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INCREMENTAL FUTURES HEDGING AS A TOOL
FOR GREATER INCOME STABILIZATION

' FOR FEED GRAIN PRODUCERS
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“”The;Eutures.Marketfas a Marketing Tool foruérain Producers7iff;ﬁ

The many roles in which the commodlty futures markets perform fall e

Qin two bas1c categorles., The f1rst role 1s that of 1nventory guldance.,h

\AIhe futures market in thls role prov1des a means for the temporal

vfallocatlon of seasonally produced commodltles.' The second role 1s

_Tthat of prlce dlscovery and forward pr1c1ng.j In the futures market,‘feiﬁ

'the v1ews of many buyers and sellers are focused on a s1ngle market.maffr

‘H?They have dlverse obJectlves 1n terms of hedglng and speculatlon, but‘ff?'g?”vw

ﬂthe process 1eads to a contlnual appralsal of prlce—maklng forces

.f(Tomek p 263)

Futures market prlces at a p01nt in t1me reflect the future condle L

ons of supply and demand insofar as current 1nformation and marketfv”

5cond1tions permlt.f'The new harvest futures prlce, wh1ch 1s the

;futures price in the f1rst contract month 1mmed1ately follow1ng harvest,

nting season. The reason for this is that at ﬁf






ggrains.» Thls, however 1s not necessarlly unde51-ab1e., Variations-f

in,year to year prlces reflect in part a change 1n§product demand

For the producer who 1s able to vary hlS productlon, as is the case '

with most feed gtaln producers, 1ncome 1nstab11 ty need notvresult f’“

S0 ely ecause’of year to year prlce variabillty~KPeck) Therefore,_

,the_c uc1a1 rlsk remalnlng 1s"that rlsk assoclatede1th the produce s

gerror in hlS pr1ce forecast. ThlS 1s the rlsk of an adver e ice .

fmovement and 1s the type of rlsk that producers‘try to reduce by.d“’

vFutures Hedglng for the Graln Producer'q““

LThe emalnder.ofvthls paper w111 be devoted to a 1scusslon of' ;-

,irtnally} onstant from'year to year. Also, the plantlng tlme new



This type of fixed hedging strategy does not work out so nicely |

”'with feed grain producers. Flrst of all, feed grains are a seml-‘f

-;‘perlshable commodity 1n which- 1nventor1es are carried over 1nto

succeedlng crop years.» Inventory levels affect new crop prlces.‘For
:this and other reasons,‘plantlng time futures quotes of the new crop
icontractkmonth for corn (December contract) is: at 1east as variable
}1f not more varlable than harvest time cash prlces,j Therefore, the
: !feed grain producer, un11ke the potato producer, would galn 11ttle.‘

ffiin terms of income stabilizatlon by SYStematlcally hedging his crop

.\'

:l.}each year at planting time. g;*fﬁzv"
The p01nt of the previous dlscu331on c1t1ng research by Tomek and »i»f,.,.,,

}gfcray is that successful hedglng for the feed grain producer requires

;much more:than watchlng the futures market at planting tlme._»There;ﬁ"*f'

"simpldhis and can be no flxed rules or strategies for producer vff,&-f

ot

”hedging of feed grains.“

fharvest, or forward prices through the futures market he cannot

“realize;a:profit unless a profit is shown on the market.: A farmer

«fcan just as easily 1ock 1n a loss as a proflt through a futures hedge,ihﬁ

“Futures hedging requires close attention and study of the futures },f*i”

1market and ba31s relationship. But through careful utilization of

'this too,,*producers can achieve greater flex1b111ty and securlty as 5,-5

u;well asfln_reased income stability through the years.' By. utlllZlng

5an inh,emental futures hedging program, producers have a year to spot::fg:ﬁ

':ofitsfon the market and systematlcally lock them 1n on the futures f;’h

;fi‘”Thls 1s 1n contrast to the very short period of time during Y

Tharvest that a profit may or may not be realized 1n the cash market




‘“for producers who have 1nadequate storage. _1Qﬁ‘..pﬁ1

fﬂhen considerlng a hedglng program, 1t is: 1mportant that the pro—

{ducer‘knows the seasonal ba81s relatlonshlp The ba81s is 31mp1y the

utures price mlnus the cash prlce. Although futures prlces and cash

1prices‘f1uctuate widely up and down, the ba51s remalns much more |

gstable. :esearch shows that as the contract month approaches the ;{,,NVs.

Jca h and futures prlces converge. In other words, the ba51s starts
fout very w1de at harvest and narrows unt11 the end of the contract..;:;f

;i':Thls relationshlp 1s illustrated in Flgure 1

The top of each arrow represents an estlmate of the futures market

fprlcei btalned by addlng to the cash market prlce the carrying :

‘charges whlch 1nclude storage, 1nsurance, and 1nterest from the pur-'ﬂ*5-*t"*'

gchas‘ date:to the date of the scheduled use of the crop (Hammons p 13).

”ength of the arrow represents the bas1s.~ In a real 1llustrat10n *‘

.Chep the cash or futures prices could be plotted on so straight a }?tﬁ

,_ut the correspondlng ba31s relatlonshlp 1s practlcally the

sam from.year to year.r;jfﬂ:f}?‘

Th basic prlncipals shown in the s1mp1e diagram are ea81ly hacked

_iTo 111ustrate thlS poxnt 1s Tetteh Kof1 s (1973) study E

'”vﬁ;The study covered the years 1953 1969 In the ana1y31s




;'expifétion,of the Decemher contract for corn. The independent:
”’hivériahlé»was the closing futures price of the Decenber‘contract on
f,itheilast day.of’each'of the preceding eleven nonths prior to December;
'i‘The r2 test was used as a measure of var1abi11ty Results arershoﬁn‘
in Table 1 | | ‘ | B
o The table shows that as the contract approaches there lsllncreas—
v.ingly less varaatlon in the fstures price as compared to the cash
‘Tprice.‘ For example, at the end of November there is typlcally only
[:37 rerlation.. Therefore, the longer the producer waits to place his
: hhedge, the closer the futures prlce will be to the harvest t1me cash'
‘fprice.‘ l |

Once the producer 1s aware of the hlstorlcal ba51s relatlonshlp

['for hlS commodlty, he has an excellent foundatlon on whlch to con-~'

' 'fpp‘struct a hedging strategy.

There are seven basic steps that ‘a producer goes through whenv

t;h leading up to the placement of a hedge._ At thls'tlme;these‘declslon;"

'fftiprocesses w1ll be followed through to the end

B Step one is for the producer to 1dent1fy hlS alternatlves for Lhe

',productlon‘and.marheting of his crop. Once.the‘producer has dec1ded s

“‘S.ZWhat.andrhow‘mﬁch'to produce,bhe‘hes at least eight different options

R open in marketlng of that crop. _These marketing alternatives are as

'v;3follows.h N

“le Sell the cash crop at harvest. -
Q:,Z.'pStore gra;n at harvest,for later salerj‘
'Q"3}h Establishvafcash contractVforward price‘for-the growing crop

~and deliver.at harvest.



- 4. Harvest and store crop under cash contract for deferred

"”5ggﬂfnayment.,fhéce

“5ﬂEstab11sh a futures contract forward prlce and sell growing

crop at harvest.,ﬂv

\

ﬁsHarvest the crop and store under a futures contract for .

‘2L;deferred payment. B

ll;fZ; KSell cash crop at harvest, then, purchase an 1nventory :

"foequlvalent through the futures market.:fgf”‘

;fiMarket graln as feed for anlmals on the farm.»: PR
””j“Alternatlves 1 2, 7 8 represent speculatlon in- elther the cash
f}or the futures market., It w1ll be assumed that the producer wishes

’fﬁ;to transfer hls rlsk 1n hopes of greater 1ncome stablllzation rather o

5fifthan speculate w1th h1s crop.A Alternatives 3 and 4 involve forward

4—'»

5gcashﬁcontracts.v Although proflts undenlably can be locked in w1th

3the cashnforward contract this 1nstrument does not prov1de elements

'Z The remalnlng alter—vrt”:'

be 5 and 6 wh1ch 1nvolve the futures markets.. For 51mp11c1ty,

»itiwil, be assumed that the producer 1n questlon does not have adequate fhi?{”

!storage,avallable to h1m and therefore, w1ll choose alternatlve 5

)iTh1s>alternat1ve 1nvolves hedglng hlS growing crop and selllng at ;“'T

Th ,second SteP the producer must take is to estlmate as accuratelYfﬂ

fastpo 'ible his productlon costs. This is 1mperat1ve 1n order to be jf

“sur 'of ocklng in a proflt rather than a loss on the futures hedge. 3
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e 'strategy, the best method 1s to. place a: stop 1oss order at around :

“=;5 cents below the market when it yields a de51rab1e proflt. Then the

S“f:hmarket can be r1dden up 1n perlods of a. bullish market by contlnually fi‘bn

: 5tff‘raising the stop loss order behlnd the market. If the market goes

dedown, there is no concern because the order w111 be executed and a
ddf,proflt will be locked 1n ‘ The stop 1oss order 1ets the producer take |
’ff}advantage of favorable price movements It 1s the answer to the oftenp>
\‘f.heard complalnt that a hedged crop cannot take advantage of favorable

: pr:n.ce movements

Producers and economlsts dlffer allke on, the subJect of how much

’f, of a grow1ng crop should be hedged Some individuals are of the

‘ “oé’belief that it is unw1se to hedge over 50 percent of the crop because j;ﬂdi#

\u‘of the POSSibllltY of adverse weather movements that would cause the ”k"

krﬂ:rproduction level to fall SIgnlflcantly short °f the producer s

‘Viestlmate._ There is however a trade off : The greater the proportlon

fzfof the crop 1eft unhedged, the greater the rlsk in the cash market. Onhfjfwf

“]-the other side, the greater proportlon of the crop hedged the greater {jffvff:f

f}_the risk of adverse weather movements causing production 1evels to v

‘:”Afall short of the quantlty hedged up. This trade off 1s up to the :

':‘}dproducer to evaluate. Even for a producer who desires to be completely

v 'chedged 90 percent of hls crop 1s probably the h:ghest percentage he
T should hedge.z o ‘ | |

Concludlng Remarks

This paper has brlefly trled to 111ustrate the futures market and R

‘upits use as a hedging medlum and therefore a tool for greater 1ncome



-10 -

vpﬁﬂ;;wstablllty for a feed gra1n producer.‘ The log1c of the dec131on '

”7uﬂ.process leadlng up to a hedge was examlned In thls section both

v'»'marketlng alternatlves and futures market contractlng dec131ons wererf?

: hv discussed It was shown that a farmer is essentlally a prlce taker P

'”A:and that hedglng prov1des no 1ncrease in 1ncome stab111ty unless a

) fprofit 1s at some t1me shown on the market. It was also shown that [;f

”ai"lncremental futures hedging could allow the producer greater flexl—"‘

%7[f;bility and income stabllizatlon by the fact that through the futures

ﬁgduring the perlod of a year, 1nstead of the year s low prlces that
‘;;-fare offered in the harvest t1me cash market for the producer w1th‘
“Ehinadequate storage.} S G L -
Because of thlS factilthe farmer‘throughout thevyears can 1ndeed

v,f;achieve greater income stablllty through the 1n1t1at10n of an
:is normally carrled through the productlon perlod when sales are
.htover his selllng prlce and, hence, his 1eve1 of income. Because of

hP0351b111t1es of 1ncrementally hedglng his crop.:{f~

‘fvmarket the farmer has a whole constellatlon of prices to choose from L

;j.incremental hedglng program. He not only can transfer the rlsk that f~f{,f]ff

:5”made in the cash market but the producer can also have more control”ﬂ S

[ﬁfthese reasons there 1s much to be gained by the farmer examining theagfum




Variation in the closing spot (cash) price as explaine

closing futures price in e

of the futures contract.




~ Futures Magket Price

= (Emlo-(‘ - C(bp:‘» V-Yeﬂr_‘v)

. ““'/(Bﬁq}nn;m] QQ Cr‘of Yeacr)

I ME
1 Eigureflf The relationship between the<cash'ahd’futﬁres prices éf théfneWL‘ ‘

‘%;’ff*crop futufes contract from the opening to the expiration of the contract.
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