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CClSH S g T T L m  FOR FEEDER CATlGE 

Gene Murra 
Department of Economics 

BEEF REPORT 
CBlFTLE 86-33 

The change i n  the  f eede r  c a t t l e  f u t u r e s  con t rac t  from physical  de l ive ry  t o  
cash se t t l emen t  should not  a f f e c t  a  producer 's  n e t  p r i c e  f o r  h i s  f eede r  c a t t l e .  
For those producers who hedge o r  use t h e  cash forward cont rac t .  t h e  main impact 
is i n  the  bas i s .  Now, a  smal ler  b a s i s  (by about $3) should be used compared t o  
what the producer used p r i o r  t o  cash  se t t lement .  

Under t h e  o ld  de l ivery  procedure. once a producer used the  f u t u r e s  market a s  
a  hedge ( so ld  a  f u t u r e s  c o n t r a c t ) ,  t h e r e  were two a l t e rna t ives - -e i the r  buy back 
t h e  con t rac t  o r  de l ivery .  I f  t he  con t rac t  was not  "bot" back ( o f f s e t ) .  de l ive ry  
was required.  Now. i f  a  con t rac t  o r i g i n a l l y  so ld  i s  not  o f f s e t ,  cash se t t l emen t  
i s  automatic.  No f u r t h e r  a c t i o n  i s  required by t h e  user .  

(Key Words : Cash Settlement,  Futures,  Feeder c a t t l e .  ) 

In t roduct ion  

A major change recen t ly  was made by t h e  Chicago Mercanti le  Exchange i n  the  
f eede r  c a t t l e  f u t u r e s  cont rac t .  The con t rac t  now i s  under cash se t t lement ,  which 
means t h a t  de l ive ry  of t h e  physical  product ( f eede r  c a t t l e )  no longer  i s  
poss ib le .  That change went i n t o  e f f e c t  wi th  t h e  September. 1986, con t rac t ,  

The change was made f o r  s e v e r a l  reasons. The problems as soc ia t ed  wi th  
de l ive ry  of f eede r  c a t t l e  a r e  el iminated.  That inc ludes  both the  u n c e r t a i n t i e s  
and d i spu tes  a s soc ia t ed  wi th  de l ive ry  and t h e  c o s t s  incurred  i n  t h e  de l ive ry  
process. Also. t h e  cash se t t l emen t  process w i l l  promote a  more s t a b l e .  
p red ic t ab le  cash-futures p r i c e  r e l a t ionsh ip .  That r e l a t i o n s h i p  i s  c a l l e d  t h e  
bas i s .  A more s t a b l e  and p red ic t ab le  b a s i s  makes hedging a more use fu l  t o o l  f o r  
t h e  user .  

Since only a  small  percentage of producers use the  f u t u r e s  market. it may 
appear t h a t  the  change won't a f f e c t  many feede r  c a t t l e  producers. However, t h e  
change has a  g r e a t e r  impact than f i r s t  might be expected, I n  a d d i t i o n  t o  t h e  
impact on those who use t h e  f u t u r e s  market t o  hedge, t h e r e  i s  an impact on 
producers who use cash forward con t rac t s  and a l s o  on those who use the  f u t u r e s  
market a s  a  f o r e c a s t  of f u t u r e  p r i ces .  The purpose of t h i s  r epor t  i s  t o  descr ibe  
t h e  se t t lement  procedure and its impact on f eede r  c a t t l e  producers. 

Def in i t ion  

Cash se t t l emen t  is an a l t e r n a t i v e  t o  t h e  cu r ren t  Feeder C a t t l e  physical  
de l ive ry  se t t l emen t  procedure. An average of a c t u a l  cash market p r i c e s  of f eede r  



c a t t l e ,  known a s  t h e  U.S. Feeder S t e e r  P r i c e  o r  USFSP, i s  t h e  f i n a l  s e t t l emen t  
p r i c e  which w i l l  be used f o r  f eede r  c a t t l e .  (The USFSP i s  l i c e n s e  from C a t t l e  
Marketing Information Services Inc.,  a  nonprof i t  co rpora t ion  known as  
"Cattle-Fax".) That p r i c e  w i l l  be appl ied  on t h e  l a s t  day of t r ad ing ,  which i s  
t h e  day of matur i ty  of t h e  con t rac t .  A l l  p o s i t i o n s  remaining open a t  con t r ac t  
e x p i r a t i o n  a r e  s e t t l e d  i n  cash based on t h i s  f i n a l  s e t t l emen t  p r i c e  r a t h e r  than  
by d e l i v e r i n g  o r  rece iv ing  f e e d e r  c a t t l e .  

Contract  Dif ference  Between Cash Set t lement  and Physical  Delivery 

There a r e  t h r e e  major d i f f e rences  i n  t h e  con t rac t  s p e c i f i c a t i o n s  used t o  
a r r i v e  a t  t h e  cash se t t l emen t  p r i c e  from those used f o r  phys ica l  de l ive ry .  
F i r s t ,  t h e  cash se t t lement  p r i c e  i s  based on s a l e s  of feeder  s t e e r s  weighing 
between 600 and 800 l b  r a t h e r  than t h e  cu r ren t  575 t o  700-lb weight range. The 
weight range has been expanded t o  inc lude  a  broader  group of feeders  produced 
throughout t h e  U.S. 

Second, t h e  cash se t t l emen t  p r i c e  i s  based on s a l e s  of f eede r  s t e e r s  which 
w i l l  grade 60 t o  80% Choice when f ed  t o  s l augh te r  weight.  The phys ica l  d e l i v e r y  
c o n t r a c t  had somewhat t i g h t e r  grade s p e c i f i c a t i o n s .  

Third, p r i c e s  of c a t t l e  included i n  t h e  USFSP a r e  from numerous l o c a t i o n s  i n  
27 s t a t e s .  When phys ica l  de l ive ry  was poss ib le ,  de l ive ry ,  when made, w a s  t o  be 
a t  one of 11 acceptable  de l ive ry  s i t e s  i n  only 10 s t a t e s .  Therefore, t h e  cash 
se t t lement  p r i c e  is based upon a l a r g e r  number of l o c a t i o n s  from a g r e a t l y  
expanded area .  

Determination of F ina l  Cash Set t lement  P r i ce  

Cattle-Fax ob ta ins  auc t ion  p r i c e s  and d i r e c t  s a l e  p r i c e s  f o r  600 t o  800 l b  
f eede r  s t e e r s  s e l l i n g  i n  27 s t a t e s  i n  t h e  four  geographic reg ions  of t h e  West, 
t h e  North, t h e  Cent ra l  and t h e  Southeast.  South Dakota i s  i n  the  West reg ion  
along wi th  North Dakota, Montana, Wyming and Iowa. The North Dakota p r i c e  and 
t h e  South Dakota p r i c e  a r e  combined i n t o  a  s i n g l e  p r i c e  f o r  t h e  two s t a t e s .  

There a r e  f i v e  b a s i c  s t e p s  used i n  c a l c u l a t i n g  t h e  USFSP. 

(1) A p r i c e  i s  c a l c u l a t e d  f o r  t h e  auc t ion  c a t t l e  so ld  i n  each s t a t e  o r  
s t a t e  group. 

(2)  A p r i c e  i s  ca l cu la t ed  f o r  t h e  d i r e c t  s a l e  c a t t l e  i n  each s t a t e  o r  s t a t e  
group. 

( 3 )  P r i c e s  obtained i n  (1) and (2) a r e  combined i n t o  a  s i n g l e  p r i c e  f o r  
each s t a t e  o r  s t a t e  group. 

( 4 )  A p r i c e  i s  ca l cu la t ed  f o r  each of fou r  regions by averaging t h e  p r i c e s  
of a l l  s t a t e s  i n  each region. 

(5)  F ina l ly ,  t hese  fou r  reg ional  p r i c e s  a r e  combined i n t o  a  s i n g l e  n a t i o n a l  
price--the USFSP. 

The USFSP i s  published da i ly .  The f i n a l  cash se t t lement  p r i c e  i s  an average 
of t he  USFSP f o r  t h e  l a s t  day of t r ad ing  and t h e  preceding six-day period. 



The cash - se t t l ed  c o n t r a c t  w i l l  t e rmina te  t r a d i n g  on t h e  l a s t  Thursday of t h e  
e x p i r a t i o n  month. However, i f  a  ho l iday  f a l l s  on any of t h e  f o u r  weekdays p r i o r  
t o  t h a t  Thursday, t r a d i n g  w i l l  t e rmina te  on t h e  f i r s t  p r i o r  Thursday t h a t  i s  n o t  
a  ho l iday  and i s  n o t  s o  preceded by a  hol iday.  

Impact of Changes on P r i c e s  

A s  t h e  ma tu r i t y  d a t e  of a  c o n t r a c t  approaches, and t h a t  i s  around t h e  20th  
day of t h e  c o n t r a c t  month, cash  and f u t u r e s  p r i c e s  tend t o  converge. When 
d e l i v e r y  was poss ib l e ,  t h e  convergence p r i c e  l e v e l  was c l o s e  t o  t h e  cash  p r i c e  a t  
major accep tab le  d e l i v e r y  l o c a t i o n s .  Now, under cash se t t l emen t ,  t h e  convergence 
p r i c e  l e v e l  w i l l  b e  c l o s e  t o  t h e  USFSP p r i ce .  The convergence p r i c e  l e v e l  now 
w i l l  b e  lower than  under t h e  system where d e l i v e r y  was poss ib l e .  There a r e  
s e v e r a l  reasons  f o r  t h a t  lower p r i ce .  

F i r s t ,  s i n c e  phys ica l  d e l i v e r y  i s  n o t  r equ i r ed ,  t h e r e  a r e  no c o s t s  of 
de l ive ry .  P r i ce s  on t h e  f u t u r e s  market w i l l  no t  be  "bid-up" t o  cover  t h a t  c o s t .  
Second, t h e  wider  weight range, e s p e c i a l l y  t h e  i n c l u s i o n  of h e a v i e r  animals and 
t h e  l o o s e r  q u a l i t y  grade s p e c i f i c a t i o n s ,  w i l l  cause a  lower p r i c e  under t h e  cash 
s e t t l e m e n t  system. Third,  p r i c e s  c o l l e c t e d  from h i s t o r i c a l l y  low-priced a r e a s  
w i l l  no t  b e  ad jus t ed .  The r e s u l t  w i l l  be  a  lower p r i c e  under  cash  se t t l emen t  
than  was t r u e  w i t h  de l ive ry .  

Est imates  of t h e  impact of t h e  above changes have been i n  t h e  range of $2 t o  
$5 p e r  hundredweight. General ly ,  a  p r i c e  r educ t ion  i n  South Dakota of $3 p e r  
hundredweight appears  l i k e l y .  

Impact on Producers 

A lower p r i c e  on t h e  f u t u r e s  market a s  a  r e s u l t  of t h e  above changes does 
no t  mean lower f e e d e r  c a t t l e  p r i c e s .  The changes, nonethe less ,  a r e  important .  

Ce r t a in ly ,  u s e r s  of t h e  f e e d e r  c a t t l e  f u t u r e s  market should be  aware of t h e  
change. F i r s t ,  they  no longe r  w i l l  d e l i v e r  a g a i n s t  t h e  con t r ac t .  Second, they 
must n o t e  t h a t  t h e  "new" p r i c e  quoted on t h e  f u t u r e s  board r ep re sen t s  a  s l i g h t l y  
d i f f e r e n t  e n t i t y  than  was represented  under phys ica l  d e l i v e r y  and t h a t  t h e  p r i c e  
i s  lower. Again, t h i s  does - n o t  mean t h a t  t h e  producer ends up w i t h  a  lower 
p r i ce .  Rather,  i t  means t h a t  a  sma l l e r  b a s i s  should be  used. I f  under phys i ca l  
d e l i v e r y ,  t h e  producer  sub t r ac t ed  $3 from t h e  f u t u r e s  p r i c e  t o  a r r i v e  a t  a  
l o c a l i z e d  p r i c e ,  now no deduct ion i s  necessary.  O r ,  i f  under phys ica l  d e l i v e r y  a  
producer was a b l e  t o  add $3 t o  t h e  f u t u r e s  p r i c e  ( h i s  l o c a l  market i s  an  
extremely good one, h i s  animals a r e  much l i g h t e r  than  those  descr ibed  i n  t h e  
c o n t r a c t  o r  o t h e r  reasons could enable t h e  producer t o  do t h a t ) ,  now a $6 f i g u r e  
could be  added t o  a r r i v e  a t  a  l o c a l i z e d  p r i ce .  

The same concept a p p l i e s  t o  producers  who use t h e  cash  forward c o n t r a c t .  I n  
gene ra l ,  cash forward c o n t r a c t s  involve t h e  de te rmina t ion  of a  p r i c e  i n  one time 
per iod  w i t h  product  de l ive ry  i n  another .  I n  most cases ,  t h e  cash forward 
c o n t r a c t  p r i c e  i s  based upon t h e  f u t u r e s  market and u s u a l l y  involves  a  deduct ion 
from t h e  f u t u r e s  market quote.  With t h e  new method of p r i c e  de te rmina t ion  f o r  
t h e  f u t u r e s  c o n t r a c t ,  a  sma l l e r  deduct ion ( o r  a  b igge r  add-on) should be  used. 
For example, a  producer dec ides  i n  March t o  forward c o n t r a c t  h i s  ca lves  f o r  F a l l  
d e l i v e r y  bu t  wants t o  dec ide  on p r i c e  now. I f  t h e  f u t u r e s  market f o r  f e e d e r  
c a t t l e  i s  used t o  a r r i v e  a t  t h a t  p r i c e ,  a  s m a l l e r  f i g u r e  (say $3 sma l l e r )  should 
be  s u b t r a c t e d  from t h e  f u t u r e s  p r i c e  now than  would have been s u b t r a c t e d  under 
t h e  phys i ca l  d e l i v e r y  system. 
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