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Abstract

U.S. farm policy reforms in 1996 produced significant overproduction of
supported crops, with prices falling to levels that were often below average farm
production costs. Among the beneficiaries of the policy shift were the largest corporate
purchasers of supported crops, as they saw a steady supply of low-priced inputs.
Industrial livestock firms were among the most significant buyers of U.S. corn and
soybeans, the main components of livestock feed. Filling an important gap in the
literature, this paper estimates the savings to industrial hog operations between 1997 and
2005 from feed components priced at levels below their production costs. The savings are
found to be significant. We also find that industrial hog companies benefited from weak
federal regulation of environmental pollution from livestock operations. We estimate the
costs to industrial hog firms of compliance with new environmental regulations regarding
mitigation of surface-water contamination from excess manure concentrations. This cost
is also found to be significant. We assess the implications of these findings for the
continued consolidation and industrialization of the industry. We find that mid-sized
diversified farms that grow their own feed may well be able to compete on cost with
large-scale industrial operations if the latter pay full cost for their feed and have to pay
for just one part of their externalized pollution costs.
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Living High on the Hog:
Factory Farms, Federal Policy, and the
Structural Transformation of Swine Production

Elanor Starmer and Timothy A. Wise®
Executive Summary

In the mid-1960s, a North Carolina high school teacher named Wendell Murphy
decided to borrow $3,000 and open a feed mill. He soon realized something that
diversified grain and livestock farmers had known for years: raising animals is a useful
way to add value to relatively cheaper grain crops, particularly because livestock can be
fed off the leavings after grains are harvested. Murphy had plenty of corn husks and other
leftover organic matter sitting around his mill, so he built a pen, purchased a few hogs,
and began to raise them (Stith, Warrick and Sill 1995). While the decision probably
seemed an incidental one at the time, it was in fact revolutionary. By bringing hogs onto a
feedlot rather than a farm, Murphy was pioneering a new, integrated system in which
hogs are owned and raised not by farmers who feed them home-grown grains but by feed
millers or meat packers who ship feed in from afar.

The structure of hog farming in the United States has changed dramatically since
Murphy came on the scene. When Murphy opened his mill, 60% of all grain farmers in
the United States also raised hogs. The animals not only added value to grain production
but also had positive environmental benefits: they reduced the need for chemical
fertilizers because rotational grazing or manure-spreading built up organic matter on the
land. But between 1982 and 2002 the number of hog farms in the United States fell by
76%, while the number of hogs produced increased by 10%, to over 60 million animals
(USDA/NASS 2006). By 2000, Murphy’s company was the largest hog producer in the
nation, owning some 6 million hogs across five states (Morris 2000). It has since been
purchased by Smithfield, now the largest hog producer in the world (Hendrickson and
Heffernan 2005).

The industry as a whole bears little resemblance to the diversified hog production
system of old. It is an industrialized system built around what Minnesota analyst David
Morris describes as, “a vision of a single farm with...tens of thousands of sows and
hundreds of thousands of hogs in acres of climate-controlled buildings surrounding giant
open-air manure lagoons that [hold] as much sewage as that of a large human city”
(Morris 2000).

Confined animal feeding operations (CAFOs), sometimes called factory farms or
industrial animal operations, are defined by the Environmental Protection Agency (EPA)
as livestock operations that do not sustain their own crops or other animal feed and that

! Funding from the Tufts Institute of the Environment supported this research. The authors gratefully
acknowledge the feedback of Professors Willie Lockeretz and Bill Moomaw on earlier drafts.
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house more than 1,000 “animal units”—equivalent to 2,500 swine of 55 pounds or more
(40 CFR 122.23 (b)(1)). Hog CAFOs in particular have been widely criticized in the
environmental, public health, and toxics literature. Main concerns include nutrient runoff
from manure, which leads to water and soil contamination; particulate matter air
pollution; and overwhelming odor.

Supporters of the shift toward the CAFO model of livestock production argue that
it is an inevitable result of market forces. The literature does provide evidence of some
economic benefits associated with the kind of top-down, integrated meat production
system of which CAFOs are a part, including better control along the supply chain and
reduced transaction costs. We suggest here, however, that forces other than the invisible
hand have helped drive the rapid growth in CAFOs over the last 25 years. In particular,
commaodity policies put in place between the mid-1970s and 1996 and lax environmental
regulation of industrial livestock facilities have had the effect of reducing CAFOs’
operating costs compared to those of smaller-scale, diversified operations. In this paper,
we estimate those savings and their implications for CAFO competitiveness.

We begin by examining how recent changes to commodity policy have affected
the price of feed, hog CAFOs’ largest single variable cost. The 1996 Farm Bill, which
ended an era of federal production and price controls for agricultural commodities and
ushered in one in which commodity prices dropped below production costs, reduced feed
costs for specialized livestock operations that buy their feed. As a result, these operations
have seen lower operating costs on average than they would have if feed prices accurately
reflected what the components cost to produce. We estimate these gains and find that
after the passage of the 1996 Farm Bill, the average market price of hog feed was 26%
lower than what the feed cost to produce. This decline brought operating costs for
CAFOs down by 15%. The savings to CAFOs between 1997 and 2005 averaged $947
million per year, a 535% increase over the 1986-1996 period.

We then examine one of the many cited environmental externalities of CAFO
production, estimating how much hog CAFO operating costs would increase if
environmental regulations forced the operations to minimize surface-water contamination
through more stringent manure management. Forcing industrial hog operations to
internalize surface-water pollution costs would negatively affect operating costs for
CAFOs, particularly relative to smaller-scale, diversified operations that apply manure to
farmland at agronomic rates. Drawing on data provided in two academic studies that
assess the cost of alternative manure-management strategies, we find that the use of
alternative technologies and/or the acquisition of more land to reduce over-application of
manure would raise CAFOs’ operating costs by 2.4%-10.7%, depending on the strategy
employed.

We conclude that in an economic climate of full-cost feed and with more stringent
environmental regulation, CAFOs would see their operating costs rise by between 17.4%
and 25.7%. According to USDA estimates, this could virtually eliminate the apparent
cost advantage CAFOs have had over mid-sized diversified hog producers.
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That new economic climate may be upon us now. The ethanol boom has sent corn
and soybean prices near or above production costs, while new EPA regulations set to take
effect target surface-water contamination from CAFOs. With these added costs, CAFOs
may have difficulty out-competing mid-sized, diversified hog producers purely on cost. It
may well be shown that CAFOs’ apparent economies of scale have been less the result of
efficiency than they are the result of government policies that have favored large-scale
industrial animal production.

I. Background: The New Livestock Production Model

Like many players in the food and agriculture sector, livestock operations have
become larger and more integrated in recent years. Agribusiness firms have taken control
of all stages of the meat production process, from genetic breeding to feed-milling, to
growing and processing the animals, to packaging and distributing the meat to stores
across the nation and the world. Increasingly, this system is controlled by firms that
contract out much of the production process to “growers” but ensure quality control by
strictly regulating and monitoring the farmers with whom they hold production
contracts.”

In the industrial model, production expenses are reduced through economies of
scale, which spread fixed costs across a greater number of animal units, and through
mechanization, which reduces labor costs. Animals in the industrial system are housed in
massive climate-controlled “barns,” often on grounds that look less like a farm than an
industrial warehouse. Use of sub-therapeutic antibiotics and the maintenance of a sterile
environment reduce animal loss despite confinement conditions. Strict control of
breeding stock results in a proliferation of standardized animals whose feed efficiency
produces the maximum amount of meat for the least cost.

Efficiency in the industrial livestock production model has been augmented by
vertical integration in the industry—mergers, acquisitions, or other business relationships
that tie meat production systems together from feed production through to processing and
even retail distribution (see, for example, Henry and Raunikar 1960; Steedle 1986;
Knoeber 1989; Bugos 1992; Aho 1999; Martinez 1999; Paul 1999; Tweeten 2001;

2 A large body of literature addresses problems in contract agriculture, an issue that, while an important
facet of modern hog production, is beyond the scope of this paper. Major concerns expressed in the
literature include the erosion of spot markets when an excessive share of production value is under
contract; the prevalence of production contracts and the presence of contracting firms on both the buying
and selling sides of markets; risk-shifting from the integrator to the contract grower; and the inclusion of
mandatory arbitration clauses or non-transparent language in production contracts. (Duffy, Ikerd,
Kleibenstein et al. 1995; Hamilton 1995; Knoeber 1995; Plain 1997; Morrison 1998; Agricultural
Marketing Service/lUSDA; Krebs 2000; Taylor 2002; Grimes 2003; Senate Agriculture Committee 2004;
Constance 2005; ILSR 2006; National Campaign for Sustainable Agriculture (NCSA) 2006; WORC 2006).
However, contracting is also associated with increased cost efficiency because contracts may facilitate the
exchange of information or technology between integrators and growers (McBride and Key 2003).
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MacDonald, Perry, Ahearn et al. 2004). Among the benefits to firms of a vertically
integrated, industrialized system are reduced transaction costs; greater control of supply,
quality, and price differentiation along the production chain; reduced volatility of spot
markets; easier dissemination of new technology; and the perception of reduced risk by
both the firm and the individual producers involved because of contract arrangements
(Key 2005).

While the companion trends of industrialization and vertical integration have
quickened pace in the last twenty years, they are by no means new phenomena. Indeed,
both were present in the broiler chicken industry as early as the 1930s, as detailed in
Constance (2002) and Starmer, Witteman and Wise (2006). The advent of
industrialization, which reduced labor costs and increased feed efficiency, and vertical
integration, which facilitated transactions between production stages and allowed for
greater quality and supply control, were seen by many as a boon for the broiler
companies involved. The industry saw its average feed efficiency double between 1945
and 1970, while labor productivity rose an annual average of 10.5% over the same
period. Overall production costs dropped by nearly 90% between 1947 and 1999 (Aho
1999; MacDonald, Perry, Ahearn et al. 2004).

Pork and beef firms have followed the poultry example in recent years. The hog
sub-sector in particular demonstrates high levels of vertical integration and
industrialization. According to the USDA’s Economic Research Service, the share of the
U.S. hog inventory housed in facilities with 2,000 or more animals increased from 37%
in 1994 to nearly 75% by 2002; in 2001, slightly more than half of the hog inventory was
housed in facilities with 5,000 head or more, compared with about a third of the
inventory in 1996 (McBride and Key 2003).°

However, evidence suggests that the economies of scale that favored
industrialized poultry operations may not offer as many gains in the hog sector. In an
analysis of USDA ARMS survey data from 1998, McBride and Key find that economies
of scale are most evident between small (1-499 head) and medium (500-1,999 head)
operations, leveling off as operations grow beyond 2,000 head. They find very little
difference in production cost between large (2,000-4,999 head) and industrial (5,000 +
head) operations. The authors also find that managerial ability “is probably as important
as size economies in lowering the costs of hog production.” They state, “There is
substantial variation in production costs that cannot be attributed to size of operation. The
distribution of costs by size of operation indicates that, despite higher average costs
among small- and medium-sized operations, many of these operations can produce hogs
at a cost that is competitive with larger operations” (McBride and Key 2003 p. iv).

® Notably, as the size of individual hog production facilities has grown, the market power of the top
integrated hog firms has increased as well. According to Hendrickson and Heffernan (2005), four hog
companies control nearly 50% of all hog production in the United States, and four control 64% of pork
packing. Analysts note that concentration at these levels may affect smaller producers’ access to markets,
result in price discrimination, or raise prices for consumers (McBride and Key 2003; USDA/ERS 2003;
Senate Agriculture Committee 2004).
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Another notable difference between the broiler and hog sectors is the number of
smaller hog operations still producing in the United States. The USDA reports that nearly
all of the broilers produced in the United States are now done so under production
contracts with vertically integrated firms using the industrial model of production
(Hamilton 1995; Martinez 2002). However, more than 25% of hogs are still produced on
operations with fewer than 2,000 head, and these small and mid-sized operations
produced the majority of hogs as late as 1996 (McBride and Key 2003).

Thus, while it is clear that the industrial model offers efficiencies not available to
very small hog operations, the benefits of industrial production over well-managed mid-
sized diversified operations, which can make use of their own economies of scale, are
less clear. Also demanding further inquiry is the issue of the costs that industrial hog
facilities may externalize to rural communities, the environment, or public services.

As we demonstrate below, recent farm and environmental policies have tended to
favor industrialized hog operations by reducing their costs relative to smaller diversified
hog farms. In doing so, they have contributed to the separation of crop and livestock
production and facilitated, if not encouraged, polluting practices such as the over-
application of manure to land.

1. Commodity Policy, Low-cost Feed, and Hog Production

When the 1996 Farm Bill was passed, supporters and critics alike termed it the
most significant shift in U.S. agricultural policy since the 1930s. The elimination of
supply-control and price-stabilization programs put in place during the Depression—
including land set-asides and grain reserves—brought acreage back into production, as
did the introduction of greater planting flexibility. The 1996 bill also eliminated
remaining price supports (Ray, De La Torre Ugarte and Tiller 2003). As discussed at
length in Starmer, Witteman and Wise (2006), these policy changes provoked several
important economic shifts in the period following the 1996 bill: declining commodity
prices, izlcreased production levels, rising input costs, and stagnant or declining net farm
income.

At the time the 1996 Farm Bill was authorized, market prices for most agricultural
commodities were on an upswing due to increased domestic and export demand, fueling
the calls for the federal government to get out of the supply-management business and
allow U.S. farmers to freely compete with foreign producers (Abel and Earley 1994).
Supporters of the reforms hoped that the new approach would allow producers to capture
greater shares of the world market and would raise farm incomes. But the opposite
proved to be true. Helped along by yield-increasing technology, the new policies ushered
in a 28% rise in corn production and a 42% rise in soybean production between 1997 and

* The high corn prices seen in late 2006 and 2007 are an exception to this statement, to the extent that the
$0.51/gallon federal subsidy to ethanol blenders encouraged investment in ethanol production and drove
corn prices higher.
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2005. In the same period, corn market prices dropped 32% while soybean prices dropped
21% (USDAJ/ERS 2005).> Average net farm income in the United States declined by an
inflation-adjusted average of 15.5% between 1996 and 2005 (USDA/ERS 2005, and
authors' calculations).

Congress addressed the resulting farm income crisis not through the reinstitution
of production or price controls but through a series of emergency subsidies paid to
farmers. These began in 1998 and were made more or less permanent in the 2002 Farm
Bill. In the years since, 2007 notwithstanding, market prices for basic commaodities such
as corn and soybeans have often been lower than their costs of production and
government spending on farm subsidies has soared.

Current farm policy is working for very few of its stakeholders. Despite record
subsidy levels, farm income declined after the 1996 Farm Bill. Family farmers continue
to exit the farm sector while the majority of remaining households supplement farm sales
with income from off-farm jobs (USDA 2005). Abroad, chronically low world prices
have driven many foreign farmers off their land (Watkins and VVon Braun 2002; Oxfam
2003; Ritchie and Murphy 2003; Jones, EI-Osta and Green 2006).

There is no shortage of proposals for how to fix the broken system. Some of the
most vocal critics of U.S. farm policy claim that the draw of subsidies has driven farmers
overproduce, leading to declining market prices for commaodities (Oxfam 2003; Beattie
2005; Council of Economic Advisors 2006). This camp sees subsidies as the defining
imperfection in U.S. agriculture policy and advocates their removal in order to restore a
freer and fairer market in agriculture.

Others, including some academics and family-farm advocacy groups, point out
that while subsidies have been a component of U.S. farm policy since the early 20"
century, the hefty payments we see today were put into place only after prices fell and
production soared in the late 1990s. Their analysis suggests that the price decline was due
less to the institution of subsidies than to the replacement of production and price controls
with a system that encourages production instead of limiting it, allows market prices to
fall below production costs, and attempts to make up the shortfall with larger subsidy
payments. They highlight deeper structural imperfections in agriculture that impede these
markets from functioning correctly in the absence of government intervention. Individual
farmers tend to produce more, not less, when prices fall, leading to a glut on the
aggregate. Backed by recent modeling from the University of Tennessee (Ray, De La
Torre Ugarte and Tiller 2003) and IFPRI (2003), they maintain that simply eliminating
subsidies will not raise commodity prices markedly. Other policy instruments are needed
to keep production in check and ensure fair returns to farmers (Ray, De La Torre Ugarte
and Tiller 2003; National Family Farm Coalition 2007).

® We do not mean to suggest that farm policy reform was the sole factor behind price declines after 1996.
Other factors, including the Asian financial crisis, clearly played a role. However, on balance, farm policy
changes have been shown to have had a significant effect on commodity prices. See footnote 10 in Starmer,
Witteman and Wise (2006).
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Finally, many U.S. agribusiness groups and some domestic farm advocates have
called for the maintenance of the status quo, arguing that subsidies are a necessary
expense if the U.S. government hopes to maintain a vibrant farm sector despite low
commodity prices (American Farm Bureau Federation 2006).

The debate over the price effect of subsidies has divided the farm advocacy
community. It has also moved the focus off the major changes to farm policy that took
place with the passage of the 1996 Farm Bill—among them, the elimination of remaining
production and price control programs—and the impact of these changes on the
agricultural supply chain, prices, and subsidy levels. Additionally, while there is a clear
understanding in the literature of the groups that have been hurt by the recent policy
changes, an extensive review of research dating back to 1960 presented in Starmer,
Witteman and Wise (2006) found little research documenting the beneficiaries of today’s
policies. Filling this gap in the literature can contribute to clarity in agricultural
policymaking.

This paper suggests that one of the major beneficiaries from recent changes to
U.S. farm policy has been the industrialized livestock sector generally, and industrial hog
operations in particular. Among some of the largest buyers of U.S. corn and soybeans,
industrial hog operations spend some 60% of total operating costs on feed made largely
of these two components (McBride and Key 2003). Below, we estimate the savings to the
industry, in percentage and dollar terms, from feed produced from components that were
available on the market at prices below their production costs. We are effectively
comparing the industry’s actual feed prices to what they would have been in a
hypothetical environment in which market prices accurately reflected the costs of
production. Following this analysis, we will turn to the question of environmental policy
and pollution externalities. The implications of our findings are discussed in the final
section of the paper.

Methodology and Data: Feed Prices and CAFO Production

In this paper, we focus on the hog sector, looking specifically at industrial hog
operations that do not grow their own feed. Operations utilizing the kinds of production
methods described as “industrial” above are often referred to as CAFOs, a term utilized
by the EPA but not the USDA. In the USDA data, the closest proxy for the EPA
definition of a CAFO is to consider the two largest USDA size categories: 2,000-4,999
head and 5,000 head and up. We will lump these two categories together for the purpose
of this study and refer to the group as “industrial.” The term CAFO will at times be used
as a proxy.

Using the methodology in Starmer, Witteman and Wise (2006) and modifying the
calculation to account for differences in the composition of broiler and hog feed,® we

® Averaged across the life cycle, hog feed is a mixture of about 80% corn, 17% soybean meal, and 3%
additional ingredients, generally including bone meal or protein supplements, vitamins, and minerals.
Broiler feed, in contrast, is 60% corn and 25% soybean meal (Harvey 2006, personal communication).
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calculate the discount that industrial hog operations gained from their ability to purchase
below-cost corn and soybeans on the market. We then compare industrial hog farms’
production costs without the feed discount with production costs for mid-sized hog
opera;tions that have not received such savings because they grow most of their own
feed.

Findings

The difference between the market price and the production cost of corn, which
we term the cost/price margin, averaged 17% from 1986-96 and 21% from 1997-2005.
The margin for soybeans averaged 5% in the first period and 15% in the second (see
Figures 1 and 2). Starmer, Witteman and Wise found the latter change to be statistically
significant.®

Figure 1: Corn Cost/Price Margins

Corn Cost/Price Margins, 1986-2005
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" Small and mid-sized operations are far more diverse than industrial operations. According to ARMS
survey data, hogs’ share of total farm production value for small and medium operations is only 7 and 34
percent respectively. In contrast, large and industrial operations glean, respectively, 62% and 80% of farm
production value from the sale of hogs. (McBride and Key 2003). These data suggest that large and
industrial operations tend to raise hogs almost exclusively, while smaller operations will raise and sell
crops and/or other livestock along with hogs. This conclusion is echoed in other research (see, for example,
Boessen, Lawrence and Grimes 2004).

8 Starmer, Witteman and Wise (2006) ran T-tests comparing cost-price margin data pre- and post-Farm Bill
(1986-1996 and 1997-2005). They confirmed a statistically significant difference between the two periods
for the soybean margins (t-stat = -2.06, p<.05) but not for corn (t-stat =-1.11, p = .1). The legitimacy of any
t-test in this case is questionable given the small sample size.
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Figure 2: Soybean Cost/Price Margins
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Corn and soybeans account for more than 95% of the contents of commercial hog
feed. As a result of their ability to purchase corn and soybeans on the market at a price
below cost of production, industrial hog operations received, in effect, a discount on their
feed from below-cost corn and soybeans. We estimate this discount to be 10% in the
earlier period and 26% in the post-reform period, as illustrated in Figure 3.

Figure 3: Hog Feed Cost/Price Margins

Hog Feed Cost/Price Margins, 1986-2005
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With feed costs representing 60% of operating costs, the 26% feed discount that
the operations received on average between 1997 and 2005 translates into a 15%

10
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reduction in firms’ operating costs, worth an estimated $945 million per year over the
nine-year period. By comparison, cost savings between 1986 and 1996 reduced operating
costs by 6%.

Notably, USDA production and expense data for the largest hog operations are
not available before 1992. Prior to that year, the largest size category for which the
USDA collected data was 1,999 hogs; 2,000+ head operations were included beginning in
1992, while 5,000+ head operations were not included in the data until 1996 (McBride
and Key 2003). This fact alone illustrates the rapid and recent growth of large hog
operations in the United States. We can therefore only estimate the cost savings to
industrial operations for the periods 1992-6 and 1997-2005. Figure 4 illustrates this cost
savings. Again, the savings here represent the difference between what industrial hog
producers paid for feed and what they would have paid if the market price of feed
equaled its cost of production.

Figure 4: Monetary Savings to 2000+ Head Hog Operations

Monetary Savings to 2000+ Head Hog Operations,
1992-2005
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As shown here, savings are low when corn and soybean prices rise, as happened
in 1996 and again in 2002-2004 because of supply shocks from drought, pests, and global
demand fluctuations. For the period after the 1996 Farm Bill, however, the average
market price for both corn and soybeans was quite low compared to the previous ten-year
period, so the average cost savings from purchasing feed on the market rather than
growing it on site was quite high. Between 1992 and 1996, cost savings averaged $149
million per year. In the post-1996 Farm Bill period, savings averaged $945.3 million per
year.

These estimates suggest that industrial hog operations gained considerably from

policy changes in 1996 that fed overproduction and provoked lower feed-market prices.
Indeed, average savings to the largest hog operations after 1996 exceeded average

11
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savings in the 1992-96 period by 535%.

These savings are not theoretical; they are real gains that accrued to a real group
of companies with a membership that has been declining steadily as the livestock
industry consolidates. Using basic market-share data, Wise and Starmer (2007) calculate
the savings to the top four pork companies, which together controlled some 50% of the
market in 2003:

Table 1.

Total Savings from Low Feed Prices, 1997-2005

Top Four Hog-Producing Companies

Company Market Share* Total Savings Annual Savings
97-'05** 97-'05%**
Smithfield 30% $2.54 billion $284 million
Premium Standard 8% $680 million $76 million
Seaboard Corp. 7.5% $638 million $71 million
Prestage 5% $426 million $47 million

*Constant 2003 market share

**Savings is equal to the difference between the market price of hog feed and feed priced at the full cost of production.
Production costs based on USDA/ERS estimates of total economic costs of production for corn and soybean meal, the main
components of hog feed. Between 1997 and 2005, hog feed was sold on the open market at an average of 26% below cost of
production.

*"Average annual savings over the 9-year period. Actual savings varied from year to year

Source: Starmer and Wise (2006), based on data from USDA/ERS 1996-2005

A Note on the Data: Land Values

The method for calculating the full cost of producing corn and soybeans has its
limitations. As discussed at greater length in Starmer, Witteman and Wise (2006),
existing literature raises concerns about the USDA estimates of agricultural land values in
the United States (Weersink, Turvey, Clark et al. 1999; Ryan, Barnard and Collender
2001; Gardner 2002; Shaik, Helmers and Atwood 2005). While land values represent
real costs to farmers—payments on mortgages, rental fees, taxes, and insurance—they are
inflated by government payments. Starmer, Witteman and Wise (2006) adjust for the
overvaluation of land due to subsidy payments by deflating the contribution of land
values to operating costs by 20%, based on estimates in the literature. This reduces the
cost-price margin for corn by an average of four percentage points between 1997 and
2005, from 23% to 19%. For soybeans, the margin shrinks by about six percentage
points, from 15% to 9%.

Extrapolating these findings to industrial hog operations, we find that the

adjustment shrinks the discount on feed costs by nine percentage points between 1997
and 2005, to 17%, and the discount on total operating costs by five percentage points, to

12
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10%. The operations’ monetary savings are reduced under this calculation adjustment by
an average of $314 million annually, or 33%, to $632 million per year on average
between 1997 and 2005.

With these adjustments, cost-price margins for corn and soybeans and industry
savings are smaller, but certainly not inconsequential. The findings suggest that even if
land values were deflated by policies that eliminated federal farm payments, production
costs would still exceed market prices for corn and soybeans for most years, except those
in which supply was particularly constrained.

Feeding the Factory Farm

The significance of these findings is clear. To the extent that federal farm policy
has reduced the market prices for the main components of hog feed, it has reduced costs
for operations that buy feed—specialized, industrialized operations. We calculate the cost
savings to industrial operations at an average of $947 million per year between 1997 and
2005, or a total of $8.52 billion over the nine-year period. This discount was not available
to smaller operations that grew their own feed. The availability of low-priced hog feed
on the market may have contributed to a structural transformation in hog production,
encouraging the growth of industrial operations by giving them a cost advantage over
diversified competitors. These cost advantages may have had less to do with efficiency
gains accruing to larger operations than with U.S. government policies that reduced corn
and soybean prices below production costs.

Below, we consider a second way in which federal policy may have facilitated the
growth of CAFOs: through lax environmental regulations that allow for the
externalization of pollution costs. The discussion section will examine changing market
and regulatory conditions affecting commodities and the environment and will consider
the extent to which efficient diversified hog farmers may be able to better compete with
CAFOs going forward.

I11. The Externalized Costs of CAFO Pollution

In every way—uwithin the barns and within the communities and regions where
hogs are raised for meat—animal production in the United States has become more
concentrated. In two North Carolina counties alone, the number of hogs raised has
increased by 2 million since 1990. In these two counties, there were by 1997 an average
of 2,185 hogs per square mile (Hubbell 1998). Between 1992 and 1997, three counties in
northern lowa experienced a nearly three-fold increase in the number of hogs—from
600,000 to over 1.6 million. The animals were concentrated on fewer and bigger farms,
as the number of farms raising hogs in that region declined by almost 40% (Jackson,
Keeney and Gilbert 2000).
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Industrial livestock production concentrates more than just animals. It
concentrates the environmental and health effects that emerge when a large number of
animals are raised in a small area. Traditionally, nutrients taken in by animals in the form
of feed have returned to the land in the form of manure fertilizer. But research suggests
that CAFOs concentrate manure production on land areas that are too small to allow for
agronomically acceptable manure application. As a result, manure must be stored in tank
or lagoon systems, transported to neighboring land for application, or applied to
surrounding CAFO land at rates that risk overloading the soil with nutrients. While there
are many documented effects of poor manure management on CAFOs, ® we focus here
only on one category of problems, those associated with surface water pollution.

Research suggests that excess nutrients and surface water runoff are problems for
many CAFOs. Ribaudo, Gollehon, Aillery et al. (2003) found that in 1997, farms with
livestock controlled 73 million acres of cropland and permanent pasture. Based on the
amount of manure that could be recovered from the operations and used as fertilizer, the
authors estimated that land could assimilate only 40% of the available nitrogen (N) and
30% of the available phosphorus (P) in the manure. Large CAFOs, which made up only
2% of all livestock operations, were responsible for fully half of the nutrient excess. In
areas where N or P levels are in excess of assimilative soil capacity, and in areas where
manure application standards are weak or poorly enforced, humans and the environment
may be at risk from the effects of nutrient loading and the presence of microbes such as
E. Coli, antibiotic-resistant bacteria, and/or heavy metals in the soil or water (Cole 2000;
Murray et al. 2003; Ribaudo, Gollehon and Aillery 2003; Osterberg 2004; Wallinga
2004).

Water contamination from hog and other industrial livestock facilities comes
largely from two sources: excessive application of manure to land and leaching from
waste storage systems. Lagoons, the most common method of manure storage, have a
history of breaks and leaks that release liquid manure—sometimes millions of gallons at
a time—into soil or surface water (Krider 1987; Huffman 1991; Westerman 1995; Cole
2000). One study found that over half of lowa’s 5,600 manure storage structures leaked at
rates above legal limits (Osterberg 2004). Studies also suggest that CAFOs sometimes
utilize legal loopholes or take advantage of lax enforcement to over-apply manure to
available land (Jackson, Keeney and Gilbert 2000; Williams 2006).

These costs are environmental externalities from industrialized hog production.
The costs — to human health, the environment, and quality of life — are not paid by the
producers. Here we estimate the costs of one such externality by estimating the costs of
mitigating CAFO surface-water pollution. We then can evaluate these costs as an
additional benefit to industrialized hog operations compared to diversified farms that are
managing their hog manure in agronomically efficient ways.

® The body of literature on air pollution, odor, and worker health effects from CAFOs is extensive; see, for
example, (Donham 1990; Zuskin 1991; Zejda and Hurst 1993; Choudat 1994; Cole 2000; Wing and Wolf
2000; Legator 2001; Wallinga 2004).
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Regulating CAFO Pollution

One way in which industries can be compelled to internalize some of the costs of
their polluting activities is through government regulation. In the case of CAFOs,
regulation can have important health and environmental effects as well as an impact on
social equity. Pollution is often concentrated in vulnerable communities with little power
to compel legislative change; Halverson (2000) notes that of the 15 top hog-producing
counties in North Carolina, 14 rank in the bottom 50% of North Carolina's state family
income ranking, and 13 have a 25% or higher African-American poverty rate.

By many accounts, the government has failed to fulfill its role with respect to
CAFO pollution. The basic tenets of federal CAFO regulations were contained in a 1972
amendment to the Clean Water Act (CWA); the emphasis of the legislation was the
protection of surface waters, not air or groundwater quality or soil health (Safley 2003).
Pressure from community, environmental, and labor organizations succeeded in
convincing Congress and the EPA to update the regulations governing CAFOs, and
changes to the CWA were promulgated in 2003. CAFOs are now required to create a
Comprehensive Nutrient Management Plan (CNMP), which must meet certain federal
standards and must contain plans for storing and disposing of manure. Government funds
through the Environmental Quality Incentives Program (EQIP) for improvement of
manure management and disposal infrastructure at the facility are only available to
operations that have created a CNMP (National Agricultural Law Center 2005).

As part of the CNMP, CAFO operators must detail plans for proper land
application of manure and meet certain effluent limitation guidelines. The plan must
ensure minimal N and P runoff by detailing application rates, application methods, and
the potential for runoff from the site. CAFO operators are required to document manure
application and retain the documents to allow for EPA oversight (40 CFR 122.23).

Critics of the 2003 reforms argue that the new regulations leave many important
gaps unfilled. Like the 1972 law, the new regulations do not focus on groundwater or air
pollution. EPA may lack the money or staff needed to properly enforce the regulations.
And after environmental groups won a 2005 lawsuit to strengthen the CNMP provisions,
the EPA extended the deadline for operators to submit CNMPs until 2007 (EPA 2005).
This action delayed the benefits of more stringent regulation.

Notably, there is evidence to suggest that regulations, if strictly enforced, can
significantly reduce pollution levels. Keplinger and Hauck (2006) and Innes (2000) find
that when the government cannot regulate manure application rates, producers will apply
manure to land at levels that exceed agronomic health, leading to increased runoff from
croplands. Innes suggests that the government regulate livestock facility size and entry in
addition to regulating manure application, since environmental costs tend to fall as
animal production becomes more dispersed.
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Estimating the Cost of Internalizing Manure Pollution

If weak or laxly enforced federal regulations allow CAFOs to externalize many of
the pollution costs associated with their production, then communities and the public
sector are indirectly subsidizing CAFOs by paying to clean up CAFO pollution and/or
shouldering the costs of human health impacts. New, more stringent regulations could
presumably eliminate that indirect subsidy, at least as it applies to surface-water
pollution. How much has lax regulation been worth to CAFOs, and how might their
operating costs be affected in a new regulatory environment?

Two studies examine the extra cost to industrial hog operations of improved
manure management. Cochran, Rudek and Whittle (2000) estimate the cost of
implementing various technology-based strategies for controlling hog manure in North
Carolina. The strategies were chosen by North Carolina State University researchers
following a 1999 proposal by Governor Jim Hunt to replace lagoons with more effective
waste-management systems within ten years. The strategies offered would be used to
modify or replace open-air lagoons to reduce nutrient escape and water contamination.
The researchers estimate the cost of the traditional lagoon/sprayfield system used by most
North Carolina producers to be $3.72 per finished hog. Cochran et al. estimate that the
use of new technologies would add an additional $2.39 to $5.21 per finished hog to the
cost of production for North Carolina CAFOs, depending on the type of technology
employed. The cost of each technology is detailed in Table 1.

While the Cochran et al. study focused only on North Carolina CAFOs, research
suggests that these alternative manure management strategies would be applicable to
CAFOs elsewhere. McBride and Key (2003) provide data on the types of manure
management technologies currently used by CAFOs in different USDA resource regions.
Sixty-six percent of Heartland (Midwest) CAFOs use lagoons, while 34% use pits or
tanks. The ability to add on alternative technologies to existing pit or tank systems is not
addressed in the Cochran study, but the 66% of Heartland CAFOs using lagoon and
sprayfield systems would likely see costs similar to those outlined above. In the Southern
Seaboard, which includes North Carolina, almost 100% of CAFOs use lagoons. Only 1%
move manure off the operation, implying that the others either store it or spread it on
their own land (McBride and Key 2003).

The second study, conducted by Ribaudo, Cattaneo and Agapoff (2004), assesses
the cost to large CAFOs of compliance with agronomic N and P standards for manure
application. As noted earlier, the new regulations contain specific instructions regarding
land application of manure. Large CAFOs must meet effluent limitation guidelines that
specify a reduction in surface water N and P runoff. The authors estimate the cost to large
hog CAFOs in four different areas of the country—Mid-Atlantic, South, West, and
Midwest—of meeting the new standards.

They find that 82% of large hog operations in the United States do not have

enough land to meet the N standard, and 96% do not have enough land to meet the P
standard. They then compare the net cost of meeting N and P application standards—
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taking account of the cost of meeting the standards and the value of the fertilizer offset—
to the total baseline production costs for various sized operations. The authors assume
that most CAFOs would be forced to transport manure off the operation to cropland in
the region. Compliance with the N standard would increase operating costs for large
CAFOs in the mid-Atlantic, South, and West by between 2 and 3%. Due largely to their
proximity to cropland, most large CAFOs in the Midwest were found to be meeting the N
standard already. Meeting the P standard, which requires more land, would raise
operating costs for CAFOs in the mid-Atlantic, South and West by between 4% and
5.5%. In the Midwest, it increases CAFO costs by 1%.

Cost Estimates for Alternative Management Strategies

In its new regulations, the EPA did not lay out the specific steps producers must
take to meet the new standards, but relied instead on more general best practices
guidelines. Given the flexibility available to producers, it is reasonable to assume that if
current regulations are enforced, they might choose to utilize either alternative
technologies such as those outlined in Cochran et al., or meet N and P standards by
increasing the amount of land to which they apply manure, as in the Ribaudo et al. model.
How would the adoption of these new manure management strategies affect CAFO
operating costs?

To answer this question, we use an estimate of average operating costs for 2,000 +
head hog operations of $39.87/cwt (authors' calculations based on McBride and Key
2003) and simply add the additional costs calculated by Cochran et al. and Ribaudo et al.
to this number. The resulting estimates provide a range of new costs per cwt depending
on the type of strategy employed. It is reasonable to assume that some operations may
choose or be forced to adopt both technological and land-acquisition solutions in order to
meet new standards. Therefore, we have also provided a range for new operating costs
based on the adoption of more than one strategy.

Existing literature suggests that operators will have a more difficult time meeting
the P standard than the N standard because it requires a greater amount of land. Since
meeting both standards is required by the EPA but costs will be driven by the more
rigorous P standard, we will refer only to the P standard here.

If CAFOs adopted one or more of the strategies proposed by Cochran et al. or
Ribaudo et al., the operating costs to the firm would increase by at least 2.4% and as
much as 10.7%. The lower bound represents the additional cost to the firm of building an
ambient digester, the least expensive alternative technology, onto an already existing
lagoon. The upper bound represents the cost of constructing an upflow biofiltration
system, the most expensive of the alternative technologies proposed, and also expanding
available land for manure application in order to meet the P standard.

It is worth reiterating that the employment of alternative manure-management

strategies to meet surface-water regulations would help address groundwater
contamination and may also have the added effect of reducing air pollution or odor
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depending on the kind of strategy employed. However, policies that forced CAFOs to
internalize the other costs that they currently shift to outside parties would most likely
affect CAFO operating costs to a greater extent than calculated here. In other words, the
increase in operating costs presented here does not represent the full financial impact of
regulations that adequately protected workers, community members, and the environment
from CAFO pollution. Cost estimates for the different strategies are presented in Table 2.

Table 2
Costs to Hog CAFOs from the Adoption of Improved
Waste Management Technology
Added Cost of % Change in

Technology Adopted Cost/Cwt.  Production/Cwt. Operating Costs
Baseline- none $39.87
Technological Alternatives:

Ambient Digester $0.96 $40.83 2.4%

Solids Ecoreactor $1.15 $41.02 2.9%

Complete mix digester $1.20 $41.07 3.0%

Upflow biofiltration system $2.08 $41.95 5.2%
Meeting P standard $1.59-$2.19 $41.46-42.06 4%-5.6%
Tech. alt. + P standard $2.55-$4.27 $42.42-$44.14 6.4%-10.7%
Sources: Authors’ calculations based on Cochran et al. (2000), McBride and Key (2003), and Ribaudo
et al. (2004).

IV. Recalculating CAFO Competitiveness

We have determined that industrial hog operations received a discount from low-
priced feed that averaged 15% of operating costs over the period 1997-2005. The data
discussed above suggest that lax environmental regulations have offset anywhere from
2.4% to 10.7% of operating costs. Taken together, the current policy environment has
reduced CAFO operating costs by a total of between 17.4% and 25.7%, as illustrated in
Table 3.

Table 3
Costs to Hog CAFOs of Full-Cost Feed and Environmental Compliance
Cost/cwt. % increase
Current CAFO cost of production $39.87
Full-cost feed $5.98 15%
Environmental compliance (surface water) $0.96 - $4.26 2% - 11%
Adjusted cost of production $46.81 - $50.11 17% - 26%
Source: Authors' calculations based on Cochran et al. (2000) and Ribaudo et al. (2004).

These figures suggest that hog CAFOs have received a significant discount on
their production costs over the last decade. This discount is a direct result of the structure
of federal commodity and environmental policies that have favored a certain kind of hog
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operation—specialized, industrialized firms that depend on cheap commercial feed and
generate large quantities of waste. Those same policies have, in turn, discouraged smaller
scale, diversified hog farms that grow their own feed and apply manure at agronomic
rates to farmland.

Our findings suggest that without these discounts, hog CAFOs may struggle to be
cost-competitive with mid-sized, diversified operations. Experts in the field agree that it
is difficult to make generalizations about cost efficiency based on operation size.
Management differences seem to account for the bulk of the discrepancy between
average operating costs for medium, large, and industrial hog operations (McBride and
Key 2003; Boessen, Lawrence and Grimes 2004). McBride and Key (2003) estimate that
nationally, 19% of small hog operations currently produce at $40/cwt or less, and 40% of
medium operations produce at $40/cwt or less. An estimated 55% of large and industrial
operations produce at $40/cwt or less. Put another way, nearly half of mid-sized
operations are already cost-competitive with efficient CAFOs, even with the
disadvantages they face from government policies that reduce feed prices and fail to
demand environmental compliance. If CAFOs’ operating costs rose, efficient mid-sized
producers could be in an even better position to capture market share.

Would the elimination of these discounts slow the demise of mid-sized diversified
hog farms? After all, evidence suggests that most mid-sized operations grow their own
feed and do not have the kinds of manure management problems seen in CAFOs. A 2004
study conducted by researchers at lowa State University and the University of Missouri
of 1,198 randomly selected lowa pork producers found that 84% of mid-sized hog
operations grew feed corn, while 80% grew soybeans. Seventy percent reported that they
milled and prepared their own feed (Boessen, Lawrence and Grimes 2004). Evidence also
suggests that incidents of nutrient loading are far less common on mid-sized hog
operations than in CAFOs. Ribaudo, Cattaneo and Agapoff (2004), in a detailed
assessment of the costs of meeting N and P standards for different size operations,
conclude that most mid-sized livestock operations have enough land to currently meet
nutrient management best practices for both N and P.

One study does attempt to break down cost performance by operation size. In an
examination of ARMS survey data, McBride and Key find that in 1998, hog operations
with more than 2,000 head had operating costs between 11% and 15% lower than mid-
sized operations with inventories of 500-1,999 head (McBride and Key 2003).

We have determined that if the feed discount were eliminated, production costs
for 2,000+ head operations would increase by 15%. That rise, according to the data
presented by McBride and Key, would virtually eliminate CAFOs’ production cost
advantage over medium-sized operations that grow their own feed. Operating costs for
medium-sized, diversified hog operations could become as much as 4% lower than costs
for CAFOs.

If CAFOs were forced to comply with nutrient management standards for surface
water, they would see production costs rise by an additional 2.4% to 10.7%. The
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environmental costs alone do not eliminate CAFOs’ cost advantage over farms that apply
manure at agronomic rates; CAFOs would still have costs anywhere from 0.3% to 12.6%
lower than those of mid-sized operations, depending on the alternative strategy
employed.

But taken together, eliminating the feed and environmental discounts makes mid-
sized diversified hog farms competitive with hog CAFOs, as Figure 5 shows. Operating
costs for hog CAFOs were $39.87/cwt in 1998, $5.98/cwt below the estimate for mid-
sized farms of $45.85/cwt. Add to CAFOs the added costs of full-priced feed—15%, or
roughly $5.98/cwt — and the costs of addressing surface water pollution (between $0.96
and $4.26/cwt), and mid-sized farms show a cost advantage of as much as $4.26/cwt over
CAFOs.

Figure 5
Operating Costs: Hog CAFOs vs. Diversified Farms
Adjusting for Full-Cost Feed and Environmental Compliance
60 -
Adjusted CAFO costs: Environmental
$50.11 -
50 compliance
$4.26
$5.08 +— Full-cost feed
40 : 1
3 30
©“
« .
= Operating Operating
20 costs: costs: B—
$39.87 $45.85
10 1
0
Hog CAFO Mid-sized farm
Data from 1998 ARM S survey, McBride and Key (2003). CAFO cost adjustments for full-
cost feed and costs of surface-water pollution control from improved manure management
strategies (upper-bound estimate in range $.96-$4.26). M id-sized farms have no added costs.

Discussion

It is important to note one area in which this presentation of relative
competitiveness oversimplifies the issue. If feed market prices rose until they were equal
with production costs, the feed discount to CAFOs would be eliminated, but so too would
some of the subsidies to diversified farmer/feeders that are tied to low market prices, such
as counter-cyclical and loan deficiency payments. Would diversified farmers’ loss of
subsidy income tip the balance back in favor of CAFOs, which do not receive these direct
subsidies?
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Evidence suggests that government payments have not generally been sufficient
to make up the gap between low prices and higher costs. According to an analysis by
Ray, de la Torre Ugarte and Tiller (2003), even with subsidies added to market income,
farmers’ returns to corn were still 6% below cost of production in 2000 and only 1%
above cost of production in 2001. Returns to soybeans were 9% below cost of production
in 2000 and 11% below cost of production in 2001.

Applying these estimates to our calculations of relative competitiveness, if
CAFOs lost their feed discount and diversified farms lost all subsidies, CAFOs would
still operate with costs between 3% and 7% lower than mid-sized operations. Of course,
farmers would not lose direct payments under the current farm programs, since those
payments are not tied to prices, so the continued receipt of direct payments could make
mid-sized operations cost-competitive. Additionally, the removal of CAFOs’ surface-
water pollution externality would raise CAFO costs further and tip the balance back
toward mid-sized operations.

The enduring finding is that U.S. policy appears to have helped fuel the rise of
hog CAFOs by lowering feed prices and allowing them to externalize the costs of
pollution. In a different political and regulatory environment, mid-sized, diversified hog
operations could compete with CAFOs on cost.

Interestingly, the hog industry may now be entering just such an economic and
regulatory environment. The new market for corn-based ethanol has driven corn prices
above production costs, while soybean prices have climbed with the shift of soybean
acreage into corn. On the regulatory side, the EPA-mandated grace period for CAFOs to
comply with Clean Water Act regulations by completing CNMPs that include a plan for
dealing with surface-water contamination expires in 2007. Our estimates suggest that
such regulations could raise hog CAFOs’ operating costs by 2.4%-10.7% if they are
properly enforced. Together, these changes could alter the cost structure for hog CAFOs.

According to the most widely cited production and price projections (FAPRI
1999-2006), corn prices are expected to be above production costs for the next five years,
while soybean prices should be close to production costs. Applying our model for
estimating the impact on hog feed prices to these projections, we estimate that the price
of hog feed should reach production cost as early as 2008. For the period 2008-2011,
prices would exceed costs by about 3%. This would represent an increase of about 29%
in hog CAFO feed costs, and 17% in total operating costs, over their average costs in the
1997-2005 period.

This scenario presents an unprecedented opportunity for new research examining
whether the elimination of the feed-price discount slows or reverses the trend away from
diversified crop-livestock farms and toward industrialized, specialized animal production.
Diversified operations that grow their own feed crops and raise hogs may begin to make
greater economic sense and may even come to out-compete industrial operations on cost.
Such an outcome becomes even more likely with the scheduled EPA enforcement of
manure regulations on surface water.
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Industrial livestock companies have been vocal about their concerns over rising
feed prices. Their fears are warranted. Our findings suggest that if current trends
continue, the rise in the price of feed could raise CAFOs’ operating costs significantly.
Stricter environmental regulations could raise costs further. Such changes could
significantly impact the structure of hog farming in the United States, slowing the trend
toward large confinement operations. Further research is needed to assess how these
changes affect the relative competitiveness of CAFOs and smaller-scale, diversified hog
operations.

V. Conclusion

As noted at the start of this paper, CAFOs benefit from efficiencies that go far
beyond simply producing at a lower cost. Some are innate to the model, including
improved supply control in vertically integrated firms, uniformity of product, and
production volume. Others appear to be a result of market imperfections—for example,
analysts note that the over-proliferation of production contracts has put roadblocks in the
way of smaller operations seeking market access.

This paper has shown that below-cost feed and lax environmental standards have
contributed to CAFOs’ apparent competitive advantages over diversified hog farms,
allowing CAFOs to avoid or externalize the true costs of their production. New market
conditions have at least temporarily eliminated the feed discount, and new environmental
regulations may do the same for surface-water contamination. If they do, researchers may
be able to evaluate the real efficiencies of various models of hog production. It may well
be shown that CAFOs’ apparent economies of scale have been less the result of inherent
efficiencies than they are the result of government policies that have favored large-scale
industrial animal production.

Elanor Starmer is a Research Fellow and Timothy A. Wise is Deputy Director of
the Global Development and Environment Institute at Tufts University. Inquiries can be
directed to tim.wise@tufts.edu.
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