January 2019 Monthly Commentary

Cash cattle prices began the year at $123 and closed January at $124, despite a continuing industry discussion sur-
rounding kill reductions into mid-February. This is not the first time in recent weeks that temporary kill cutbacks were
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the blended cutout averaged 3-4% above a year earlier despite the larger fed cattle slaughter. Many items (end cuts
and grinds) are at levels which may stimulate forward buying interest from end users. The items that have been per-
forming exceptionally well are the middle meats (or steak items), which have been record high for early winter and are
a testament to strong demand for beef. This has been a surprise for this time of year as February is typically one of the
worst demand months of the year for middles. So if prices are doing this well heading into mid-winter, what might we
see in the coming spring and summer when demand is more inelastic? Funds have been adding to longs, as well as roll-
ing them back to the summer months while commercial hedgers have been very heavy sellers (maybe record shorts).
However, because of the government shut down, this data won’t be released until they can catch up, perhaps in late
February and early March. Weights continue to decline and will erode further into this spring and summer. Winter
feeding conditions and feedlot performance in some areas has been the worst in several years. The weight-reducing
effects and tightening front-end supplies of fed cattle often are most acutely apparent in late winter and early spring as
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Weights are still falling. It was a very

wet fall (record wet) in some areas
>> and has been followed by periodic
.. Winter storms leaving behind wet,

muddy feedyards and colder than nor-

mal temperatures. This has hurt per-

formance and yields, with little oppor-
tunity for cattle to recover. Although the past few weeks have helped some yards clean up, but the damage to feeding
performance was more like “losing 30-45 days of gain” with some cattle down 2% to 3% on red meat yields and weights
roughly 50 pounds under last year while affecting industry averages by a more moderate 15 pounds. However, in the
wake of these few weeks of cleanup, there will be more moisture coming in the weeks ahead and might possibly set
things back again. Colorado and Texas have remained in great shape, so a wetter late winter or spring in this areas will
be watched closely. Because of the government shutdown, release of the official USDA weight data is delayed, but all
indications point to continuing weight declines. Keep in mind every 3% reduction in weights, or a move from 870 lbs to
843 lbs, is similar to a 15,000 head per reduction in fed cattle slaughter.
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Placement data has shown no real year over year growth since last summer. While late fall and early winter mar-
ketings have kept pace with last year, the tighter supplies implied by the smaller placements have yet to materialize.
Expectations are for more placements to be coming but has yet to be seen. As you can see by the chart, placement
rates have been smaller than expected. We believe that this is coming from extreme growth in the far western regions
as well as good placements from larger corporate yards but both of those are being offset from the smaller yards. With
prices in lowa at a premium to the southern plains, this makes sense. While USDA’s Cattle on Feed data reflects the
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The net US beef supply is a developing story and factor that commands the attention of few traders or commercials.
China and other Asian destinations have been buying large quantities of beef from Australia and Brazil. Australia ac-
commodated this larger demand last year because of drought-induced increases in slaughter rates, which has forced
the liquidation of their herd by some 7% to 10% as compared to their 5 year average. This will reduce Australia’s availa-
ble supply in 2019 and any relief that rains may bring in the coming year will shrink this supply even more as they
attempt to retain cows and heifers back for expansion. That may shift China’s business to the US. This may help boost
US exports by 6% in 2019 and 2020 while reducing US imports at the same time. As noted in the above chart, the US
may be a net beef exporter for an extended period. If approximate, 1.0 bin pounds in next beef exports is roughly a 4%
net reduction in supply. On average a 4% affect in supply should bring about 6-8% move in prices, but with a potential-
ly greater effect in times of strong demand like the spring and summer. Exports to start of 2019 have been slow to
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develop but we feel this is related to the uncertainty surrounding negotiations to remove of the tariffs and eliminate
the trade tensions between the US, China, and Mexico. Once this is resolved, traders can get back to business as usual
and the chart above will start to be seen in the future trade data. Also keep in mind that the big trading company
Marubeni, which owns Creekstone Premium Beef, a small packing plant in KS, is in the process of expanding that plant
to a double shift plant. Taking this plant from 1,500 to 3,000 head a week is the rumored work in process and expected
to start on this extra capacity flow this summer. This is important because that extra capacity is likely to be all exported
to Japan, adding to the export flow of the chart noted above.

Conventional wisdom in the cash trade sees prices peaking at $128-$132 this spring before falling to $100-$105 by mid
to late summer. Traders are convinced last week’s spike reversal in futures was the “key” to the top for the market for
this springs market at $129.50 on the April contract and $118+ on the June contract--much like last year. They also are
betting on basis moving from the small current discount to futures to a large premium to futures this spring. However,
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weaker than the shorts are ex-
pecting. Fed cattle supplies are expected to be seasonally tight through February and March , ahead of modest supply
increases and much stronger beef demand heading into late April, May, and June. However, expected larger place-
ments in the months ahead, will lead to larger fed cattle supplies in August, September and October. We can’t rule out
a test of the $124 area on the charts for April and $114 for the June. However, this should be about all that the correc-
tion holds, or perhaps $122 and $112, respectively, in a worst-case scenario. From there, the bullish patterns and trade
should prevail. $128 for April and $118 for June on the weekly charts and $130 and $120, respectively, on the daily
charts are key points funds may be looking at to add more longs. Conversely, this $124 and $122 area are key levels for
the recent longs to possibly stop out. We don’t see cash moving under $120, before summer and are interested in see-
ing where the demand might take our spring highs. Resolving the China trade issues we hope will prompt China to
“relax their strict regulations for US imports for all ages of cattle”. This would not only support the end cuts but more
importantly the fat products and drop credit items. While end cuts can improve 10% to 20% on such demand, the drop
credit items can move even more, depending on the items.

Futures prices from 2/1 were placed on this cash chart to show that the board has 2019 priced pretty close to last year,
but seems to not be factoring any larger demand. As well it has also factored in a repeat of 2018’s record margins. Any
changes to the Asian export trade don’t seem to be reflected either. Nor does any weather premium. These potentially
price supportive influences are an important message to embrace.
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As you can surmise, we maintain a bullish and long only bias. Cattle and beef prices should continue strong well into
the summer. Any move lower that we might find for late summer and fall are most likely going to come from a much
higher price level than here. In order to manage risk, however, we made the decision to roll our puts up at the dead
highs last week, which we are happy about. While a correction in prices can and has devalued our long call positions,
the relative move from here in price risk is minimal based on the puts we own and small delta on the calls. Here for-
ward, we will focus on rolling calls down, and roll the puts back down when the correction has proven its value and/or
adding long futures, depending on what volatility signals tells us about position adjustments. Our focus will remain
bullish February, April and June contracts; with an emphasis being bull spread and shorts in the August or October con-
tracts. However, until we hear the expected favorable news from China, we fear selling anything, even for the fall,
would be too risky to manage at this point.

Hogs and Pork:
African swine fever (ASF) outbreaks continue to be reported in China and now into Mongolia and Eastern Europe. Bel-
gium has started building a wall/fence to contain the spread of the disease. China has reported an 8% to 10% reduction
in their sow herd due to culling associated with ASF and may well be underreported. This could mean 3 miIn sows are
confirmed culled and could reach 6 mln sows or more.
This points to a baseline we have discussing for
months, that has the total reduction in supplies may
range from a minimum of 30,000,000 head and possi-
bly as large at 100,000,000 head. This compares to the
US hog inventory near 70,000,000 head. The conclu-
sion here is that there should be 50-100 miIn less hogs
available over the coming year, mostly during the last
half of 2019 and first half of 2020.

Chinese Live Hog Price

Live Price (CNY/kg.)

$10 +

Prices are searching for their late winter and early - -
spring lows. Higher prices will follow, but from where Jan Fob Mar Apr May Jun Jul Aug Sep Oct Nov Dec
we will find out in the coming weeks. We would like to engage hogs from the long side, but as the recent weeks and
months have shown us, buying the premiums have been a futile effort at best and the reason for most of our losses we
posted in January.

Thank you to our friends at MP Agrilytics for their data and charts.

Regards,

y

Scott Shepard
February 5, 2019

The information contained herein has been taken from trade and statistical services and other sources we believe are reliable. Opin-
ions expressed reflect judgments at this date and are subject to change without notice. M & R Capital, LLC does not guarantee that
such information is accurate or complete and it should not be relied upon as such. There is risk of loss in trading futures and options
and it is not suitable for all investors. PAST RESULTS ARE NOT NECESSARILY INDICATIVE OF FUTURE RETURNS. This document con-
tains only commentary on economic, political, or market conditions and is not intended to be the basis for a decision to enter into
any derivatives transaction. The contents of this commentary are for informational purposes only and under no circumstances
should they be construed as an offer to sell or a solicitation to buy or sell any futures or options contract. This material cannot be
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