

created cost efficiency advantages in manufacturing and distribution advantages for large scale
business operations operating over large trade areas. As meat, poultry and dairy sectors
consolidated, that consolidation haaised questions about potential market power abuse.

There are two major economic forces that need to be considered in assessing the impact of
increasing concentration. In general, as firms become fewer, price competition may decline as
the fewer players g able to exert more market power over product prices and buyers lose
options for product purchases. Also, fewer firms may be able to exert more market power over
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specialized resources that they purchase, thus lowering their costs and reducing returns fo
their suppliers.

Countervailing the potential negative economic impact of increased concentration are the very
economics of scale of larger firms that create increasing concentration. By taking advantage of
the lower costs from economies of scale, fevaad larger companies can operate at lower

costs per unit of production. As long as there is adequate price competition among the
remaining firms, lower costs will be passed along to the benefit of consumers. In recent DOJ
comments to theOrganization fo Competitive MarketgWeiser, 2009), it was recognized that

both of these major factors need to be considered.

I GKANR FILOG2NJ dKIFIG ySSRa G2 0S O2yaARSNBR Aa
processors serve a domestic customer base d@ikeind foodservice companies. That customer

base has become increasingly consolidated, but nonetheless remains competitive.

Consolidation of chicken production has served to counteract the increased bargaining power

of their evolving customer base. dan be argued that the consolidation of the food marketing

and distribution system has been a factor in the consolidation of chicken production.

A recent General Accounting Office study (GAO, 2009) reviewed the economic literature on the
effects of increaimg concentration on the beef, pork, dairy and retail food sectors. The study
concluded that:

GThe empirical economic literature has not established that concentration iptbeessing
segment of the beef, pork, or dairy sectors or the retail sector aV@asadversely affected
commodity or food prices. Most of the studies that we revievedtther found no evidence
of market power or found efficiency effects that were largigan the market power effects
of concentration¢

While not directly addressingfects of chicken or poultry production concentration, thé-#m
Concentration Ratios as reported by GAO for beef and pork processing are substantially higher
over time than those for chicken production and processing (see table below). Since 2006 the
concentration ratios for beef and chicken have not changed significantly, while pork
concentration has increased from 61 to 65 percent.

4-Firm Concentration Ratios for Beef, Pork and Chicken Sectors

Sector 1982 1987 1992 1997 2002 2006 2007 2008
Steer ancheifer slaughter] 41% 67% 78% 78% 79% 81% 80% 79%
Hog slaughter 36% 37% 44% 54% 55% 61% 65% 65%
Chicken production 27% 36% 40% 44% 48% 57% 57% 57%

Sources: USDA. Grain Inspection, Packers and Stockyards Administration. Annual Report, 2008 &w®Q009.
G! ANROdzf GdzNF £ / 2y OSYydNF GA2y FyR ! ANRAOdzZ GdzNF £ / 2YY2RAG @

The HerfindakhHirschman Index (HHI) for national 2009 RTC chicken production was 979. This
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concentration in chicken poduction to push the national chicken industry HHI over 1,800.

In any proposed chicken industry merger, DOJ would compute the HHI on the basis of the

GNBf SOFyld YIN]JSGE 6KAOK ¢g2dzf R ftA1Stfe KIFI@S |y
also further estrict the scope to particular product classes. Either of these considerations

would raise the computed HHI.

C2NJ AffdzadNI GADBS LIJzN1I2AaSazs | GNRBftAy3aE 11 L ol
producerprocessors. It was assumed that the canj@s had national market shares based on

2009 production, and the production of companies above them in the ranking. The rolling HHI
declines rapidly as the first few firms are added, then more slowly. At tfidig, this HHI

calculation declinestm > Mo p X af AaKGfte Ayd2 GKS aY2RSNI (St e
are shown in the appendix table on company rankings and in the chart below.

Rolling HHI Score for Increasing Number of ChieketucerProcesse
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One unknown not addressed by tBAO study is the effect of existing regulatory authority on
current concentration. That is, in absence of regulation, would the concentration ratios have
been higher? The GAO conclusion and HHI scores may be indirect evidence that past and
current reguétion has been effective in maintaining competition on a national scale.

ChickernPricesRelative to Overall ConsumerPrices

One indirect measure of the effectiveness of competition in a market can be the trend of retail
product prices relative to overghrices in the economy. If an industry is able to innovate and
reduce costs (as will be shown later is the case for chicken), those innovations should be passed
along to consumers as lower real (inflattoarrected) prices in the marketplace. The chart

below shows that, in the case of chicken, there has been a significant (P=0.98) declining trend

of both the ERS retail and wholesale chicken prices from 1991 to 2009.
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Trends of Inflation-Corrected ERS Retail and Wholesale Chicken Prices20@®1

200
y =-1.335x + 169.12
180 —~— R2=0.74 | |
o 160 | TTTTT——— e
= el
S 140 il
@
- 120
5 100 y =-0.636x + 69.372 |
o R2=0.302
% 80
S 60
O
40
20
0 T T T T
N G DX H OO N PO O NDADL OSSO DO
9”7 DY 7 D DD D DD OSSN OSSO SS
WTRTRDT DT R RTRDTRDT DT AT AR AR AR ADT AT DT AT A AP
ERS Composite Retail Price, Cents/Pound. PCE: ERS Composite Wholesale Price, Cents/Pound, PCE
- - Retall Price Trenc ... =-=-- Wholesale Price Tren

Data Souces: USDA, Economic Research Service (ERS), Composite Retail and Wholesale Chicken Prices, found at
http://www.ers.usda.gov/Data/meatpricespreads/Bureau of Economic Analysis (BEA), Persooradumption

Expenditures (PCBjice Index, found at
http://www.bea.gov/national/nipaweb/TableViasp?SelectedTable=4&ViewSeries=NO&Java=no&Request3Place
=N&3Place=N&FromView=YES&Freqg=Year&FirstYear=1991&LastYear=2009&3Place=N&Update=Update&Jav
aBox=no(the indexbase year was converted from 200540K S R I (G LISNR® R QA YARLRAYyld 27

Another way to lo& at the trends in the chart above is that, even as concentration increased in
the chicken industry, there was a steady decline in inflatorrected wholesale and retalil
chicken prices. On average the inflaticorrected retail price declined by 1.33énts per year

and the wholesale price by 0.636 cents per year.

Wholesale and retail chicken prices in 288009 were influenced by sharp increases in feed

costs that have affected all meand poultry producers. Higher costs caused some chicken
producerprocessors to make sharp reductiondate 2008 and®009 chicken production, and

as a result wholesale and retail prices were affected. Nonetheless, even with higher feed costs,
both inflation-corrected price series remain lower than they were in th8a$€

Lower real costs of chicken production have been passed along to consumers as costs declined.
That is, technological improvements that were adopted by chicken produeeessors to

lower costs resulted in W@er inflation-corrected pries for consumes. As will be seen later,

profit margins for produceprocessors have not improved in recent years, indicating that most,

if not all, benefits of lower real costs were competed away by market forces.
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ChickerPricesRelative to Competing Meat Prices

Chiken producesprocessors compete in an overall market for meat. The two major competing
meats are beef and pork. Chicken prices in relation to beef and pork can give an indication of
how the chicken sector is performing compared to its two major compestitdERS data for

retail and wholesale composite chicken, beef and pork prices are graphed in the charts below
and on the next page. From 1991 to 2009, both wholesale and retail chicken prices declined
relative to beef. The average decline in relativeckén retail price was 0.74 pct. points per

year (P=0.98) while wholesale price declined on average by 0.33 pct. points per year. Due to
high variance, the wholesale price relationship was only marginally statistically significant
(P=0.90).

Wholesale and &ail Chicken Prices Relative to Beef, 19009
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Data Source:USDA, Economic Research Service (ERS), Composite Retail and WholesalarChiBdeRrices,
found athttp://www.ers.usda.gov/Data/meatpricespreads/

The uptick in 2002009 wholesale chicken prices relative to beef is due to the fact that beef
producers had not adjusted production to reflect higher feed costs since 2007. According to an
lowa State budgetnodel (lowa State, 2010), cattle feeders were experiencing significant
financial losses during this period. Much of the chicken sector has adjusted production in
response to higher costs, and chicken prices have reflected that adjustment. As cattieedind
market prices rise to reflect higher feed costs, the ratio of chicken prices to beef prices will
likely decline.

Trends for retail and wholesale chicken versus pork prices are shown in a chart on the next
page.

Between 1991 and 2009 the relative adltprice of chicken declined by an average 0.56 pct.
points per year compared to pork (P=0.98). Wholesale prices of the two products were not
statistically related over this time period, but numerically there was a small increase in average
chicken price compared to wholesale pork. The spike in wholesale chicken prices in 2009 was
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the result of chicken producesrocessors making a more rapid adjustment to higher costs than
pork producers Ignoring 2009, there is no trend in relative wholesale prices.

As was the case with beef, hog and pork prices in 28009 do not reflect full costs of
production (lowa State, 2010). As hog prices increase to reflect higher costs, the wholesale
price ratb of chicken relative to pork will likedecline.

Wholesale andRetail Chicken Prices Relative to Pork, 13319
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Data Source:USDA, Economic Research Service (ERS), Composite Retail and WholesalarChiBdeRrices,
found athttp://www.ers.usda.govData/meatpricespreads/

Summary: Broadly speaking, from 1991 to 2009, average retail and wholesale chicken prices
generally declined relative to overall consumer prices and major competing meats. Chicken
production was generally profitable over this period, indicating that inflatomected costs

were also declining and those lower costs were being passed along to consumers via the retail
sector. These price trends occurred even as the chicken procesmgebncentration ratio
increased from 40% in 1992 to 57§®008.

It shouldbe noted that the retail prices used in this analysis reflect only fresh and frozen retail
grocery meat sales. Excluded are vedaleled products, the retail foodservice channel, and the
export channel.

ChickerPricesRelative to Gost of Production

Overallchicken sector margin trendsOne symptom of increasing market power affecting

price competition may be increasing produgencessor profit margins. As firms gain
increasing control over pricing, they may find it possible to charge customers prices¢ha
premium to competitive prices. Another related symptom of market power may be that prices
do not respond to productivity increases and cost reductions.

Chicken integrator profit margins are volatile over time. Variation arises from both feed
ingredient and wholesale chicken and chicken parts prices. That volatility has increased
recently, even as concentration increased, due mainly to increasing itglafifeed ingredient
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prices. Volatility of margins also illustrates that chicken companies have, individually, little
control over wholesale margins, and thus cannot readily pass along to wholesale prices changes
in feed ingrediehcosts

FarmEcon LLGes a computed margin over feed cost model as a measure of average

integrator profitability. This margin measures the revenue from wholesale chicken sales that is
left over after feed costs are paid. Feed is an important, and volatile, cost, so thimmarg

reflects swings in both wholesale chicken prices and the prices of corn, soybean meal and other
feed ingredients.

In nominal, current dollar, terms margin over feed cost has improved slightly since 1991, but

the trend is not statistically significantnflation-corrected margin over feed cost has declined

over time, and that regression is statistically significant (P=0.95). Since chicken companies have
been generally profitable over this period, the trend shows that inflattorrected costover

feed b declining, and those declining costs are being passed along to consumers via lower
inflation-corrected wholesale prices. This observation is consistent with the chart on page 5.

Wholesale Chicken Markelargin Over Feed Costs, Nomifiand 20005, 199-2009
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Data Source: USDA, ERS, Composite Wholesale Chigteg found at

http://www.ers.usda.gov/Data/meatpricespreads/

BEA, Personal Consumption Expenditures (P@€)ndex, found at
http://tiny.cc/3jdamhttp://www.bea.gov/national/nipaweb/TableView.asp?SelectedTable=4&ViewSeries=NO&Jav
a=no&Request3Place=N&3Place=N&FromView=YES&Freqg=Year&FirstYear=1991&L astYear=2009&3Place=N
&Update=Update&JavaBox=nindexbase year was converted from 2005th5 R G LIS NRA 2000& Y A RLI2 A
USDA, Agricultural Marketing Service (AMS), fourtdtat/marketnews.usda.gov/portal/lg

Chicken feed costs are calculated based on USDA/AMS feed ingredient priges BarmEcon LLC formula.

While volatile, the margin data do tend to vary around a stable equilibrium. This shows that if
margins increase to unusually profitable levels (as in 2004/2005) chicken companies tend to
respond with higher production so that idken prices and margins fall and the situation is
temporary. Conversely, if margins are depressed (as in 2008) companies tend to respond with
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lower production and chicken prices and margins increase. The next section will show this
production responsed margin variation.

The volatility ofintegrator margins does not affect payments made to contract growers.

Growers receive their payments regardless of whether or not the integrator is making money.
One major reason that the vertically integrated systewolved in this manner was that

integrators need growers to be financially secure in order to ensure a steady supply of live birds
regardless of current business conditions and their short run profit margins.

Production esponse to margin variationin a competitive industry, production responds to
changes in profitability. The response of chicken companies to margin variation illustrates a
market that is working in a competitive and economically efficient manner. Abquéibrium
margins elicibhigher production that causes prices and margins to fall. Depressed margins are
an indication that production is in excess of market demand, production is reduced, and prices
and margins increase.

A model of chicken producearocessor margins above feedsts is maintained by FarmEcon.

This margin model is used by FarmEcon to predict the potential for chicken production changes
in the following year. If the margin increases it is a strong indication of rising chicken
production, and conversely, if margiall, production tends to decline.

The behavior and trends shown in the graph below are indicative of a competitively operating
sector where individual production decisions are largely driven by market prices, demand and
costs. This outcome is econonilgaefficient because market demand is driving production.
Consumers get the chicken they are willing and able to buy, proguoceessors get rewarded
with generally positive profit margins, and contract growers are assured that funds for their
paymentsare forthcoming.

Prior YeaFarmEcomargin Over Feed Cost, 2000 $ and % Change in RTC Chicken Production
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Data Source: USDANational Agricultural Statistics Service (NAB8)Itry Slaughterfound at
http://usda.mannlib.cornell.edu/MannUsda/viewDocumentinfo.do?documentIiD=11Btargins based on ERS
chicken price data, AMS feed ingredient prices, and a FarmEcon LLC feed cost model.
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A regression of percent changeoduction and the prior year margin (to give the sector time to
respond to changes in margins) shows a statistically significant (P=0.99) and positive
relationship between prior year margin and next year production changes. That is, when
margins weakerthe rate of production increase also typically declines.

The detailed regression result is shown below.

%Production Increase = A + B * Prior Year Margin (2000 $)

A =-0.10
B = 0.36 (t statistic = 4.90)
R =0.62

A +1 cent change in margin is associatgith a +0.36% change in production in the next year.
When the inflationcorrected margin declined to only $0.24 per pound in 2008, chicken
production declined by a record 4% the following year (2009). Strong margins i¥2Q084
resulted in an increasa iproduction growth. Also note that the long term decline in inflation
corrected margin has been accompanied by a long term decline in production growth rates.

Again, the margin model and production record shows an industry that responds to both its
costsand consumer demand. Chicken gets produced at prices that earn profits for preducer
processors, enable them to pay their costs, but also throttles production back if costs increase
or demand falls. This is how a competitive industry responds to maskets and remains

viable in the long run.

Major chicken partsvholesalepricing: There are significant trends in major chicken parts

prices that are also revealing. Chicken parts are priced based on an overall chicken supply that

in large part determinethe potential supply of parts. Demand for the individual parts can vary
independently over time, giving rise to changing relatparts prces. Depending on these
RAFTFSNBY G LINIEAQ RSYFYR Y2@0SYSydasz LI Nfrd LINA O
whole birds and the overall supply of chicken. The chart on the next page shows historical

trends for major chicken parts prices relative to wholesale prices for whole chickens.

Long term declines in relative boneless, skinless, breast meat (BSBhhenth breast meat
prices can be attributed to several factors. First, relatively high breast meat prices have
attracted the attention of chicken companies, and their breeding operations. Genetics were
changed to increase the yields of breast meaaa®rcent of the chicken carcass. The genetic
changes were focused on largezed broiler birds, further boosting breast meat production.

The combined effect was a shift the supply of breast meat to a higher share of overall chicken
production. That higer breast meat supply alone helped reduce prices.

At the same time, automation of the labantensive process of dboning chicken breasts to

make the boneless breast product reduced costs and waste. The combination of higher supply
and lower costs wagdanslated by market forces to halving of the BSBM relative price between
1991 and 200€009. Relative line run breast prices also dropped, but did not benefit from the
costreducing automated déoning innovations that had a major impact on BSBM pricing.

10
FarmEcon LLC, May 19, 2010



Competition in the U.S. Chicken Secto

The U.S. preference for chicken white breast meat has given chicken preahocessors
incentives to increase breast meat production as a percent of total production. Together with
costreducing deboning automation, since 1991, wholesale breast meatgwihave trended

lower relative to other major chicken parts. Prices fell because price competition ensured that,
over time, chicken producegsrocessors did not capture excess profits from eestucing and
yield-increasing innovation.

Primary Chicken ParPrices as a Percent of USDACIY Wholesal€ompositeChickerPrice
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Data Source: USDANASS12-CityWholesale ChickeRriceslivestock Dairy and Poultry Situation. Chicken parts,
USDA, Agricultural Marketing Service (AMS), fourtdtat/marketnews.usda.gov/portal/lg

Summary: Chicken industry returns at the wholesale level show little trend over time, but
substantial variation. By changing production in response to profitability changes, the chicken
sector responds to margin variation in a generally economically efficienhara Margin

variability in recent years has been a result of volatile feed costs that chicken companies cannot
offset by simply changing wholesale product prices in what is essentially a commodity market.
Rather, it takes broathased production adjustnmds to move wholesale prices. The industry
production adjustments made are consistent with the behavior of a competitive sector.

Contract growers are insulated from integrator margin risk by fixed price contract terms. They
receive payments that are ntied to market variations in prices of chicken and feed.

Prices of boneless/skinless breast meat have declined substantially in response to innovation
that increased breast meat yields and deboning operation production efficiency.

Competitive markets fochickens and chicken parts have kept prices in line with costs, and
ensured that benefits of innovation are ultimately passed along from prodpo@ressors to
domestic and export customers.
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Competitiveness ilDomesticMarkets

Since 1962, chicken produeprocessors have generally won an increasing share of the U.S.
meat diet. The same trend has been true on a global scale, and for the same reasons. While
the appeal of chicken is multiimensional, the price competitiveness discussed above has
played a najor role in this share increase. Other factors have included, but are not limited to:

Inherent cost and management advantages of vertical integration;

Feed efficiency that is much better than competing meats;

Integrator focus on evolving intermediate afidal customer product needs;
Resulting in rapid innovation in production, processing and products;

Tight control and targeting of genetics programs;

Ability to relatively quickly adjust production to accommodate changing demand;
Favorable health profilef chicken vs. red meats;

Increased attention to food safety; and

Sophisticated, datdriven, marketing and management systems

©CoNoO~wNPE

U.S. onsumption shareChicken has gained substantial market share at the expense of red
meats since 1962. The decline in chitlshare since 2007 shown in the graph below is likely to
be temporary. In 2009, many chicken produpencessors reduced production in response to
both higher feed costs and the 2008/2009 recession. In doing so, they have maintained the
profitability required to sustain operations, and might increase 2010 production. Beef and pork
producers were slower to adjust production, and continued to operate at a loss as of early
2010. As they reduce production in 2010, and if chicken production grows, theclsbkre

will increase.

U.S. Meat Consumption Shares, Retail Weight Basis; 2AQ@2
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Global production share:Similar long term trends for global meat production show chicken
increasing much faster than beef or pork, increasing share in the process. Using production
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Competition in the U.S. Chicken Secto

systems similar to chicken, turkey produg@ocessors have also increased share over time.
Theability of global poultry produceprocessors to increase share in competitive markets is
partially the result of the global adoption of the U.S. integrated business model and the other
factors listed above.

Global Meat Production Shares, 195108
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Data Source:FAO, FAOSTAT database, Accessed 4/9/2010.

Product innovation Innovation has occurred at a more rapid rate in chicken products than
either pork or beef. This has been carefully documented in the case of beef versus chicken. A
study done aKansas State University (Mintert, 2009) showed a major difference between U.S.
beef and chicken product introductions between 1997 and 2008. Over that period there were
3,579 rew beefproductintroductionsclaimingconvenient,microwaveable oease ofuse
versusb,633for chicken.

It is not unusual for chicken produceprocessors to have thouse new product innovation
centers where customers are invited to participate in the process of product design. This can
lead to the potential for rapid translatioof evolving customer product ideas into products on
grocery shelves and in eating establishments.

Another indicator of new product introduction in the chicken sector has been the rate at which
producerprocessors have moved away from selling whole chickedsinto cutup and further
processed products. In 1962, almost all chicken was sold as fresh or frozen meat, and most of
that was in the form of whole birds. By the early 2000s, whole bird sales had dropped to about
10% of total sales and further pragged products were almost 50% of the sales mix. Within the
further processed product category, there are thousands of product offerings designed to meet
a wide variety of needs in both the retail and foodservice channels. The product
transformation recod of the sector is an indirect indication of intense competition for volume
and market share.
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Competition in the U.S. Chicken Secto

In recent years, sales trends by major product form have flattened, but as shown by the Mintert
study cited above, new product introductions have continued. fldteening likely represents a
maturation of the furtherprocessed market more than any lessening of competitive pressures.

In addition to the product form data in the graph on the next page, the National Chicken
Council has also collected aggregated datshare of chickens sold by market channel. As
shown in the graph on the next page, changing consumer eating patterns have also caused
distribution patterns to shift rapidly since the 1990s. The shifts were led by changing consumer
demand patterns workig through a competitive marketplace. The 2009 shifts were somewhat
influenced by the recession, and resulting consumer demand for less-adtlexl/foodservice
products and more retail fresh chicken.

Percent of Chicken Sold by Major Product Form, 12@8B
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EstimatedShare of Broilers for Major Domestic Market Segments

60%

50%

40%

30% —_——

20% = —

Percent of Birds

10%

0%

\o] 0 A D ] O N 2 O » H 3 \ 5 %
) o) ) > ) N N O Q QO M o & S O
S N O S S S S SIS S P

Deboning for Further Processing 3/ Retail Grocery 2/ Fast Food/Foodservice 1/

Note: Shareés measured in number of broilesold irto each category, not poundsf meat

* 2006 forward estimatedy FarmEon LLC and NCC based on new AMS weight categories

1/ Primarily cutup/parts for fried chicken and similar. May also include Cornish hens. 4.20 pounds and smaller, liveweight.
2/ Primarily fresh, unprepared parts prepackaged for supermarket meat depatsng 21 to 5.25 pounds, liveweight.

3/ May also include young, heavy roasters for retail grocery. 5.26 pounds and larger, liveweight.

Data SourcePoultry Market News/AMS/USDA.

14
FarmEcon LLC, May 19, 2010



Competition in the U.S. Chicken Secto

Vertical integration: The vertically integratedystem used by chicken companies has been a
major contributor to its ability to compete with other meats. The system allows control of the
production process from inception to final product form. Integrated companies have a broad
span of control, and th&iproduct accountability. They have the sole responsibility to control
product safety, quality and integrity from breeding, to live production, through slaughter and

into processing operati
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tight control of the vertically integrated system is a drug residue violation rate that is a small

fraction of the overall level for animal protein products (FSIS, ZTWB3).

FSIS Drug Residue Monitoring Results, 20038

B voung Chicken Al Production Classes
Residu¢ Violation Residue Violation

Year | Samples Violations Rategl SamplesViolations Rate
2008 883 0 0.00% 17,876 20 0.119
2007 1,520 0 0.00% 20,853 56  0.279
2006 944 0 0.00% 21,073 75 0.36Y9
2005 637 0 0.00% 21,479 62  0.299
2004 1,677 1 0.06% 19,001 70  0.379
2003 2,245 0 0.00% 26,214 87 0.33¢9
2002 2,137 0 0.00% 26,995 75 0.289
2001 2,432 3  0.12% 32,162 64  0.209
2000 2,463 2 0.08% 33,920 154  0.459
Total | 14,938 6  0.04% 219,573 663  0.30%

Summary: Competition in the chicken sector has driven product innovation and increased
an ks Isdedbad compeftiddndvantage oveyndrS I NI G A 2
integrated production systems. The chicken industry is highly respwtsichanging consumer
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demand.
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Competitiveness irExport Markets

U.S. chicken producearocessors have also had success in exporting chicken, especially dark
meat. Also, the vertically integrated model of chicken production that evolved in the U.®. in th
1950s has been adopted by much of the global chicken production system.

Since 1991 there have been two major increases in U.S. chicken exports and a stable period
between (see chart, next page). In 2010, the most recent growth trend will be challegged b
Russian effort to reduce chicken exports, and China is in the process of placing steep anti
dumping import levies on U.S. chicken. In part, both of these restrictions are due to the fact
that local producers in both countries find it difficult to coetp with low cost U.S. production.

FarmEcon LLC, May 19, 2010
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Competition in the U.S. Chicken Secto

The export success of the U.S. chicken sector is in part due to efficiencies of large scale
production, and in part to the low demand for dark meat relative to white meat chicken by U.S.
consumers. Precise data are diffit to find, but the cost of U.S. chicken production is generally
considered to be lower than any other major producer except Brazil.

U.S. Chicken Exports, 192009
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Data Source:USDAForeign Agricultural Service (FAS), found a
http://www.fas.usda.gov/psdonline/psdQuery.aspx

Barriers to Entry, Market Share, and Market Niches

Barriers toentry: Effective competition may require that entry to a sector not be blocked by
existing firms or other factors. Entry még by a newiirm, or geographical expansion of an
existing firm. The major barrier to commercial chicken production entry is not so much access
to markets and customers as it is a wide range of government food safety, worker safety, and
environmental regulations thaset high standards that must be met for food production in
general, and poultry in particular. Low, and highly variable, profit margins may also be a barrier
to entry. Despite barriers, there has been entry into the market in recent years.

Brand powercan also be a barrier to entry. In the chicken business, the only brands of
importance are on products sold in retail grocery stores. Products that move through the
foodservice channel may carry company brand names on the packaging, but these arenot oft
presented to the end customers in restaurants and other eating places. It is also a common
practice for large foodservice companies to source chicken products from multiple suppliers to
promote price competition.

In the retail fresh, frozen and furthgrocessed channels, it is also common to see multiple
brands in stores and regional differences in chicken suppliers within both national and regional
retail food chains. As is the case with foodservice, retail chains also often buy from multiple
chickensuppliers to promote price competition. Retail stores also have the option of carrying
private label fresh, frozen, and furth@rocessed chicken products.

16
FarmEcon LLC, May 19, 2010


http://www.fas.usda.gov/psdonline/psdQuery.aspx

Competition in the U.S. Chicken Secto

Despite barriers, entry into integrated U.S. poultry production has occurred in recent times.
Enty has taken the form of both new firms and expansion of trade areas to new regions.

1 Custom Poultry Processing pledto start chickenproductionand processing in lowa
as early as April 2010rhis company plans to specialize in halal, organic and antibi
free products. The company has invested approximately $5 million in a production
plant.

1 A second potential market entry in 2010Lgecher Caponslso of lowa, moving into
chicken processing.

T In 2009, Foster Farms of California entered the southésS. chicken mquet with the
LIZNOKIF a8 2F | tAf3INARYQa O2YLIX SE |G CI NXYSND
chicken business in 1939, its market has been largely limited to the western U.S.

1 In 2010, Sanderson Farms will expand into the easternrhafket when the company
completes a new North Carolina production complex. Plans for a second North Carolina
complex were announced on March 29, 2010.

Also, there have been recent, and significant, entries into turkey production and processing. In
onecase, a group purchased an existing plant, and the other was augtaxdmpany in a new
facility.

T LY HananX | 3INRBdzZL) 2F tAfANRAYQAa t NARS O2yidNI
management group, purchased a Virginia turkey processing plant thatl®igQa oI a
divesting. They established tMirginia Poultry Growers Cooperative,.las a privately
held Virginia corporation. The company was the #9 prodypcecessor of U.S. turkey in
2009. The company is currently a major supplier of turkey meather processors.

1 While the Virginia cooperative started with an existing plant, Dakota Provisions entered
the turkey processing business with a new facility that went into production in
December, 2005. Organized by 44 contract owner/growers, the compakgd as the
#12 turkey produceprocessor in 2009. They supply turkey to retail stores, foodservice
and export channels. Product forms produced include fresh, frozen and fully cooked
turkey meat. The company plans to invest about $2.5 million in 2¥1&xpansion and
production facility upgrades.

Finally, over the last decade, we have seen the creation of a small scale meat production sector
that specializes in free range and organic production. One directory listing some of these small
producers carbe found athttp://www.greenpeople.org/OrganicMeat.html The directory lists

over 500 producers and suppliers of organic and free range meat, poultry and dairy products.
According to the 2008 Agultural Census, 30.6 million organic chickens were raised by 285
organic chicken producers in 2008 (USDA, 2010).

Countervailingpower: Another major issue that has led to increasing concentration of the
chicken industry has been the consolidation ofitreistomer base. There are two major issues

17
FarmEcon LLC, May 19, 2010


http://www.greenpeople.org/OrganicMeat.html

Competition in the U.S. Chicken Secto

that the consolidation of the foodservice and retail channels have caused for all of their
supplying companies:

1. The increased bargaining power of edarger foodservice and retail chains has led to
the desireon the part of their suppliers to offset that power with scale and power of
their own. It is difficult to imagine that numerous small, independent, chicken suppliers
could bargain effectively with large national and regional retail food chains.

2. Large foodervice and retail chains want suppliers that are dependable and can furnish
large amouts of a diverse set of products for their operations. It would be more
difficult for small companies to ingendently cope with this set of demands, especially
the voume requirements.

Companylongevityand size There were 38 commercial chicken production companies listed
in the 2010Poultry USAnnual survey of commercial produegrocessors. A list of those
companies with related statistics is in the appendix ts tudy. Of the 38, #re wereno

entries in the 2000g¢wo in the 1990s, one the 1980s and two in the 1970s. Tfinrtye

entered the chicken business before 1970. The lack of market entry since the 1970 and th
longevity of companies indicate thathile those in the business are viable, new entry has
become difficult and not particularly attractive to investment. The situation is not likely to
change as regulatory barriers continue to increase.

The average entry date of the smallest 10 companies 187, for the largest 10 companies it

was 1950, and for the middle 18 it was 1945. Total weekly 2009 RTC production of the smallest
10 companies was 2.5% of the production of the largest 10. In 2009 production of the smallest
10 companies averaged 2.3rowth over 2008, while the largest 10 reduced production by an
average of 2.7%. The middle 18 companies increased 2009 production by 0.6%.

Chickerintegrator Market Entry by Decade of Initial Entry

Data Source: Company names frofoultry USAFebruary, 2010. Decade of entry dates are from company web
sites, general Internet search, and personal contact with company personnel. Potential 2010 market entries were
not finalized as of the date of this study, and are not included.
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