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INCREMENTAL FUTURES HEDGING AS A TOOL 

FOR GREATER INCOME STABILIZATION 

FOR FEED GRAIN PRODUCERS 
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The·Fµtures Market.as a Marketing .Tool for Grain Producers· 

Th~ tlU;lny Ioles in which the commodity futures markets perf<:>rm fal,1 

two l;,asic categories. Th,e first role is.that oJ inventory guidance., 
\ 

The. fut11res market in this role. provides .a means for,. the temporal 

alloca.tiqn ~f seasona:t.ly produced counnodi.tiei:;. The. second . ro1e .. is 

that e>f price discovery and forward pricing. In the f\1tures ma,;.ket, 

the views of many buyers and sellers are focus'ed ona singlemat'ket. 

They J:iave divet'se objectives in terms of hedging and speculati1:m, but 

. ·. 1:he process leads_ to a continu?l appraisal of pri~e-making forces 

(Tome~ p,263) .. 

Fut11~es uiarket prices at a point in time reflect the future,eondi-

tions o:f supply and demand,· insofar as cun;-ent information· ancl m:a.rket 
. ' 

CPllditions i>e'.niit. The new harvest futures price, r,l'lich is the '' . 
. ' ' 

futt,1res price in the first coritract month.· immediately' following harvest, 
, . : . .- . ~ .. -. . . ' 

. . ' : . .' 
. . ' 

is often used as · ~n estimato.r of the supply that is. to be. produced in ' ". :''.; ._, __ : ··.•.·-.;_·:•~:_·_· >-<. 
iJ. givfihJ:1 yeax •. ·. The degl;'ee to wl)ich. thi.s futures pr:i.ce provide$ an 

•, 

·. accurat~ indicator- of:the supply.that .i$ to be __ produced depends up.on 

i~ the prod~ctio:n cycle i11 which .. this price is e:K;amined. 
•.'·. :" .·. ·, \ . . ' 

tl:i~ new ~rop futures price, .as a S'l,lpply estimator, is _more 

d11ri~~ the pl~nting seasi:m. Tht:!. reagpp.. for this is that: at 

t:im:e hedg:L11g activity in them:arketis at a minimum, with 

~O$t hedging activity occurring before and after t'tie_plantin,g seaE>on. 
. . 

· ~her~foie', with hedgin,g activity at a minimum, the', futures p:rice 

lllOSt:ly reflect:$ the estimates of individuals of fu.ture conditions in 
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Gardner (1976) states that theuse offutures prices seem 

tol:>e a. promising tool in supply'analysis • 

. Receµtly economists have displayed increasing interest.in the poten~ 

Jial for further contributions of the futures market as an aid to 
- ' . . . _. \ ', -. 

pro~uctie>n decisious and to achieve greaf:er price andincollle stapility 

prc:>ducers. · . Many economists such as William Chandler, J •. E. Meade, 

and Tetteh Kofi ac.cept the desirability c:>f price and inconie stabili,­

zatioµ. ~·a result, there has been much ,interest and research per:­

taining to:income stabilization programs. Most of these schemes, 

how~ver' int.erf ere with. the pt'C>per functioning of the futures markets. 

I 
In thepasit research~rs have most often turned to government program:5 

te> effect greater .income stabi:Lity. Surpri$ingly enough, litt;le .· 

a~.tenti.on an~ r.esearch has been conducted to analyze how well futures 

markets Perform the function,s of guidance of inventories and estab.:. 

prices and,. henc::e, indirectly stabilizing prices 

Instead of· turning to the already overbur4ened gQv~rn- ·. 

init.:late an income staqil:i.zation progr~m, ft would sieem 

,to iaxamirte the possibilities c:>f increased prodµcet uS1age pf 

.best examples of the working free enterprise system, the · 

futures markets. 
. . 

· One of the. primary f unctioni;; of the futures market as a marketi.ng 
. . . 

f<>r producers is its function, as a.medium for t'iskaversion~ 
: . ; ' . ' ,; ~ , ' . ' 

Riskin·this'context·iS defined as the reduction inreal;i.zed,net 
:.:' -, ... :.·,' ,• . . . :- . .·, ' ,_· ' .. : . - ' 

income wl:le~ price expectations dC> not materialize. It is true that" 
., ;· -.. .' .·:,> ., ' .. ·; ,:·: .: 

. price fit1ttµations exist· from year to year ~n the pr.eduction .of feed 



11;ec~ssarilyundesirable. Variations· 

t:oyea:i: prices reflect in part a change in.product de~nd. 

p-rq(lµcer wllo is abl,e to vary his prpduct:Lo11, as is 

grain pioducers; :Lrtcollle in.stabiJ:it.y:µeed tiof result 
. . . 

of .. year to year• priceva:riabili~y (Peck) • 

. . the C!:f,UCial. risk remaining is tl:lat risk associa,ted with the J>f04uce:rE> 

his price forecfast:. This is 

.this paper will.be devqted to 
hedgi11g as a tooF for great~r income 

, ' ' ., 
. , ' _-,. . ' 

grain pr9cl4cer$. 

and Gray .f:t970) show in the::i.r stucly op. temp9ra;I. 

. -. ···:----:-:\:·.-;.<·· .. -_: ·,_·· .. _:,-;., ... -··-_ · __ ·.·: . 
on COtnmO<i:i.ty •.. ·futur.es mar~ets,that.·· . 

. hedging will stabil.ize·• tncomes: 

~j'.taipes. ar¢, c1 peiishabl~ cqxqmoditY ... wit~· ··no inveniort.·carrJ.ed 

,._, .-''-

the foNar<i .priding mechanism of th~pr~d.ilcers ... cl~c;l$ioµ 
: .. ·--:. ··.-.: _· ·-.· . \:· -, . ·._''a 

· .. Future$. qu:otes. at plantit1g tiDle of the .new CI."OR a:r:e 

Also, 

· than .the . ha;i:;-vest time 
.. _,- -· ~--· '. __ - ;-_· - .. : 

Pt:t~~s- Therefore, thfQl,lgh· systematically hedging his 
>.c-·.>:'--_,·.-·_- ' ·,.· _:·-:·_:- ',.:_::'·_:·_-:::-. - . . . -:_.._· ,. ' .· ,. . ,_.·:._-: __ .:: ,' ,-:--" . . . . .· ' . _.:' 

•·· ;iwe,< .thf potato producer can c;1chieve great~i iucomi{ stability 



.~¼~ .t:YI?.e of fixed. hedging strategy · does not nicely 

First of all, feedg+ains a+e a semi;.. 

<:!ommodity in which inventories are car+ied over into 

crop years. Invent9cy levels affect 11ew crop p:ricE:'!s. 

reasons; planting t.:ime futures quotes of 

fQ:r cor11 •.(December contract) is at Jeast as variable 
' ' .-· ---·;·•·-

i,£ .not niore varial:,le _th?n harve$t time 'therefor~, the 

un,like the. potato producer, w9uld. gain ·.little 

by systematically hedging his 

planting .time~ . ' ' . 

I 

· The poillt of th~ previoµs !'.liscussion · citing l."esearch by ':cpmek c;1nd. · 

successful heclging for the feed grain producer requi-rei:; 
. ( .. . ·.,' . . ·-;. ---.·.:-\.. ..-

1qµcll ~pre/ t:han, wo;1Jching the fqJu-res .mar:ket • at pla.nting time. 

_......,..--'"'"' fi¾:ed rule$ o:r strategies. 

J:igdging bf •feecl ·.gra:j_I1•s. · .. whether the.farmer sells 
>·''. ::·.":':\' _-_-·,:_:.,_ ,::,.·_·, .. -·<::_.:: .. · / --.: ···,:. ' ,· c'._'::·.;-<<- , .. -. ,. . - ' ·' ·':,:· .. :· .. ' :_ ,_· ·,'; . 

lla~esti or. forward pr;i.ces through the fut·ures ma.rket, 
. ' '·_-, _:·-._.: -:·-. ,-'.-....... ·> . .- '' .' '-':' ·-,_:·· .. --_' :;·i, 

. reaJizi a profit unless c1\profi.tis shown 011 .th~··market. · 
,·,_-_,-._ ·:•.:·- .··.' ·- ··_'· .. -::·.-

: .. ·." ',' . . 

cati jll,S1: 4S· e~sity lq(:k in. l:l }oss as a profit thtough 
'.'"_c"; . - -_, . -·-:: _,:·_·. ', >-.-·.: ·.: :;. ' ' .:_·. ,: :- :-

l!'utu;r~i/l Jedg:i.ng r~quires close attention and stucly pf 

°Dasi$ r~Jatic;,nship. But, through caieful 

tooi, ptodu~ers ca11 a~hieve greate:r flexibility 

as increc3.sed i,ncome stabili'l:y thi:ough the years. · ny utili;in~ . :i .. ' . ..,._:: .-:·•_". __ .... ·- ' ' - · ... \ _-_:_:·. "/, ._·. . . . ' . . - . -,, ... _:_. __ ·:· 
. an incr®}en.tai fut1.1res hedging prqgram, prodJ1ce:rs have 

,-_.,.,,_ ,- . -:~: _'.·,-., :;:-:_ '--.'-<:-,-·-- ' ·. 

on the lllaticet and systeµ1a.tically lpck them :i.rt on the futurei=;; 
I 

I 

This> is ;i.ri contra.st t:p .··.the very short. periocl .. of time during 
: : ,·, '-,· .. ··,_. 

may not be realized Jn t::heca~hmarket 
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J>rpducers who have.inadequate storage. 
. ., . ' 

.. When cousidering a,. hedging program, iit is important that the pro-

4.~fer :knows. tJ1e seasonaL basis relationship. 

cash price. Although 
. . . 

up and. down, the basis rema,ins 'nii.tcl;i.more 
• . I . • . . • • 

.Research shows that <19 the Contract month 

.In other words, 

out: very wide at harvest and natrcrws until_ 
. , : , •, ,,' .-:·:·._ .:·- .. _-,_.:· '. :'-.' .- . 

Th:i..s relationship ts illustrated in .Figure 

represents 

·price opt:ained by>~cl.ding 

include storage, insurance, and interest :f:rom th~ pur~ 

da,te of the scheduled use. of 

arrow represents the basis. · In .;:i real _:i.lli.tstraticm 
.,·. ,- ',_._. :: -_ -•,· __ ·, ·, _ .. _.., . . . 

Iieith~r- "the cash or futures prices coµld. b~i p~ot:ted on so_ straii4t · a 

;itW·,/•·· bµt··•·.the.··•.·corres~onding 

prin¢ipals shown in the simple· 
-'_,>·:·· . \·'_··; ..:· ___ :,-'' ' . .··. . -:., -._·:·: .. :_._ ... __ -- ..... - ·; __ ; .. 

research. To :illustrate t.his pqint :i.s 'l'ette_h Jori's 
-..... -.. •' •,· ',_-·.:_. ·.:. ·:··, '·-·:-·:· '< : ' : ._':·-·> ' .-, ,· -'.··:-:· . . ··- ...... ·,·,:·:. __ ,; 

e:fflciency o.£ the·. futures. markets as a. Ptice forecaster .•. 

o~ this stttdy,.l{ofi.compared t:he estimated 

petween the ~pot{cash)market p:i;,ice 

first contract month after the harvest 

covered the yea ts 1953-1969. ' Ur the 
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expiration of the December contract for corn. The independent 

variable was the closing futures price of the December contract on 

the ll;lst day of each of the preceding eleven months prior to December. 

The r 2 t:est was used as a measure of variability. Results are shown 

in Table J. · 

The table shows rhat as the contract approaches there is increas­

ingly less variatipn in the futures price as compared to the cash 

price. For example, ·at the end of November there is typically only 

3% variation.· Therefore, the longer the producer waits to place his 

hedge, the closer the futures price will be to the harvest time cash 

price. 

Once the producer is aware of the historical basis relationship 

for his commo<lity, he has an excellent foundation on which to con­

struct a hedging strategy • 

. There are seven basic steps that a producer goes.through when 

leading up to the placement of a hedge. At this time these decision 

processes will be followed through to the end. 

$tepone i~ fol.' the producer to identifr his alternatives for the 

production and marketing of his crop. Once the producer has decided 

what andllowmuch to p-,;oduce, he has at least eight different options 

open in marketing of that crop. These marketing alternatives are as 

·follows: 

l. Sell the cash crop at harvest. 

2. · Store grain, at harvest for later sale. 

· 3. Establish a cash contract forward price for the growing crop 

and deliver at harvest . 
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.Harvest and store crop under cash. contract for q.eferred. 

a futures contract forward price and sell growing 

ha.rvest. 

tll.e >crc:>p and store under a futures contract for 

harvest,. then, purchase an inventory 

gl'.ain as.feed for animals on the·farm. 

h l, i, 8, represent: sp¢culation in either the cash 
I. 

. . . . - -

the futures market: •. It will be assumed that the producer wishes 

transfer .his risk in, hopes of grea.ter inC!ome stabilization' rather 

spect1la.te with his crop> Alternatives 3 and. 4 involve forward 

A.l.thoughp~ofits undeniably canbe locked inwith 
, ' ,-,, ', ... '- .. '' ' ' ' ... .-

forward contract, this instrument does not provide e;l.etnents 

ease 9£ transaction, higlt liquidity, and s¢cu:rity from buyer 

that are needed :for successful hedging.·. The rema.:i.ning alter.;. 
. . 

~u;e. 5 and 6, which imtolve the future$ markets. For simplicity, 
-:··, ,: . '.. _: ' . ' ' . '_: ,••.',' _; . . 

~fa assumed., ~hat the )?roducer in question doe.s not h~ve adequate. 

available to him and, therefore,.willChoqse alternative ,5. 
·_ ·. ' . ' \ . 

inv9lves hedgi11g his growing crop and selJ.ing c1.t 

st:e:pthe J:)rOclucer must tak:e Js to est:i.mate as 

product:ton costa. This is imperative in order to.he 

in a p:tofit rather th.an a loss on t.he futures hedge. 



1:Q estimate 

is satisfied 

fo.µrt:h step<is for the producE?r 

Th:i,.s is ess¢nt:ial :ln determin:i,.ng 

'' '. . · ... ;. ,_' ' ,. 

instrument 1ni£urf1ter 
' ' _:· .. - .,.:··_. ,• 

can. hedge. one-tM.rd .. o:f···his c~gp 
. . 

idea oI>, his inpµt .costs. 

old year and a tax c:1dvant:c:1ge 

a part of the hedge 
·,_'.,-\:_·:·:.-·._<_::,:: __ ·_". _,:, __ .,-:.--·· :, : .. _,:_: ___ ... ' ··->: .. ·•.' '.·:· ' '-:.. ·::.· 

>'fhe second third is o:f ten hedgE?d' . somewher~ bet:ween February 

<+he fin~l third 'can be helcl 

seasons end.· When 
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~· .··. ·.' :·: ' ..,. ·. __ .. .:·:: :-· . . 

. : ... , ., . . 

•stop loss order . . . . ' . . 

> ,5 'cent.s bEi!l()w the lllat:ke_t when it yield$ a des;i.ri;,ib:J_~ prof:t,;. 'fheti the --
, -~- ... -. 

-~r¥.ef ~a.~ -~e r;i.:4d~p qp ill -P,etiods o! a : llu~_lish'.1$~k.ei 1:>y c~nt.;i.nua.lly _-- -- -

·f~:r$·~ri~,':~~f::~top.),o,$E> gr~er behinc1 -the market:! ' •: Ifi ~lie Jllaike~- $Cl~~ i 
dQWI,l;'-~heie, :ia-1.lp ~opcefn because th~ order will' b~ exe:cuted ,apcl 'a :. -. 

profi/~11 be locked' in~ >T~e stop lo$s ordei; h~~s the ~1:o~u6ei; iake 

adya;t;_~g~:,-o~ ~a:i.r()f~~le : pr;i,Ce 'moyel]le;ts ~ -It is -th~ :;tiswe~' t~ t;:lle often 

-··heaiii•:ccimplaint-'tb4t a ~dge.d crqp •··cannot_._t~k~ _advan;tage'. ~i- _fayoi:able --.. , •,. . ... ·:,-1 .. ,.. . . 

pr:f.~~ '~Velll~µt:s • -· _: -_ -

' - Fio~µee1:s-an4:,e~onqmi$~S,diJfe'.t' a:li,ke on.the 'subject. o:f,how•much·· -
. ·: .·.l , .;., ...... ·. .. '· : , ,, ,.. ·_. .. ·. 

--_ of: l g:r~iin;~,- ciop $11ou14 be:.h~4ged. · ••·- sJme !nd.i,;:1,a~~is a~e of .ih~ ::- ,•-
·.· .'\_~_.,,.:, ";: 

belief that 1~ is unwise tQ hedge over 50 p~r~~n~·of the,c~op l:>ecause 
' . - ~ 

---·-_of th~<possibilit:y 9f a.:dyerse weather 'ntoveme.nts tn_qt • would cause the _--.. . ~ . . <,: . . . . . ' . - .. . . ' . ' . ' . ' '.... . . ,. . . . : ' -. . . ' . ' ,. · ... , .. ~ . . 

--, .. pfodu~tipri: ley~l, .tc;,, _:f tal).;' sJgnifi~antly' short -of ':t~e proqu!!er' s t-i 

--- :e·sif~\~( --~p-~re ___ --~~ l1:pte-v~t';i _trade~££., .;~~ 'gr~~ter t,he prqpQ:t1;:l~P-- --

iof·_-fh~:-ci~P---~eft-:U'ilhe~ged,_ the' great~r:·•tl.le-r:i:sk in \:he ·cash ,inarket_.-••On -
·the ()th~~~- side:~ the greater,, prop-ortiop. of the crop hedged, th$ greater 

• f , ' , -
:. __ ,.,.·,;:'•· •' :-•.''"·•.·. \·.. , '. 

--_ 'tht! :ri~k- ~¥<;a4v~f$(f'W~~.t:het•- lli.QVentellt~.: c.~Js:1.rtg \p,;64~~t;J.pn Jevel,s t~ :: 

_•f#ii. s'1t0.~~>9~ · tJ:t~<<t~~t:i.tY: hed~ed · u~·,. - This tracie Co~¾: 'if? up: ttl th~ 

J>~~J~~et~; __ evalutq;e/_••- Ev~~ .for· a .producer.· wh.o_,~_efi,;~,s- to?e, coxwletely'­

Jed~e~i,:_90;J'>e~pept<~i, h:Gr.cr9p is probably th~)1i;ghest -p~rcentag;e 

' <fortc'itidiilg R~ma~ks > : 
ha~/ht'i~fl/ trie4 to ill~strattLtJie fµt~re$ ::Dla;ke~ 

·:, ·- ._ ,,· -.:.· . ·:·:· • .. : 

t,rte,dium ~nd~ theJefor~, a J:obi _fQ't:'iie~;ei 
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·feed grain·prqducer. The :J_ogic 

up toahedge was ex:amined. In 

market:i:µg alternativJsand futures market contracting 

lt :wasshq\vll t:hc1t' a .farmer is essentially 

-and t_:hat: J:iedgin~ provides n.o iricreasia in income -stability ti:nless a 

profit is a1: some time shown on the market. 
. ·'• 

- incremental futu:ices hedging could allow the, prod,1.1cer greater 

and income stab:i.lizati.on by the fact that through the futures 
- - -

.the farmer 0has a wholec~mstella.tion Qf pr:i.ces to 
- ' 

the period of a year, instead.of .the 
. I 

time cashmarke.t for the 

storage. 
,-, ·, -

of this fact, the farmer thro11gho4t the years can indeed 

th-rough the in:i.tiation of an 

he.dg:i.ng ptogram. He not: only can J:ransf er t.he ris.k 

carried through thep:roduction pe.~ipcl'whe.n sales are 
- - -

cash mal;'ket ,_ l:>ut the' p:icoduciar can also ha.ve more 
:.·:·,-·· . .' -.::•, ._·. ·,_.' ' 

. ' . ' . . . ' . ' 

~v~Jt l)is sellinij price and; hence, >his -level of income. 

theite is much to pega:i.ned by the 





... , .•. 

. · .. _ s.· 

( ENJ. o-+ Ct1>p Ye.Ar-) 
_· / '' 

' ' . ~ : . . ' 

. -· .. - . 

' ' 'a..···. 

.I 

'• . .. 

·• . Figrp:·e · 1.- · · The relationship between the cash and futures pr.:i.ce$ of the new, · 

-~>crop futµres contract: from the opening to the ~xpirc:1tion of the. ~<:mtract~ 
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