
 
 

Give to AgEcon Search 

 
 

 

The World’s Largest Open Access Agricultural & Applied Economics Digital Library 
 

 
 

This document is discoverable and free to researchers across the 
globe due to the work of AgEcon Search. 

 
 
 

Help ensure our sustainability. 
 

 
 
 
 
 
 
 

AgEcon Search 
http://ageconsearch.umn.edu 

aesearch@umn.edu 
 
 
 

 
 
 
 
 
 
Papers downloaded from AgEcon Search may be used for non-commercial purposes and personal study only. 
No other use, including posting to another Internet site, is permitted without permission from the copyright 
owner (not AgEcon Search), or as allowed under the provisions of Fair Use, U.S. Copyright Act, Title 17 U.S.C. 

https://makingagift.umn.edu/give/yourgift.html?&cart=2313
https://makingagift.umn.edu/give/yourgift.html?&cart=2313
https://makingagift.umn.edu/give/yourgift.html?&cart=2313
http://ageconsearch.umn.edu/
mailto:aesearch@umn.edu


M l 
Rough Draft 
For Discussion 

L-.~-J_.; ~~~-
~Agricultural Econ0Mic s _1. 

- ~Staff Paper No. 88-66 
- August 2 , 1 988 

MARKETING STRATEGIES : A RIS K MANAGEMENT APPROACH 
The 1988 Drought and Its IMpl i cation 

JiM Hilker and Roy Blac k 

GIAl\ NfNr Fa~- i Ur\ ON O r 
~GRICULTURAL OMICS 

LIS 

~f~ 4 1988 

Presented at "The 1988 Drought and Its 
Organized SyMposiuM at the 1988 Annual 
Kno xv ille, Tn., July 31-August 3, 1988. 

!Mp l icat ions" , 
AAEA Meetings 

AABA paper p~esented a~ its annual meetings, 

l{ "'c1x c.1: tr~, , Tlv_.~d- c; -~ :J,r f7l'Y 

an 
in 



' 

Mar keting Strategies: FroM a Risk ManageMent Prospective 

A drought like the one we are having in 1988 gives us a 
teachable MOMent that we shouldn ' t pass up . We will have a 
chance over the next year to tea ch both our clientele a nd 
ourselves a lot about RISK MANAGEMENT . Within the area of risk 
ManageMent this talk will focus in on the role that pricing 
MechanisMs can play. 

Marketing strategies for farMe r s include several categori es . 
Ikerd puts theM into four classifications; product decisions, 
Methods decisions, pricing dec is ions, and Mer chandizi ng 
decisions. Toda y 's talk will concentrate on pricing strategies, 
this is not to downpla y the other area s of Marketing, but rather 
to allow us to tal k about our latest int erests . 

Now we could talk about either pricing strategies in gener a l 
which Might apol y t o a year such as 1988 or we could tal k about 
how an indi v idual should go about deve loping a pricing strategy . 
While I wil l do soMe of both, I will spend More tiMe on the 
latter . 

For t h is d iscussi on a pric i ng strategy wi l l be defined as a 
c0Moina t 1on of the various pricing MechanisMs used to price a 
gi ven or an e~ pected aMou n t of a coMModity. For exaMple, a 
pricing strategy Ma y be Made up of a portfolio where soMe percent 
is hedged , soMe percent i s forward contracted, soMe percent is 
protected with op t ions, and the rest will be sold for the Marke t 
price . 

I n a broad sense pricing s t rategies can have one o f two 
ob j e c t: ~ es , a l: nough t hey don' t ha ve to be Mutuall y exclusi ve, 
o ne ob j ec t i ve wou l d be a price enhanceMent strategy and the other 
would be to use a portf o li o of pr1c1ng Mechan1sMs to Meet soMe 
ris k ManageMent ob j ecti ves. In general a price enhanceMent 
strategy assuMes an ineff i cient Mar ket, or in o t her words, you 
know soMe inforMat1on, such as a Mar ket pattern, that the Mar ke t 
does not ta ke into account. If you assuMe an efficient Marke t, 
o r a Mar ket you don't feel you can out perforM, then a ri s k 
ManageMent approac h is neces sary . There has been several studies 
done on this t opic o f Mar ket efficiency and there is soMe 
e v idence o f both . One could hypothesis that a Mar ket that is 
generall y eff1c1ent Ma y overshoot in both direc tions in a year 
li ke 1988 and there May be opportunities to use both the risk 
ManageMent and price enhanceMent approaches. 

Although there has been soMe notable e xc e ptions, Ikerd a nd 
Anderson, King and Black, and Baldwin for e xaMple, we would a r gue 
Most Marketing specialist's ha ve leaned toward using the pricing 
MechanisMs for price enhanceMent tools versus risk ManageMent 
tools in a whole farM setting . Typicall y Mar keting specialis t 
ha ve poured over the data and tried to establish patter ns, 
trends, and rules o f thuMb that May gi ve a producer a JUMP on the 
Market on average . Our tar geting i n on developing pricing 



strateg1es based on risk ManageMent obJect1ves lS not to downplay 
these price enhanceMent efforts, but rather to tackle what we 
fee l is the alternati ve pricing MechanisMs strong suite, to he l p 
Manage risk . 

Let ' s think for a bit what the use of pricing MechanisMs or 
alternatives reall y do for a farMer or rancher. For a first cut 
let's Just consider pr ice risk. Basicall y a producer faces a 
range of possible prices with var ious weights of each occurring, 
or in other words a price probability distribution. What the 
various pricing MechanisMs do is change the shape o f the pr i ce 
distributi on a producer faces. In var ying degree s the differ ent 
pricing tools cut off par t of the downside price ris k and at the 
saMe tiMe cut off soMe of the upside potential . By using pricing 
MechanisMs a producer c hances the ris k t he y face. An exaMple of 
how the var i ous pricing alterna ti ves change the pr ice 
distribution faced is attached. 

The next st ep in the puzzle is to briefl y describe how we 
c an ge t a handl e on how Much ris k a producer can ac cept and how 
Much risk a ~roducer is willing to tak e. The onl y wa y we know 
how to get on :op of this is for each indi v idual farM er to stu dy 
and be ·an1liar with their financial situation . In this way they 
will know just how Much the Mar ket price r is k can change their 
financial situation and froM that deduce whether or not they 
can / wan t to self insure, price in the cash Mar ket, or pa ss soMe 
o f the ris k to the Ma r ket . At this point it becoMes clear that 
each indi v idua l opera tion needs to de ve lop a pricing strategy 
that fits their own particular abilities and preferences. 

I n orcer t o devel op a pr icing strategy in a ris k ManageMent 
fraMewor k produc er' s will not onl y have to have the farM 
financ i al and ~ o st records in good order , but will also ha ve to 
have farM yield distributions and realistic Mar ket price 
pr obab1 l1t1 e s available. It will also be necessary to have a 
handl e on the correlations between the farM yields and Market 
prices. ReMeMber the goal in risk ManageMent i s to control net 
incoMe ris k <or ending net worth ) and not Just price risk. 

A year li ke 1988 reM inds us how Much yields affect incoMe. 
Ma ny tiMe s producers appear to discount the poor y iel d years in 
Making their decisions or else they ha ve bec oMe accustoMed to 
Congres s c oM1ng t o the rescue . A pricing strategy alone has the 
pot ent ial to increase incoMe risk, especially if there is a 
strong nega tive correlati on between a farM s yields and the Market 
price . This shows how it Ma y be necessary to coMbine tool s , such 
as pr icing MechanisMs and crop insurance, t o really attack the 
risk ManageMent probleM. It is also iMportant to know the y ield 
distribution in o r der to know how Much and/or wh1ch price 
Mechan1sM to use at va r ious points in the planning horizon. This 
year i s an exa Mple of how we should liMit ou r earl y sales or use 
a put option in order to protect oursel ves froM having to deliver 
soMething we don't ha ve or recei ve large Margin calls. 



Having a realis t i c <usable > price probabilit y forecast is 
critical to putt ing together a pr ici ng strategy that fits a fa r M 
faMil y ' s risk ManageMent goals. We feel that a producer needs t o 
see the whol e distribution of risk they face ver sus ei t her a 
point fo recast or a Most likel y , opt i Mist ic , and pessiMistic 
forecast, although the latter was a big st ep in the right 
direction. Their a re t wo pr iMary reasons for wan ting pr oducer to 
ha ve the whole distribution (defined as the 5% to 95% levels in a 
cuMul a tive distribution ) . One reason is that the tails are the 
Mos t interes ting pa r t in an insurance sense . We May ha ve the 
capacit y to self-insure over Mu c h of the range but want t o 
protect against the big bust in ei ther pr ic e or yi eld. The 
s ec ond reason, which relates to the first, is that the resear ch 
suggests price distributions are not nor Mal , tending to ha ve 
th icker tails then exh ibited by a norMal dist ri bution. 

Although there is still research t o be done we do now have a 
for eca st of the Markets perceived price dist r ibution, JUSt like 
the future prices forecast the Mar ke ts point e stiMat e. The 
option Mark e ts in essence allows the Market to bid on insurance 
rates gl ven the aMount of ris k there appears to be, and f r oM tha t 
we can deduce the variance perce ived to be i n the Market . 
SiMplisticall y think of it this way, crop insuranc e preMiuMs are 
calculat ed froM the y ield var ianc es , so if we ~now the insurance 
preMiuM s ( the option preMiUMS) we can stand the forMula on the 
head to get the variance . At this point we can deduce soMe 
distributions which are nice for teaching, but we are leery to 
use theM fo r decision Making yet due to the shape of the 
dist;ibut1ons bei ng uncl ear . Knowing More about the 
distributiJns is iMportant, if we use distributions which are not 
accurate we could do More harM than good . 

SoMe of you Might now be sayi ng to yoursel ves , are producers 
going to be able :o l earn this? My ob servation is the top third 
of our producers are not on l y capable, but are anx ious to Move on 
to this More advanced l evel . And it will be by teaching these 
top farMers that we will a l so Ma ke inroads into upgrading the 
reMaining producers sk ills . 

Much of the thinking in this discussion of using pricing 
strategies as a ris k ManageMent tool has been around for quite 
awhile and one May wonder why it ha s not bee n us e d More . The 
reasons are one , the point above, we have not had a Market 
gener ated price distribution available, and two, there are so 
Many parts it wa s cuMbersoMe t o look a t . But now with the option 
Mar ket s, the latest generations of MicrocoMputers and the new 
s oftware available we are in a st r ong position to Move forward. 

By developing softwar e for Micro ' s that will help calcul ate 
a Market ba sed pr ice distributions and farM yield distributions, 
all ows you to enter farM financ ial i nforMat ion and cos ts , and 
wil l allow the use o f various prici ng MechanisMs, a producer c an 
quickl y look at var ious portfolios to try and det erM1ne which one 



best f1ts the operat1ons r1sk tak1ng ab1l1t1es and preferences . 
Using th1s Method May not f1nd the "opt iMal " strategy, but we 
would argue it lS a good second best gi ven you do not have to 
know a producers ut1l1ty function. 

The key to the above Method lS that the producer not only 
sees how the var ious pricing alternati ves change the average 
price distribution, but also can see how it changes the f orecast 
of the net cash fl ow, net worth, or the deb t/asse t ratio 
distribut1ons of an operat1on. PreliMinary saMples show a fa rMer 
is Much More a ttentive whe n there is a 10% chanc e of losing 
$20,000 t hen when they onl y s ee it as a 10% chance o f the price 
droppi ng a g ive n aMount. This also seeMs to Ma ke theM More 
willing to gi ve up soMe of the ups1de price potential in order to 
cut soMe of the downside ris k using soMe portfol1 0 of pricing 
tools. And that of course is the cost of all of the pricing 
MechanisMs. 

For exaMp l e , let's say that upon revi ewing an operation's 
balance s hee t the banker and the producer decide that the farM 
cannot afford to lose More than $10,000 in the soybean en t erprise 
and for s1Mpl1city pri ce is the only ris k . The decisi on now is 
what ccMb1nation of pr icing alternat1ve s would Make up a pric ing 
st rategy that would liMit the down side r is k to onl y a 5% or l ess 
c hance o f losing $10,000 or More and s t i ll give the Most ups ide 
pot ential possible . An exaMple is attached . 

Now that we ha ve given you our bias on how one should 
develop thei r pricing strategy, let's ta lk briefly abou t soMe 
reasonable strategies for a drought year and try to fit theM into 
the above fr aMewor k . As suggested ear!1er, in any year you have 
to be careful not to price to Much to earl y, and then if you 
either thlnk the pric e May drop or the pric e is high eno ug h that 
you want to lock it ln desp1te the pcss 1bil ity of a poor crop you 
should use either put options or perhap s for wa rd contrac" and buy 
calls. Once you know you a re in a drought year you should 
reMeMber that the Mar ket usuall y peaks before ha r ves t or at 
harvest and therefore you should consider l ocri ng in soMe 
production on suMMer r allies as you know More about your y ields . 
Dr ought years also tend to provide pricing opportunit1es for the 
next growing seas on as well . 

In discussing this topic with St e ve Riggins at Kentucky , we 
could basi ca lly d1v1de producers into three gr oups, those who 
have priced none, those who have pric ed More than they are going 
to have, and those in between . For those who have priced none, 
they should cons1der pricing soMe on rallies and shou ld consider 
using option on soMe port i ons i f they are consider1ng pricing 
aMounts near their expected production . For those who having 
pr ic ed to Much, they should cons1der trying to buy soMe bac k on 
Market d1ps . A fact s heet has just been released by USDA 
Market1ng extension on the legalities of not being able to 
deliver . For those in between, consider waiting to price More 
until yo u know More about your production, vol atil ity will li kely 



be i n the Mar ket all year and you will have oppor tuniti es to 
price over the nex t few Months. Did anybody just notice that I 
have pr ice enhanceMent tendencies too . Aga in, all of these 
strategies ought to be looked at with your balance shee t results 
in Mind . 

Da t e 07 / 29 / 88 
CoMModi ty : SOYS 

MKTNG STRATEGIES : 
Cash 
Forward Cont ract 
Hedge 
Put Option 
A Fence 

CUMULATI VE TOTAL: 

RISK MANAGEMENT COMPARISONS 
Expected Quant ity Mar ke t ed: 

PORTFOLIO PORTFOLIO 2 
100 !. 52 !. 

0 i. 48 !. 
0 7. 0 7. 
0 7. 0 7. 
0 i. 0 i. 

100 7. 100 i. 

20000.0 <cwt > 

PORTFOLIO 3 
25 7. 

0 i. 
0 i. 

75 i. 
0 7. 

100 4 

------------------+-------------------+--------------------+------------------
PROBABILITY: PRICE NET C. F . PRICE NET C.F. PRICE NET C. F. 

5 4 . 68 -31455 5.79 -9157 5.75 -9951 
10 5. 16 -2 1824 6.04 -4148 5 . 89 - 7274 
20 5.81 - 8896 6.38 2574 6.03 - 4482 
30 6. 21 -796 6.59 6786 6. 17 - 1580 
40 6.62 7371 6 . 80 11033 6.33 1543 
50 6.97 14309 6.98 1464 1 6.59 6809 
60 7.42 23357 7.22 19345 7 . 04 15857 
70 7 . 84 31884 7.44 23780 7.47 24384 
80 8.29 40832 7.67 28432 7.92 33332 
90 8 . 99 54736 8.03 35663 8.61 47236 
95 9 .57 66388 8.34 41722 9 . 19 58888 

WEIGHTED AVERAGE 7.05 16000 7 . 03 15520 6 . 98 14564 
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