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In the paper, "The Essence of Forward Pr i ci ng of Crops and Livestock ," 

t he basic too ls for forward prici ng with f ut ures and options were presented . 

The handout labe led ''Crop Marketing Alternatives" outlines a broader set of 

pric i ng tools availab l e to crop producers along with the pros and cons . 

Several of t hese methods (cas h market , forward contracts , hedging, repurchase 

hedge , and options) also app ly to livestock . The purpose of this paper i s to 

rei nforce and expand upon the two documents mentioned . The focus wi ll be on 

understanding Tables 1-6. 

In Tab le 1, eight forward pr i cing alter natives are examined on new crop 

corn. The pri ces are hypothetical . The al ternatives are as fol l ows at 

planting time on May 1: 

(1) Forward contract . 

(2) Depend on government loan rate to establi sh a minimum price . 

{3) Do nothing. Take chances on the cash market at harvest. 

(4) Enter a bas i s contract with the l oca l elevator for a set 

amount relative to December futures . 

( 5) Hedge , i. e . , sell December futures . 

{6) Buy a December put with a strike price of $2 .40 per bus hel . 

( 7) Buy a December put with a strike pri ce of $2 . 60 per bushel . 

{8) Forward contract and buy a December cal l with a strike price 

of $2 . 30 . 

- -- ___ ___j 



TABL E 1 

FORWARD PRI CI NG ALTERNAT IVES FOR NEW CROP 

Da te Cas h Market Futures 

5/ / Production Cost ~l.3o-~ . so I>eumb~-r 
(Fut ures Month) ~.'-+R 

(Se11 

Forwa rd Con tract Price (1) 1~.0;2.I Less : 

Basi s Contract Rel ative Expected Basi sb -.30 
to bec..~mb~~ -.39 Brokerage 

(Fu t ures Month ) CostsC - • DCJ... 
~le t Gove r nment 

(2)a lJ.5oj Equals Net Price Loan Rate 
Expected From 

..;t,og Exoected Harvest Pr ice Hedge 
Op t imi stic J..so 
Ave rage ~.00 
Pessimistic l · 5.0 

Harves t Price ( 3 ) I I (Futures Month) (Buy) Ue t Price From Basis 
Con t rac t= Fu t ures + ( 4) I I Actual Basisd 
Basis Contract 

NetPrice Received From Hedge and Op tions 
Cash ?rice at Harvest 
Plus Ne t Re t urns From Futures and Op tions 

Sel 1 and Buy (Futures ) or Buy and Sell (Opt ions) 
Less Brokerage Costsc 
~quals Net Price Rece ived 

Equals Net Price Received ( s ) I I 
~Government loan rate l ess storage costs to maturity. 

The expec t ed value , at harvest , of t he cash price l ess the given futures . 
~Commi ss ion s and in terest on margins or premiums. 
The actual value, at harvest, of t he cash price less the given futures. 

(CROP) 

Put Opt ions 

Dece.rnber 
(Futures Month) 
Stri ke Price ~ . Lio 
Less: 

Option Premium - . 1'6 
(Buy) 

Expected Basisb - .3Q 
Brokerage 

Costs -.03 
Equa l s Minimum 
Selling Price l. iGf Expected 

(Fu t ures Month) 
Op tio n Premium 

(Se 11 ) 

I 
( 6 ) 

' 

Forward Contract 
and Buy Calls 

Dec:.e. YI'\ b~,... 
(Futures Month ) 

c:J.<.,o St r i ke Price ~ . 3Q 
Fo rwa rd Contract 

-.3o Pri ce .1. . OJ-
(Buy) Le ss: 

- .30 Option Premium - . .1~ 
(Buy) 

-.o~ Brokera~e 
Costs - .03 

f .'11 
Equa l s Minimum 

/. '7 '1 Selling Pri ce 
N 

(Se11) (Se 11 ) 

Forward Cont rac t 
Pri ce 

I I 
( 7) 

I (a) I l 
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Tabl e 1 puts into perspective the information needed t o make th is 

decision. First , a producer should have some estimate of the production cos t 

for the corn enterprise. Thi s will vary substantially from farm to farm. In 

the example farm, a range was given from $1. 30 to $2.50 per bushel . The $1.30 

represents the direct or variable cost of production--seed, fertilizer, 

chemicals, fue l, repai rs, dryi ng, interest on operating capital, allowance for 

family labor-- items directly re l ated to acres pl anted . This represents the 

bare minimum price a producer should accept in any given year. Otherwi se, the 

crop should not be produced or- -the farmer should consider an alternative crop 

such as soybeans. As a matter of fact, farmers should approach planting 

decisions by comparing net margins over variab l e costs on alternative crops .ll 

The $2 . 50 production cost represents the variable costs plus fi xed 

expenses such as overhead , taxes and insurance, interest on farm mortgages , 

depreciation , and a reasonable return on capital including l and. Producers 

may not be able to cover this cost each year , but i n the long-run, an 

appropriate objective is to realize net prices at least equal to these t otal 

production costs . Knowing what these costs of production are enables farmer s 

to judge with more precision when opportunities ari se t o ''l ock in " f avorable 

prices . 

Cash Market 

The most assured forward price for corn producers in Tabl e 1 i s the 

forward contract price of $2. 02 [Alternative (1)]. If the crop turn s out t o 

be at least as large as the amount contract ed, the farmer wi ll rece ive $2 . 02 

from the buyer at harvest. Thi s would be well above variabl e cos ts , bu t bel ow 

llHil ker, James H., J. Roy Black and Or an B. Hesterman, Break- Even Ana lys i s 
for Comp aring Al terna t i ve Crops , Ex t ens ion Bul let in E- 2021, Cooperative 
Exte ns ion Servi ce, Mi chigan St at e Univ ers ity, August 1987 . 
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the t otal production cost . This price would not be regarded as highly 

favorable . 

The forward contract pri ce of $2.02 on May 1 was $. 38 under December 

futures which closed at $2.40. A f armer who would regard $. 38 under December 

futures as favorable might enter a basis contract with the elevator . At any 

time between May 1 and harvest, the farmer could contact the elevator and 

establi sh December futures. With both December futu res and the basis 11 locked 

in, 11 the farmer would then have the equiv alent of a forward contract. Thi s 

alternative wou ld look attractive if December futures rise after May 1 and if 

the basi s weakens (widens). Information given in the t abl e suggests that the 

basis i s weak since expected basis (Futures co lumn) is $.30 under December 

future s . Under this circumstance , a bas i s contract would not be recommended. 

Farmers participating i n the Feed Grain Program have another guide line in 

t heir forward pricing deci sion--the government loan rate . In t he example, the 

loan rate is assumed to be $1 .77 . Si nce farmers must store the crop for nine 

months, the net rate has storage costs deducted. Storage costs are ass umed to 

be 3. 0 cents per bushel per month for commercial storage plus 1. 5 cents per 

bushel per month for foregone interest. However, since interes t costs are 

forgiven if the f armer forfeits the grain to t he government (CCC), the 

i nter est cost does not have to be deducted. The net loan rate then is $1.50 

($1. 77 - .27). If farmers store on the farm, their net l oan rate would be 

close to the official rate of $1 . 77 s ince most of the direct storage cost on 

the farm is foregone interest on the stored crop . If forward pricing 

opportuniti es are less than or only a littl e better than the government loan, 

downside price risks are minimal. Farmers might as well take their chances on 

the cash market . 
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Another gu ideline for forward pricing is the outlook. This information 

is available from many sources--farm magazines, commodity lett ers , advisory 

services, brokers, U.S . Department of Agriculture , Land Grant universities , 

etc. The price forecast s are often rather general and not specific to the 

market and date where and when a farmer plans to sell. Therefore, to fill in 

the blanks related to the "Expected Harvest Price," a farmer would have to 

digest market outlook information and come up with the implied price 

forecasts. As a suggestion , the optimistic forecast can be considered one in 

wh i ch the chances are only one in six that prices will be above that level . 

The pessimistic forecast is one i n which chances are only one in six that 

prices will be below that level . 

In the example, the average expected harvest price is $2 . 00; optimistic , 

$2 . 50; and pess imistic, $1 . 50 . It happens that the distribution is symmetric, 

i . e.,~ $. 50 . Thi s doesn't have to be . If the average forecast was nearer, 

the loan rate of $1 . 77, the downside price risks might well be less than the 

upside price poss ibilities . 

The upper left-hand block in Table 1, t hen, contains three guidelines for 

forward pricing decisions--producti on costs, net government loan rate and the 

price outlook . Thi s information can be very helpful to farmers t hat must take 

these and other factors into account as they dec i de whether to forward price 

and how. 

Hedgi ng With Futures 

Another for ward pricing altern at ive i s to hedge, i . e . , se ll futures . 

December futures was se l ected in the exampl e because this is the nearest 

co ntract followi ng harvest . The assumption was made in thi s examp l e that t he 

farmer was pl anning to sell at harvest and not store the crop . If storage was 
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to be cons idered, March, May or July f utures of the succeeding calendar year 

could have been selected . Storage hedges wi ll be discussed later in another 

paper . 

On May 1, December futures traded at $2 .40 per bushel . Should farmers 

se ll December futures , they could de l iver to Ch icago (or Toledo with some 

di scount) next December and receive $2 . 40 . However , the cost and 

inconvenience would normally be such that farmers would be better off to sell 

their crop locally and buy back their December future s . Because thi s is the 

traditional procedure, knowing the usual relationship between local cash 

pri ces and December fut ures at harvest is necessary in order to evaluate 

hedging relative to other forward pricing tools. 

The difference between pr i ces at a particular cash market , such as the 

loca l el evator , and future s at a given time i s ca ll ed "basis . " In equation 

form, 

Basis = Cash Price - Futures Price 

Si nce cash prices are usually below futu res prices, "basis" is normally 

negative . Another way to set up the equation is as fol l ows: 

Cash Price = Futures Price - Basis 

As shown in the Futures co lumn in Tab l e 1, the way farmers can interpret 

futures prices in terms of wh at t hey mean for local cash prices is to subtract 

expected bas is from futures . Since hedging involves broker age costs , those 

expenses mus t al so be deducted . In the examp l e , the expected basis i s $- . 30 

and the brokerage cos ts are $. 02, whi ch when deduct ed fr om $2.40 res ults in a 

ne t pri ce expected from the hedge of $2.08. 

Unl ess farmers or loca l e levators keep his t or ical bas i s records , coming 

up with "expected bas i s" may not be easy . For farmer s in ce ntral Mi chi gan, 
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the charts for the Sag inaw terminal in the paper on "Basis--Key to Effecti ve 

Forward Pricing" may be helpful. They could est imate their own basis if they 

knew how their local prices relate to Saginaw. If, for example, t heir local 

prices are usually $.05 under Sag inaw, their expected basis figure would be 

$- . 35 rather than $-.30 . 

Brokerage costs include commissions brokerages charge and foregone 

interest on margins required. Commissions generally range around $80-100 per 

5, 000 bushels for a "round turn. 11 In the case of hedging with December 

futures, a round turn would include the initial sa le and subsequent 

purchase . At $80 per 5,000 bushels, the cost is 1.6 cents per bushel; at 

$100, 2.0 cent s . For hedgers, brokerages require margins which genera l ly do 

not exceed 2-3 percent of the value of the contract . For a corn contract of 

5,000 bu shels, margins may be as low as $200, or 4 cents per bushel . The 

interest cost on 4 cents for six months at 8 percent per year interest would 

be about . 2 cents (4 cents x .5 years x 8 percent interest per year). 

Adding 1.6-2.0 cents for commi ss ions to . 2 cents for foregone interest 

would amount to total brokerage costs of 1.8-2 . 2 cents , or as given in the 

example, around 2 cents. The actual foregone interest cost could be more or 

less than the . 2 cents, however. Shou ld futures prices rise, additional 

margin would be required , since the farmers short position in futures would 

involve paper losses . When the equity in the f armer's margin account reached 

75 percent of the initial margin requirement, fund s would have to be added to 

bring the margin back to the initial level. Thi s is termed a "margin call. 11 

Interest costs wou ld exceed .2 cents per bushel . On the other hand, should 

futu res fal l, the farmer would have paper profits and could withdraw funds 

f rom t he marg in account and earn interest . 
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As an exampl e , if a farmer sold one December futures cont ract for $2.40, 

the value of t he contract would be $12,000 ($2.40 x 5,000 bushel s ). The 

initial margin with the broker is assumed t o be $200. Should l osses exceed 

$50 , t he farmer ' s equity in the margin would drop be low $150, which is 75 

percent of $200 . The farmer would then be required t o add to the margin to 

bri ng t he amount up to $200 . A $50 loss on a 5,000 bushel contract is only 1 

cent . Therefore, a farmer i s advised to have more than $200 at the broker to 

avoid freque nt margin cal l s . If futures were to rise by 10 cents, $500 of 

additional margin would be needed . Typically, the broker woul d place the 

extra funds into an interest bearing money market account for ready access. 

If future s were t o fall 10 cents, the farmer would have an add i ti onal $500 

avai l ab le for use or investment . Brokers offer to add such gai ns to their own 

money market progr ams . 

The net price expected from the hedge of $2.08 i s obvious ly an 

estimate. The bas i s can vary as can the brokerage cost . It is particularly 

important to be aware of the "basis ri sk. " While $- . 30 has been the average 

difference between Saginaw cash prices and December futures at harvest s ince 

1982, it has ranged between $-.20 and nearl y $- . 40 . 

Buying Puts 

Anoth er set of alternatives is to buy put options , the r ight to se ll at 

given strike prices . For December, a number of stri ke prices are available . 

On March 24, 1988 , fo r exampl e , e ight December corn puts were t r aded, ranging 

in 10 cent increments from $1. 60 to $2. 30. In the example i n Table 1, two put 

opt ions were anal yzed. One of t he puts was "at the mo ney ," i . e ., the str ike 

pri ce of $2 .40 was equal t o the under lyi ng December futures price of $2 .40. 

The premi um for that contr act was $. 18, which , of cours e , was al l "time 

va lue ." As with hedging , the expected bas i s was $-. 30 per bushel. The 
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brokerage cost was set at $.03 , s li ghtly more than for hedging. Deducting the 

premium, expected basis and brokerage costs from the strike price resulted in 

a minimum se lling pri ce expected of $1 .89 per bushel. 

As with hedging, basis risk is involved so that the minimum pri ce i s an 

est imate . While the brokerage costs were the same or close to those for 

hedging, the calculation does differ and the cost i s l ess variable than for 

hedging . The commission for the purchase and sale of an option woul d 

generally not exceed $100 . Some brokers charge more if they provide 

substantial advi sory services . One brokerage house charges 5 percent of the 

premium for a purchase of put (or call) with a min imum of $30 and $40 to 

se ll. Additi onal charges will be assessed if a farmer el ects to exercise the 

option and take a short pos ition in the futures market . 

Since the maximum loss on the contract i s the premium, $.18 in this case, 

the farmer is only obligated to fu rn i sh funds equal to the premium . The 

foregon e interest cost wou ld amount to about . 9 cents per bushel for six 

months at 10 percent interest (18 cents x . 5 years x 10 percent interest per 

year ). Adding the commission and interest costs together results in a total 

cost of nearl y 3 cents per bushel . 

The second put option examined had a higher stri ke price ($2 .60) and 

wou ld provide a higher minimum pri ce than would the put with the $2.40 stri ke 

price. The premium was $. 30, the expect ed basis was again $-.30 and the 

brokerage cost was set at 3 cents . Because of the higher premium, the 

brokerage cost would be higher than for the put wi th the $2. 40 s trike price , 

but would in round numbers remain near 3 cents . 

The $2 .60 put would provide a minimum se lling pri ce expec t ed 8 cents 

higher th an the $2. 40 pu t . Why would a farmer be in terested i n the $2.40 

put? The r eason i s th at should prices ri se subs t ant ia ll y, the net pr i ce would 
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be higher for t he put with the lower premium, i . e . , the $2 .40 put. Thi s i s 

illustrated in Tabl e la, ass uming bas i s turns out to be $-.30 at harvest and 

no time va l ue i s l eft on the opt ions . 

Note that the $2 . 60 put provided a higher return if December fut ures at 

harvest t urn out to be $2. 40 or be low. With the December futures above $2 . 40 , 

t he $2 . 40 put resu l ted in higher r et urns t han did the $2 . 60 put. The margin 

was $. 12, the difference between the purchase cost of the two puts . The 

decision of which put to buy is based on wh at minimum pri ce is required and 

wh at di rect ion t he farmer thinks prices wi ll go . 

Forward Contract and Buy Call s 

An alternative simil ar to buying puts is to forward contract and buy 

calls . The major difference i s that "basis risk " i s eliminated . In the 

example in Tab le 1, the producer locked i n a cash price of $2 . 02 with a 

forward contr act . The purchase of a ca ll (the right to buy) provided the 

producer the opportunity to benefit from a price rise at a cost of the option 

premium and brokerage . On a ca l l with a $2 . 30 strike price, the producer paid 

$.22 for the premium and $.03 for brokerage . Thi s established a minimum 

se lling price of $1.77 ($2 . 02 - $. 22 - $.03) . Thi s is an absolute minimum 

since the forward contract eliminates bas i s risk . ..0' 

The producer could establish a higher minimum pr i ce by purchasing cal l s 

that are at or out of the money. With December future s at $2.40 , a call 

(right to buy ) with a strike price of $2 . 30 is in the money . The intrinsic 

value i s $. 10 and the time value is $. 12. If the producer were to buy a $2 . 50 

call, the premium wou ld be about $. 12 and brokerage costs would be closer to 

..0'An alter nat ive not ana lyzed, but with similarities to buying puts or forward 
contracting and buying cal l s is to hedge and buy calls . However , basis risk 
remai ns and hedgers are sub jec t to margin ca ll s . 
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TABLE la 

COMPARISON OF NET SELL ING PRICES FROM BUYING 
PUTS WITH DIFFERENT STRIKE PRICES 

December Futures at Harvest 
$2 . 00 $2 . 20 $2 . 40 $2.60 $2.80 

$/bu . 

Put With $2 . 40 Strike 

Cash Price ($.30 
Under Futures) 1. 70 1. 90 2. 10 2. 30 2. 50 

- Option Premium at 
Purchase -.18 -.18 -.18 -.18 -.18 

+ Option Premium at 
Sale +.40 +. 20 0 0 0 

- Brokerage Cost -.03 - . 03 - .03 -.03 - . 03 

= Net Selling Price 1.89 1.89 1.89 2. 09 2. 29 

Put With $2 . 60 Strike 

Cash Price ($.30 
Under Futures ) 1. 70 1. 90 2.10 2.30 2. 50 

- Option Premium at 
Purchase - . 30 -.30 - . 30 -. 30 - . 30 

+ Option Premium at 
Sale +.60 +.40 +. 20 0 0 

- Brokerage Cost -.03 - . 03 ·-. -.03 - . 03 - . 03 

= Net Selling Price 1. 97 1. 97 1. 97 1. 97 2.17 

$3 . 00 $3 . 20 

2.70 2.90 

- . 18 - . 18 

0 0 

-.03 - . 03 

2.49 2. 69 

2. 70 2.90 

- . 30 -.30 

0 0 

-.03 -.03 

2. 37 2. 57 
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$.02. However, futures would have to rise more than with the $2. 30 s t rike 

before the producer would reali ze a gai n. Thi s i s illustrated in Table lb, 

assuming different levels of December futures at harvest as was done with 

puts . 

As indi cated in Table lb, the lower priced call resulted in higher net 

selling pri ces if future s were to dec line , but lower net sel ling prices if 

futures were to rise . 

Choosing the Appropriate Pricing Scheme 

As of May 1, the pricing alternatives given in Table 1 were as follows : 

(1) Forward contract at $2 .02. 

(2) Plan to take out a government loan which would provide a 

minimum net price of $1 . 50. 

(3) Do nothing . Take chances on the cash market at harvest . 

(4) Enter a basis contract at $. 38 under December futures . 

(5) Hedge with the expectation of a $2 . 08 price . 

(6) Buy a December put with a strike price of $2 . 40, establi shing 

an expected minimum se lling price of $1 .89. 

(7) Buy a December put with a strike price of $2.60, establishing 

an expected minimum selling pri ce of $1. 97 . 

{8) Forward contract and buy a call with a strike pri ce of $2 . 30, 

establ ishing a minimum selling pri ce of $1.77 . 

There i s no clear-cut "bes t" alternative. The choice depends on the 

farmer ' s incl i nation and ability to handl e the risk of a pri ce dec line and the 

conviction of the producer concerning the pri ce outlook . If the producer was 

eli gibl e f or a gover nment loan and coul d survive should cash prices drop to 

$1.50 and was also bu ll ish about t he market , t he appropriate al ternative might 

well be to do nothing . The next best al ternat i ve for th i s prod ucer might be 

to buy the $2 .40 put . 
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TABLE lb 

COMPARISON OF NET SELLING PRICES FROM FORWARD CONTRACTI NG 
AND BUYING CALL S WITH DIFFERENT STRIKE PRICES 

December Futures at Harvest 

$2.00 $2.20 $2 . 40 $2.60 $2 . 80 $3 . 00 

$/bu. 

Call With $2 . 30 Strike 

Forward Contract 
Price 2.02 2.02 2.02 2. 02 2. 02 2.02 

- Option Premium at 
Purchase -.22 - . 22 -. 22 -. 22 -. 22 -. 22 

+ Option Premium at 
Sa le 0 0 +. 10 +. 30 +.50 +.70 

- Brokerage Cost -.03 -. 03 - . 03 - . 03 -. 03 -.03 

= Net Se lling Price 1. 77 1. 77 1. 87 2. 07 2.27 2.47 

Call l~ith $2.50 Strike 

Forward Contract 
Price 2.02 2.02 2.02 2.02 2. 02 2.02 

- Option Premium at 
Purchase -.12 -.12 - .12 -.12 -.12 - . 12 

+ Option Premium at 
Sale 0 0 0 +.10 +.30 +.50 

- Brokerage Cost - .02 - . 02 - . 02 - . 02 -.02 - .02 

= Net Se lling Price 1.88 1.88 1. 88 1. 98 2. 18 2. 38 

$3 .20 

2.02 

-.22 

+.90 

-.03 

2.67 

2. 02 

-.12 

+.70 

-.02 

2.58 
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A producer who would be in financial trouble s hou ld the net price be 

below $2.00 would best forward contract or hedge. The expected net pri ce is 

higher with the hedge, but there is no guarantee that basis will be $- . 30 . 

Should basis turn out to be $-.40, the net price would be $1.98 . A producer 

needing a price of at l east $1.95, but thinks prices are goi ng higher might 

cons i der the $2.60 put . 

Because the basis re l ati ve to new crop was weak on May 1 ($-. 38 when the 

norm was $- . 30), forward contracting, basis contracts and forward contracting 

and buying calls were not particularly attractive alternatives. 

Scenario #1 : Weak Basis 1 Price Decline 

Assume December futures prices dec l ined from $2 . 40 on May 1 to $1. 73 on 

November 1, the peak of harvest . Assume also that the cash price was $1 . 40 

implying that basis turned out t o be $- . 33 . The basis was $. 03 weaker than 

expected, but stronger than on May 1. With thi s scenario, the final results 

for t he eight pricing alternatives can be cal culated and compared in Tab le 

le . The numbers in the boxes are the net prices realized from the eight 

alternatives. 

If a farmer held the basis contr ac t into harvest (December futur es could 

have been established earlier), the net price was $1 . 35 ($1.73 -.38) . In the 

hedge , December future s wer e purchased at $1 . 73 having been so ld at $2 . 40 for 

a profit of $.67 . Deducting brokerage , the net gain was $. 65 which , when 

added to the $1 . 40 harvest price provided a net price of $2 .05. The $2.05 was 

$. 03 l ess than expected because bas is was $.03 weaker than expected. 

As expirat ion on put options approaches , the premiums converge to the 

intrins ic value . The intrins i c value for a $2 .40 put when the underlying 

futures was $1 . 73 would be $. 67 ($2 . 40 - 1. 73) . For a $2.60 put, the 

intrinsic value wou ld be $. 87 ($2 .60 - 1. 73) . Subtracti ng the respective 



TABLE le 

FORWARD PR ICING ALTERNATIVES FOR NE~/ CROP Co ~tdop) 
WE.AK 13~51.s , P~1ccs bec.L-1NE. 

Oa te Cas h Market Fut ures 

5 / ( Produc t ion Cost 1$ /. 3o-.:i.so be<:e.rt\ b ~r: 
(Futures Month) ~ 

Fo rwa rd Con tract Pr i ce ( 1 ) I ~ .0 '-I Less : 

Ba si s Con tract Rel at ive Expected Basisb - . 30 
co be.c.~m hf!...,.. - .3g Brokerage 

(Fut ures Mon t h) Costs' - . O.;t 
ilet Gover nmen t 

(2)a I 1. So I Equals Net Price Loan Rat e 
Expected From 

::xoected Harvest Pri ce Hedge d..o~ 
Oot im is tic J..So 
Average ~.OD 
Pessimi sti c /.SQ 

I t.4o I be..c.~mbe ~ l.'13 ll/1 :iarvest Pri ce ( 3 ) 
(Buy) ;let ?r i ce From Basis (Futures Month 

Con t rac t= Fu t ures + (4 ) l!.'35"! Actual Basisd - .33 
Ba s i s Con t ract 

NetPr i ce Received From Hedge and Opti ons 
l.40 Cas h Pr ice at Harvest 

?l us Ne t ~e :urn s From Fut ures and Op t i ons 
Se ll and Suy (Fut ures ) or Buy and Se ll (Options) "' . ~'1 
Less Brokerage Cos t sc - . OJ.. 
Equ als Net ?rice Re ceived .,. . ~s 

Equa 1 s llet Pr i ce Receiv ed (sJ Id.. .os l 

~Governme n t ioan rate l es s storage costs to maturity. 
The expec t ed value , at harvest, of t he cash price less the given futures. 

~Commi ss ions and inte rest on margins or premiums. 
The actual value, at harvest, of the cash price less the given futures. 

Put Options 

bec.e..m be.,-
(Futu res Month) 
Strike Price c1. 4o 
Less: 

Option Premium - .I~ 
(Buy) 

Expected Basisb - .30 
Brokera~e 

Costs - .03 

Equals Minimum 
Selling Price 

l. iCl Expected 

't>€i:.~ro bcr: 
(Futures Month) 
Option Premium . lo'1 

(Se 11) 

1.t.Jo 

+1~9 
-.Q3 

+. i+t, 

I I . 'a Co I 
( 6) 

J.teo 

- .30 
(Buy) 
-.30 

-.03 

I .'4"7 

,g7 
(se11) 

l .4D 

+.5'7 
- .03 
+.~~ 

~ ) 

Forward Contract 
and Buy Ca l ls 

b~~embe.r 
(Futures Month) 
Stri ke Price d .30 
Forward Contract 
Price J. .O;t. 
Less: 

Op t ion Premi um - . l~ 
(Buy ) 

Bro kera~e 
Costs -.03 

Equals Mini mum 
I. 'i '1 Se 11 i n g Pr i c e 

0 
( Sel 1) 

Forward Cont r act 
Price ~ . o~ 

-.~ 
-.o3 

- . J..S' 

(B) j / . 'J"7 J 

...... 
(J1 
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costs for the options and brokerage charges resulted in net prices of $1 . 86 

and $1 . 95, respect ively. As with the hedge , the net prices were $.03 below 

the expected minimums because of the weak basis . 

For the alternative of forward contracting and buying calls, the call 

became worthless at harvest . If you are holding a contract with the right to 

buy at $2 . 30 when the price of the underlying future s is $1.73, your contract 

has no value . The cost of the option was lost, plus brokerage, giving a net 

return of $1 . 77 . This figure, however, was exactly t he minimum expected 

because no basis variation was involved. 

In retrospect, the most profitable alternative was to hedge, followed by 

forward contracti ng, buyi ng a $2 . 60 put, buying a $2.40 put, forward 

contracti ng and buying call s , do nothing and ent ering a basis contract--in 

that order . 

Scenar io 2: Weak Basis, Prices Rise 

The situation on May 1 i s the same in Scenar io #2 as Scenario #1. 

However , rather than falling, December futures are higher on November 1 than 

on May 1 (Table 2) . Also, the basis turns out to be strong at $-.28 rather 

than $-. 33 . December futures were at $3.28 and the cash price was $3 .00. 

Under the hedge , buyi ng back a contract at $3 . 28 whi ch had been so ld at 

$2 . 40 resu lted in a los s of $.88. Adding brokerage made the total loss in 

futures $. 90. Deducting $. 90 from the $3.00 cash pri ce netted the farmer 

$2 . 10 from the hedge . This was $.02 more than expected because the basis was 

$. 02 stronger than expected. 

With December futures at $3 . 28 , both put options (right to se ll at $2 .40 

and $2 . 60) became worthless . Deducting the costs of the two options and 

brokerage from the $3 . 00 received i n the cash market netted the put holders 

$2 .79 and $2 .67, respectively . While the put holders were able to participate 



TABLE 2 

FORWARD PRICING ALTERNAT IVES FOR NE~I CROP __ C._o-r:R<TN7"":-T __ _ 
(CROP) 

WEAK -"BA~I ~. 

Date Cash Market Futures 

5 i1 Produc t ion Cost -'t I· ?io -l. .5<i Puc.c..e.oobe.~ ( utures Month ~ 
Fo rward Contract Pr i ce (1 ) I ~ .oJ.J Less: 

Ba s i s Contract Rel at ive Expected Basi sb - .3o 
to beu oobe:.r -. 3~ Brokerage 

(Fu tu res Month) CostsC - .oi 
;iet Gove r nment 

(2)a 11.50 I ~ ca n Rate Equals Net Price 
Expected From 

~.O~ ::xoec: ed Harvest Pr i ce Hedge 
Co t • ~ 1 s: i c ~ S:o 
:-ve rage J .oo 

I :>ess1m1 st i c 1.so 

II LI 13.ool beceMber- ~ Harves t Pr i ce ( 3) 
{Fu tu res Month) i.e : 'ri ce From Basis 

Con t ra ct= Fu t ure s + ( 4 ) I .l .9ol Ac t u a 1 Basisd - .ig 
3as1s Con: rac t 

he : 0 r 1ce Rece i ved From Hedge and Opt ions 
Cash Price at ~a rv es t ~ . oo 
'lus ~e t ~e tu r n s From Fut ures and Opt ions 

Sell and Buy (Futures ) or Buy and Sell (Options ) - . ~g 

Less Brokerage Co st sc - . o~ 
Equals ~et ?r i ce Rece ived -.90 

::qJals ~e t Pri ce Rece ived (S l l «.IO I 

~Gov e rnmen t loan rate l ess storage costs to maturity. 
i ne exoec :ed value, a t harvest, of t he cash price less the give n futures. 

~Comm i s s i ons and in terest on margins or premium s. 
i he actua l val ue, at harvest , of the cash price less t he given futures. 

Put Opt ions 

bec.e.mber 
(Fu t ures Month} 
Strike Price J.4Q J. .vO 
Less: 

Option Premium ~ - .3o 
(Buy) 

Expected Basisb - . ,3Q - .3o 
Brokera~e 

Costs - .D,3 - .o~ 

Equ al s Minimum 
Selli ng Price 

I .'$9 1.q'7 Expected 

Rece.mbe~ {utures Month 
Op t ion Premium 0 (S~ l) ( ~e 11) 

3.QQ 3 . QQ 

- . l ~ -.~Q 

- . D~ - .Q,2 
- .d..I - .33 

I ~ . '1'l l 1 ~ . <-ri l 
(6 ) (7) 

Forward Contract 
and Buy Cal l s 

Dec~rnbp"'" 
(Futures Month ) 
Stri ke Price J .30 
Forward Contract 
Pr i ce ~ . o~ 

Less: 
Op t ion Premium -;M-y 

Bro kera~e 
Costs - .03 

Equ al s Mi nimum 
I. '7 i Se l l ing Pri ce 

,qg 
(Se! 1) 

Forward Con tract 
~ . o~ Pr i ce 

+ . '1(p 
- .oa 

-r. '13 

(8) l d.'75 1 

...... 
-.....J 
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in the bull market, their net pri ce was les s than the alternative of doing 

nothing- - l ess by the cost of the options and brokerage. Note also that the 

net price from the $2. 40 strike put was greater than for t he $2. 60 strike put, 

opposite from Scenario #1 when prices fell. On a rising market , the lower 

priced put will net more by the difference in the option costs. In Scenario 

#2, the $2. 40 put netted $.12 more than the $2.60 put. The $2 . 40 put was $.12 

cheaper (including brokerage cost s) . 

By forward contracting and buying call s, a farmer cou l d also have 

participated in the bull market.ll While locked into a forwar d contract with 

the el evator at $2 .02, the value of the call increased with the ri se in 

futures. With December futures at $3 . 28, a call (right to buy) with a str i ke 

price of $2.30 would be worth $.98 as expiration approached . Having paid $. 22 

for the call, the net from the option was $. 76 l ess $. 03 brokerage for a $. 73 

gain . Adding the $. 73 to the $2 . 02 forward contract netted the farmer 

$2 . 75 . Had basi s been normal when the farmer entered the forward contract, 

this alternative would have been more attractive in an up market than the put 

alternatives . 

In retrospect, the most prof i table alternative was to do noth ing, 

followed by a basis contract, a $2 . 40 put, a forward contract and purchase of 

a $2.30 cal l, a $2.60 put, a hedge and a forward contract. The lowest net was 

a government l oan, but the holder would have so ld the corn at $3 .00 and paid 

back the loan. In a sense, the government loan is like buying puts or forward 

contracting and buying calls . The loan sets a lower bound on price , but 

lf Another way to participate in a bull market i s to forward contract and buy 
December futures . Thi s would net more than options because no premiums are 
paid . However , th i s would not estab lish a minimum price and farmers would 
be at r i sk in a dec lining market . 
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allows the farmer to participate in a bull market. Major differences are, of 

course , that t he opt ions may offer higher mi nimum prices , but lower returns i n 

a bull market since premi ums must be paid to buy the opt i on . 

Scenario #3: Weak Basi s 1 Prices Stabl e 

Rather than December fut ures fall ing or rising, prices are stable in 

Scenar i o #3 (Table 3) . Basis turned out t o be $-. 30 , exactly as expected . 

December f ut ures r emained at $2 . 40 and t he harvest cash price was $2 . 10. 

The basis contract turned out to be the same as the forward contract- 

$2 . 02 . The hedge resulted in no gain or loss except for brokerage costs. The 

net of $2 . 08 was just as expected because basis was as expected . The $2 . 40 

put remai ned at t he mo ney and was worth l ess on November 1. The $2 . 60 put was 

still in the money with an intrinsic val ue of $. 20 . Both puts resulted in 

returns at the minimum. The alternative of forward contracting and buying 

calls netted $1 .87, 10 cents over the mi nimum . 

In retrospect , t he most profitab le al t er nat i ve was to do noth i ng , 

followed cl ose ly by hedging, then forward contracting and basic contracts, 

then the $2.60 put, the $2 . 40 put and finally forward contracting and buying 

calls . 

In most cases, use of options will be second or third best relative to 

ot her alternatives when prices r i se or fa l l significantly and worse when 

prices are stable. When futures are stable, option buyers pay option sel lers 

the time value, but do not gain from either more valuable options or higher 

cash prices . 

Scenarios 14 1 #5 and #6: Strong Basis; Prices Decline, Ri se and Remain Stabl e 

For Scenari os #4, #5 and #6 in Tables 4, 5 and 6, the s ituat ions are 

similar as f or Scenarios #1, #2 and #3 except th at t he har ves t bas i s i s s t rong 

at planting time . Rather than the forward co ntract on May 1 bei ng $. 38 under 



TABLE 3 

FORWARD PRICING ALTERNATI VES FOR NE~l CROP C.oR. N 

r,.JE.At< '°BA61s. PR.1e-c..s ~-rABLc 
(CROP) 

Date Cash Market Futures 

5/ I ?roauc:ion Cost .SI. 3o • :l.5o bec~co~~T ~ (Futures Month e 

Forward Contrac t Pri ce ( 1) I c:2 .D~ I Less: 

Basis Cont ract Rel at ive Expected Basi sb -.~Q 
:o De.cernbc:.r -.3~ Brokerage 

(Fu tures Month) CostsC - .Od. 
:iet Gove r nment 

J.So I ( 2 ia I Equals Net Price Loan Ra te 
Expected From 

:xpected Harves t Pr i ce Hedge c2 .og 
Oo: i rn i s t i c d.So 
Average ~ -DO 
Pessimi st ic J. S"Q 

II jl 1~ . 101 Harves t Pri ce ( 3 ) ~e.c.e.m b eD d .4¥ 
l1et ?rice From Basis (ut ures Month (Buy 

Contra c: =Futures + (4) I ~ -o~I Actual Basisd -.3o 
Basis Contrac t 

Net Price Received From He dge and Opti ons 
Cash Price at Harvest ~ - IQ 
?lus Net Re t urns From Futures and Options 

Se 11 and Buy (Futures ) or Buy and Sell (Opt ions ) 0 
Les s Brokerage Costsc -,oa 
Equals Net Price Received - . 0;1.. 

Equals Net Pri ce Rece ived (sJIJ.osl 

~Government lo an rate less storage costs to maturi t y. 
The expected value , at harvest , of the cash price less the given futures. 

~Commi ss ion s and in terest on marg ins or premiums. 
The actual value, at harvest , of t he cash pri ce l ess the given fu t ures. 

Put Options 

~'~alb~r: (utures Hon t h) 
Strike Price ~ .~Q 
Less: 

Option Premium - . Ii 
(Buy) 

Expected Basisb -.3o 
Brokerage 

Costs - .03 
Equals Minimum 
Se lli ng Pri ce 

l.~9 Expected 

~embc~ 
(uwres Monti'\) 
Option Premium 0 

( ~el 1) 

)..10 

- • I~ 
- . o~ 

- .~I 

I t.'l'i I 
( 6 ) 

~.{.eO 

- . .30 
(Buy) 
- . 30 

- ,03 

I . 9 '.1 

.c:tR ( ~el -

~.La 

- . 10 
-.C,3 
--1~ 

~ 

Forward Contract 
and Buy Cal l s 

be.ce.m be:~ 
(Futures Month 
Stri ke Price .;t. ~o 
Forward Contract 
Price J. . o;;.. 
Less: 

Opti on Premium - - ~~ 
(Buy) 

Brokeraae 
Costs~ -.o~ 

Equals Mini mum 
/ .'7'7 Selling Price 

• to 
(Se 11 j 

Forward Cont ra ct 
Pri ce ~.Q~ 

-. Id... 
- . o3 

- .15 

(S) I 1 .'§'"] l 

N 
0 



TAB LE 4 

FORWARD PRICING ALTERNATIVES FOR NE~/ CROP C.o R N 
(CROP) 

5-r R 0 N (::, 13 A ~ I~ I p R I c.. e:. s 'be: c L... I N E. 

Date Cash Market Futures 

5/1 
Produc \.ion Cost -tt l . 3o-~ .5o ~£.cemb~~ ( utures Month ~ 
Forward Contract Pr i ce (l) 1~ .aol Less: 

Basis Contrac t Relative Expected Basisb -.3g 
to 'De.ce.mb~r -.lo Brokerage 

(Futures Month) CostsC - .OJ.. 
;iet Government 

(2lal \.sol Loan Ra te Equals Net Price 
Expected From 

:xoec : ed Harvest Price Hedge ~ .D~ 
O:i\. imi sti c ~ -SO 
Average d. .oo 
Pessimi stic 1.so 

ll /1 Dc.c..er:n b~v-1-iarvest Price ( 3) I 1.~o I I ·ler (Futures Mon t h) "let ?rice From Basis (Buy 

Contrac : =Futures + ( 4) I 1. ~s: I Actual Basisd - . ~5 
3asis Contract 

NetPrice Received rrom Hedge and Op t ions 
Cash Price at Harves t 1.=f o 
Plus Net Returns From rutures and Options 

Sell and Buy (Futures) or Buy and Sell (Options ) t-. '15 
Less Brokerage Costsc - . Qd._ 
Equals Net Price Received + .'13 

Equals Net Price Received (S) ld .13 I 

~Government loan ra t e less storage costs to maturity . 
The expected value, at harvest, of the cash price less the given futures . 

~Commissions and inte rest on marg i ns or premiums . 
The actual value, at harvest, of the cash price l ess t he given futures. 

Put Options 

~ece.m 6£.t: ( utures Month) 
Strike Price ~ . 4o J.~Q 
Less : 

Option Premium - . f~ - . 3o 
(Buy) (Buy) 

Expected Basisb -.30 -.'30 
Brokerage 

Costs -.03 -.02 
Equals Minimum 
Selling Pri ce 

I.~~ l.C/'7 Expected 

kt.C.CJYi be .... 
( litures Month) 
Option Premium ~~ Se 

J. L.Jo [ .4o 

+.5~ +.c.~ 
- . Q?, 

+ . 5"t./ 
- . o.3 

:t: · '~ 
11.q~I~ 

(6) 7 

Forward Contract 
and Buy Ca l l s 

'De,~b"'c: 
(Futures Month ) 
Strike Pr i ce J,30 
Forward Contract 

~.lo Price 

Less: 
Option Premium - . l.l. 

(Buy) 
Brokera~e 

Costs - .03 
Equals Minimum 

[ .g(p Selling Price 

0 
(Sell j 

Forward Co ntract 
Price J .l.o 

- I,?.~ 
- .03 

- - ~~ 

(8) I 1.g5j 

• 

N 
........ 



TAB LE 5 

FORWARD PR ICING ALTERNATIVES FOR NE ~I CROP __ C._O-rR~N~-
( CROP) 

~., ~o Nb "'BA s 1 5 , PR 1 C.E s R.1 s e-

Date Cash Mar ke t Fut ures 

5 ) I Proauction Cos t ~ l.3o -~ .So Dec.em be...- 1 .40 
(Futures Mon t h) (Se 11 ) 

Forward Contrac t Pr i ce (1) I ~ . ~ol Less : 

Basis Contract Rel at ive Expect ed Basisb - . 30 
:o b f.C.f. b::l b 'r- - .~o Broker age 

(Fu tures Month) Costsc - . o~ 

:1et Government 
I.So I ( 2 )a I Equal s Net Pr ice Loan Rat e 

Expect ed From 
J..D8 Expec:ed Harvest Pri ce Hedge 

Opti mi s:ic .a.so 
Average d.. .oo 
Pess im istic I .S'Q 

II I ( De..c.~mb~c 3 . ~5' Ha rves t Price ( 3) 13.ool (Fut ures Month) (Buy) 'let ?rice From Basis 
Contrac t= Fu t ures + ( 4) I 3.os-1 Actua l Basisd -.~s 
Basis Con tract 

NetPrice Received From Hedge and Options 
Cash ?rice at Harvest 3 .oo 
?lus Ne t Re turns From Futu re s and Op t ions 

Sel 1 and Buy ( ru t u re s ) or Buy and Se 11 (Opt ions ) -.~5 
Less Brokerage Cos t sc - . O;J.. 
~ quals Ne t Price Received - . 21 

Eq uals Ne t Pri ce Received ( s) I ~ .13 I 

~Governmen t loan rate l ess storage costs to maturity. 
The expec:ed vdlue, at harvest , of t he cash price l ess t he gi ven futures . 

~Commissions and in te rest on marg ins or premiums. 
The ac t ua l value, at harvest , of t he cash pri ce l ess t he given future s . 

Put Opt ions 

Du.g,mbe.r: 
(Futures Mont h) 
Strike Price d- . ~o J. . VJ 0 
Less: 

Opt ion Premium - . /g 
(Buy) -(s::r 

Expect ed Bas i sb - . 3o -.3o 
Bro kera~e 

Costs - . 03 - .o,2 
Equals Minimum 
Sell i ng Price 

I .B9 Expected I .g '.1 

/d,u-mbe.c 
(Futures Mont h) 
Option Premium 0 ( ~1 ) (Sel 1) 

3.DO 3,QQ 

- . 1~ -.30 
- .03 -.OJ 

- .J.I - . .3,3 

I d..'7q I 1~. ~'7 1 
( 6) ( 7) 

Forward Con t ract 
and Buy Cal ls 

~Cl mb~r 
(utures Month ) 
Stri ke Price ~ .3o 
Forward Contract 
Pr i ce J.. d.O 
Less: 

Option Pr emium - . d.~ 
(Buy) 

B roke ra~e 
Costs -,03 

Equal s Mi nimum 
1 . 9~ Se ll ing Price 

~ e 

Forward Cont ract 
Price ~ .~o 

+.73 
- . 03 

+ .1_Q 

(s) I J. .qo I 

' 

N 
N 



TABLE 6 

FORWARD PRICING ALTERNATIVES FO R NE~I CROP c_ 0 RN 
--~(~CR,,,...,,O~P .--) --

~-rR o N. & '"BA~1!> , PR1ce.s S-rl=l6LE' 

' 

Ja te Ca sh Market Futures 

I 
J l.~0 -)..$0 Dec.embe..r J. .40 5 I I ~rodJc t ion Cost 

(Futures Month) (Se 11 ) 
=crward Contrac t Price ( 1 ) I d.d.ol Less : 

8as;s Con tract Relative Expected Basisb - .30 
to De.cero be.r - . Jo Brokerage 

{Fu tures Month) CostsC - . O).. 

·;e : Gove rnmen t 
(2 )a I I.So ] Equals Net Price _can ~a :e 

Expected From 
::x;)ec : ea 'iarvest Pri ce Hedge c:J . o~ 

::: : '~is : ;c c::l..50 
;verage ~ -00 
Pe ss imi st ic 1.s:o 

11/, I il . 15 I De..c.em be.c l .4p 1arves : Price ( 3) 
(Fut ures Mon th) \e : j,..~ ce =rem Basis (Buy 

:o ... :rac : = =ur.ure s • ( 4) l ~L~o l Ac tu a 1 Basisd - . ~5" 
8as·s ::on trac t 

Ne: 0 r1ce ~eceiveo =rom Hedg e and Opt ions 
Cash Price =: Harvest J.. IS: 
Pl us Ne t Re turns From Fu tures and Options 

Sel 1 and cuy (Futures) or Buy and Sell (Options) 0 
Le ss Bro~erage Cos tsc - . o~ 
Equals ~et 0 r 1 ce Rece ived - . o~ 

Ecuals ~e: or1ce Receiv ed ( s) I~ .13 I 

~Government loan rate less st orage costs to maturity . 
The expec t ed value , at harves t, of the cash price less the given futures . 
~Commissions and interest on margins or premi ums . 
ihe ac ~ual value, at harvest , of t he cash price less the given futures . 

Put Options 

bc.c.e..Mh ... r 
(Futures Mon t h) 
Stri ke Price J. .4o ~ - ~Q 
Less: 

Option Premium - . I~ - .30 
(Buy) (Buy) 

Expected Basisb - .30 - .3o 
Brokera~e 

Cos ts - .03 - .Q,3 

Equals Minimum 
Selli ng Price 

/ . ~'l l .91_ Expected 

D"c.e..m be_r 
(Futures Month) 
Option Premium 0 .ao 

(sel 1) (Se 11) 

~ . 15 ~ . IS' 

- • 12_ - . to 
-.03 - . Q~ 

- .a1 -.13 

CWJ ) 
11.j~ I 

( 7) 

Forward Con tract 
and Buy Ca 11 s 

~e.c.'cn be.:c 
(ru t ures Montn I 
Strike Price ~ . 3o 
Forward Con t ract 
Pr ice ~- '20 
Less: 

Op t ion ?remi um - - ~~ 
\Buy ) 

Brokeraae 
CostsC - .03 

Equals Minimum / ,q{., Selling Price 

. 10 
( Sel 1) 

Forward Cont ract 
J. .J.o Pr ice 

- . Id. 
- . 03 

-. 15 

(8) Id.OS] 

N 
w 
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December futures , it is on ly $. 20 under. The basi s contract likewise i s $. 20 

und er rather than $.30 under. To help eva luate the alternatives , the actua l 

basis at harvest was set at $- . 25 in all three scenarios . This basis i s 

stronger than normal and stronger than the $-.30 expected, but $. 05 weaker 

than on May 1. 

In the results , forward contracti ng, the basi s contract, and forward 

contracting and buyi ng call s compared more favorab ly than was the case in 

Scenarios #1, #2 and #3 . In Table 4, for example, the forward contract pri ce 

was $2.20 compared to the expected net price from the hedge of $2.08. Those 

farmers needing the protection that forward contracts or hedging can offer 

should sel ect forward contracts in this case . Not on ly is t he net price 

likely to be higher than with hedging, there is no basis risk . 

Farmers needing downs ide pri ce protect ion, but wanting to parti cipate in 

a bull market, would be advised to forward contract and buy ca ll s . Whil e the 

minimum i s s l ightly less than a $2 . 60 put, the minimum is assured with the 

forward contract and call purchase. 

Farmer s who can hand le the risk of a price decl ine shou ld consi der the 

basis contract . Thi s is stil l a speculative pos iti on, but has some promise of 

netting a higher price than doing nothing . 

Conclusion 

In some forward pri cing s i t uations , the choi ce of whi ch al ter natives are 

the most promising and whi ch alternat ives to avoid may be clear . However, in 

most cases the proper course depends on the circumstances re l ati ng t o the 

individual farm, its operator and family . Carefu l attention needs to be given 

to production costs , the outlook , the farm ' s financial position, family goals 

and the operator ' s wi l li ngness and inclination to handl e price risk s . In any 
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case, farmer s need to understand the forward pricing alternatives, their 

consequences and which ones best fit the farm' s current situation. 

A set of tables are appended which can be used to evaluate forward 

pricing alternatives on new crop corn, wheat or soybeans, and on fed cattle 

and hogs. 
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FORWARD PRICING ALTERNATIVES FOR NE~/ CROP ---,.~=-.---
(CROP) 

Date Cas~ Market Futures 

Production Cost 
(Futures Month) 

Forward Contract Price ( 1) I I Less: 

Basis Contract Relative Expected Basisb 
to Brokerage 

(Futures Month) CostsC 
Net Government I (2 )a I Equals Net Price Loan Rate 

Expected From 
Expected Harvest Price Hedge 

Optimistic 
Ave ra ge 
Pessimistic 

I I Harvest Price ( 3) 
{Futures Month) Net Price From Basis 

Contract = Futures + (4) I I Actual Basisd 
Basis Contract 

Net Price Received From Hedge and Options 
Cash Price at Harvest 
Plus Net Returns From Futures and Options 

Sell and Buy (Fu tures ) or Buy and Sell (Options) 
Less Brokerage Costsc 
Equals Net Price Received 

Equals Net Price Received (s) I 

~Government loan rate less storage costs to maturity. 
The expected value, at harvest , of the cash price less the given futures . 

~CollJlli ssions and interest on margins or premiums. 
The actual value, at harvest, of the cash price less the given futures . 

Put Options 

(Se 11) (Futures Month) 
Strike Price 

Less: 
Option Premium 

(Buy) (Buy) 
Expected Basisb 
Brokerage 

CostsC 

Equals Minimum 
Se 11 i ng Price 
Expected 

(Buy) (Futures Month) 
Option Premium 

(Se 11) (Se 1 l) 

I I 
( 6) 

I 9 

t 
• 

Forward Contract 
and Buy Ca 11 s 

(Futures Month) 
Strike Price 

Forward Contract 
Price 

Less: 
Option Premium 

(Buy) 

Brokerage 
Costs 

Equals Mini mum 
Se 11 i ng Price 

(Se 11 ) 

Forward Contract 
Price 

(a) I I 



FORWARD PRICING ALTERNAT IVES FOR FED CATTLE OR HOGS 

Date Cash Market Futures 

Produc t ion Cos t Per Head Per Cwt .a 
(Fu tures Month) ( Sel 1) 

Feeder 
Less: Feed 

Other Expected Basisb 
Total Brokerage 

Fo rward Contract Pri ce Costs 
for (1) I I Equal s Ne t Price 

(Date) Expected From 
Expected Ca sh Price Hedge 
fo r 

(Date ) 
Oo t imi st i c 
Av erage 
Pessimistic 

Cash Pr ice ( 2) I I (Fu tu res Month ) (Buy) 
Actual Basisd 

Net Price Received From Hedg e and Op tions 
Cash ?r ice 
Plu s Returns From Fu tures and Options 

Sell and Suy (Futures) or Buy and Sell (Op tions ) 
Less Brokerage Cos tsc 
~qua ls .'le t Re t urns 

Eouals Ne t Pr ice Rece ived ( 3 i I 

~Per cwt. of livewe igh t of fini shed cattle or hogs . 
The expected value , at time of cash sale, uf the given cas h price l ess the futures price. 

~CO!Tllliss ion s and interest on margins or premiums. 
The actua l va l ue, at time of cash sa le , of the given cash price less the futures price. 

Put Options 

(Futures Month) 
Strike Price 
Less: 

Option Premium 
(Buy) 

Expected Basi sb 

Brokerage 
Costs 

Equals Minimum 
Expected Se lling 
Price 

(Futures Mon th) 
Opt ion Premium 

(Se 11 ) 

I Q 

I 
• 

Forward Contract and 
Buy Calls 

(Futures Month) 
Strike Pr ice 
Forward Contrac t 
Price 

(Buy) Less: 
Op ti on Premium 

(Buy) 
Brok er aoe 

Costs~ 

Equal s Minimum 
Selling Price 

(sel 1) (Se l 1) 

Forward Contract 
Price ---

------

Q ( 6' I I 


