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CHAPTER

11

Primary Producers

Because the bulk of futures trading is in agricultural commodities and the
information about the use of futures markets is generally limited to such
commodities, the discussion here of the use of futures markets by primary
producers is limited, mainly, to grains and livestock. The same general principles apply to other commodities traded whether they be other agricultural
commodities, forestry products, or metals. Futures markets are available for
some primary commodities but the list is far from inclusive. For example, in
1975 the viable futures for grains and oilseeds were limited to wheat, corn,
oats and soybeans which left out barley, grain sorghums, cottonseed, flaxseed,
rye, sunflower seed, and peanuts. Of fruits and vegetables, only orange juice and
potatoes were actively traded. Of the long list of secondary products used in
livestock feeding only soybean and fish meals were actively trading. It is worth
noting, however, that both the number of commodities and volume of trading
increased from I960 to 1975.
Since the beginning of time, farmers have complained that they are forced to
pay the prices set by sellers for the things they buy but must accept what the
market offers at the end of the production cycle for the things they sell; that the
prices of the things they buy are set at profitable levels by the sellers but they
are at the mercy of the market for the prices of their products. And, further,
that the prices of the things they sell fluctuate greatly—generally downward—
during the production process. Without commenting on the accuracy of this bit
of agrarian folklore we observe that it is no longer true. Through the mechanics
of an expanding futures trading system, farmers have an opportunity to contract
production forward at essentially fixed prices. They can accept or reject, or
adjust production. They can, during the production process, capitalize on profitable prices offered whether the product is ready for market or not.
201
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The structure of agricultural production units changed rapidly during the
period 1950 to 1975 and appears likely to change at an even faster rate in the
future. Production is becoming more specialized, concentrated, and commercialized. Out-of-pocket costs are becoming a higher proportion of total costs.
Producers are using increasing proportions of borrowed capital. Farms, those
engaged in poultry and livestock production in particular, are becoming factories that buy a high proportion of their inputs. Grain farms are increasing in
size and a decreasing proportion of the land is owned by the operator. Farmers
are operating on increasingly thin cash flow margins so that changes in selling
prices have major effects on cash positions and net returns. A moderate change
in price can easily double or halve the net profit. Expansion has stretched operator equities quite thin and operators expand just as far as their equity capital
allows. Because of these changes, primary producers have lost much of their
financial capacity to absorb price variability and so much search out ways to
produce at firmly contracted prices.
This quest for surcease from the hazards of market price variability is not
undertaken with unbridled enthusiasm, for farmers have a strong propensity to
speculate. Whether this is a matter of the optimistic temperament that is required of one engaged in a vocation so inherently hazardous because of the
vagaries of nature or it results from a normal component of avarice is unknown.
Yet, it must be recognized when contemplating farmer use of futures markets:
if there is a way to shift a futures program toward risk assumption rather than
risk aversion, at least some of the subjects will find a way to do so. The anatomy
of the corn market examined in Chapter 6 showed farmers as the largest single
classification of speculators. And this is typical of all cross section studies of
markets.
Futures markets are management tools to be used in the operation of a production business. They are not ways of making money. Their effective use has
the potential for increasing and stabilizing income and, through this, enabling
more rapid growth of the farm business. They provide latitude in the timing of
sales (and purchases) so that prices can either be fixed at profitable levels or
production foregone. But they also provide latitude for the full implementation
of speculative judgments. The profit-loss outcome of the use of futures markets
depends on the skill of the manager. A hammer and a saw are useful tools for
building outhouses but it is the carpenter who does the building and the quality
of the outhouse is more dependent on his skills than on the quality of the
hammer and saw.
Purposes of Futures Trading

Futures trading can be used by primary producers for two purposes: to
implement speculative decisions and to produce known profitable prices. These
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two purposes are conceptionally quite different but in actual practice tend to
blend together into one kind of use. The emphasis on speculative decisions is
great in some instances of use while it may be totally absent in other circumstances.
The implementation of speculative decisions tends to be the central consideration in grain operations. Because of land use, the production of grains has
a high fixed cost. Accordingly, its production is not importantly affected by the
prospective selling price. Prices affect, to a minor extent, the amount of fertilizers, herbicides, and insecticides used, and differences in price relationships
among grains result in shifts in land use but the fact remains that the grain
producer is confronted with a decision of when to sell rather than a question of
whether or how much to produce. In addition, the production of grain is
inherently variable because of the vagaries of weather. A farmer can fix a sales
price per unit but there is no way that he can fix the gross returns from production.
It rains on the just and the unjust alike—but only if they are in close geographic proximity. Farmers in a limited area may be adversely affected by
weather even though the total of the crop is not significantly reduced. In this
case, forward contracting before planting may be the best of bad courses. But if
damage is so general as to affect the size of the crop, hence its price, returns may
be more variable at a fixed forward price than at a variable price.
There is no way to avoid uncertainty in the sale of grain. One can reduce
uncertainty of gross returns by taking production probabilities into account but
their total elimination is impossible. Thus, decisions about when to sell grain
are inherently speculative. A purpose of futures in pricing grain is to give full
range, for better or for worse, to the implementation of speculative decisions.
Production to known profitable prices tends to be the central consideration in
livestock operations, particularly cattle feeding. There are production considerations, such as disease, that affect the quantity produced but these are not great.
Variable costs are a much greater proportion of total costs than for grain. There
is an opportunity cost of leaving a cattle feeding facility idle but it is in no way
comparable to leaving land idle. Hog, broiler, and egg production is an ongoing
process that cannot be totally started and stopped as forward prices fluctuate.
But the quantities produced can be adjusted readily. A production cycle foregone is a lesser loss than a production cycle that will not cover variable cost.
There is a more general consideration than individual profit maximization
involved in producing to fixed selling prices. If the industry continues to
produce at maximum capacity on blind faith that prices will finally turn out to
be profitable, the inevitable result is elimination of the producers who can stand
losses the least so that an equilibrium is finally restored. But if most of the
industry declines to produce except as profitable forward prices can be fixed,
adjustments of production can be orderly with only the noncompetitive pro-
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ducers being forced out and without the industry as a whole falling into a loss
position.
In discussing the use of futures in connection with the farm business two
words need be said about hedging: "It isn't." Farmers don't hedge nor can they.
Their problem is to establish selling prices. They can contract forward at firm
prices or they can delay pricing past the completion of production. But they
cannot avoid the. decision about when to sell. The word hedging has a favorable
connotation, hedging is a practice of prudent business people, and bankers look
favorably on loans to hedgers. It is well and good for farmers to tell their
friends and bankers that they are hedging so long as they do not confuse
themselves. The difference between futures activities of farmers and hedging is
that in hedging risks of price level change are avoided but farmers cannot avoid
the speculative decisions of when to sell. They use futures better as they clearly
understand this difference.
Transactions in futures must be related to the farm business in the amounts
traded and the objectives of the trades. This involves two things: an effective
accounting system and the avoidance of any more speculation than is inherent in
the farm business. The specific objectives of futures transactions are to establish
net selling (or buying) prices. Producers should never make or take delivery on
futures contracts. They should sell cash commodities at their regular outlets—
country elevators, livestock yards, etc. Futures transactions are offset by opposite
transactions and gains and losses realized. The net price received is the cash
price plus or minus the. gains and losses from the futures transactions. The
producer's accounting system must be organized so that the net price is clearly
established. Part of the futures transactions result in profits and part in losses—
on the general order of half and half. The success-failure of the use of futures
tends to be judged on the basis of profits or losses from futures transactions
alone, which is inappropriate. Farmers tend to blame futures for their speculative errors. The use of futures should be judged by how closely the net price
objectives are achieved. This can only happen if net prices are clearly established in the accounting system.
Additional speculation is not one of the purposes of farmer use of futures.
Those farmers who have an irresistible urge to speculate in prices past the
speculation inherent in their operations must separate such transactions—probably by opening a second account. Speculation in commodity futures is an
honorable practice but it is not a part of a farm business.
Arriving at this prohibition of assumption of additional risks via futures
trading results in the loss of some potential traders, particularly cattle feeders
because some of them are in the business for the purpose of speculating in
prices. Some cattle feeders vary the weight, class, and numbers of cattle that
they feed at different times. They buy those cattle that they expect to appreciate
in price during the feeding process and leave their yards empty when they
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expect all cattle prices to decline. Some of the most successful midwest cattle
feeders in years past have been more cattle speculator than cattle feeder and
their success has depended more on their ability to judge quality and prices than
their skills in feeding. For this hearty breed, futures offer the ultimate. They can
have the use of an unlimited number of cattle for a small margin investment,
hire no labor, buy no feed, own no land, pay no vet bills, wade in no mud, have
no frozen water lines, etc. while plying their trade of speculation. But it is not a
part of a farm business.
Development of a Marketing Plan

Each farm business should have a marketing plan into which the use of
futures is fitted. The marketing plan should be tailored to the specific business it
is designed to serve. The plan should take into account:
a. Income objective of the farm. In some operations regularity of income is
important while in others it is of little importance. The range is generally
greater for land owners as some are heavily dependent, say widows, on rental
returns while to others land return is of little importance to total income.
b. Growth objectives of the business. As we have seen, futures markets are a
means of raising equity capital to finance price variability. Thus, effective use of
futures can free up equity capital to finance expansion.
c. The financial and equity position of the business. A heavily mortgaged
farm is in a quite different risk bearing position than an unmortgaged farm, etc.
A conservative approach to forward pricing is warranted whenever a possible
price decline could put the firm out of business.
d. Skills and temperament of the farmer. Different farmers have different
abilities in price forecasting. The more skilled should have more flexible
marketing plans. Some people thrive on uncertainty while others abhor it. The
marketing plan must be atuned to the psychological characteristics of the
operator.
Marketing plans must be flexible enough to be stuck to. As we shall see, there
are reasons for changing futures positions as the production and marketing
season progresses. At the same time a plan is of little value if it is not adhered
to. There is a delicate balance of allowing change without flitting about continually. The key consideration is to not panic. Futures positions tend to be
disturbing, particularly the first few times that they are taken. Farmers are fully
conditioned to—and accept—changes in cash prices with aplomb. But they
watch gains and losses in futures closely and get excited even though they have
reduced their total risk; even though the changes in futures are offset by
changes in cash. They get margin calls which are disturbing. They watch profits
in futures positions accrue and find them hard to resist taking. If they are short
futures against a growing crop and get ahead on the futures side, they want to
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take profits, wait until the market rallies, and sell again. While it is a waste of
capital use, there is merit in overmargining the futures account. A change in
price of five cents looms much bigger when the original equity is eight cents
than when it is eighteen. There is a tendency to compound mistakes when plans
are changed. A classic case is putting more weight on cattle or hogs when the
price declines. Farmers often hold cattle and hogs for some weeks after
optimum weights are reached, when market prices are declining, hoping for
recovery. The additional weight compounds the price weakness.
Importance of Basis

Farmers must know basis if they are to use futures markets successfully. They
must know what a given futures price means in terms of the price of the cash
commodity at their usual, generally local, markets. If the price of December
corn futures is $2.75 in January an Iowa farmer must know that this means,
should he sell it, a net price of about $2.35 at his local elevator at harvest.
Or, it could mean a net price of about $2.65 should he sell December futures,
buy back and sell July, and carry the corn in storage until July 1 of the following year. Or a Nebraska cattle feeder must know how much under (or over)
the appropriate futures price the class, quality, and weight of cattle he contemplates feeding will sell for at his local market at the end of the feeding
period.
Farmers plan operations and work out budgets and cash flows on the basis of
the selling prices of commodities. They formulate speculative judgments about
prices at their local markets. These are the prices with which they are most
familiar, that they watch continually, remember from last year and the year
before, and are most capable of forming judgments about. Their marketing
decisions must be made in terms of local prices and their line of reasoning must
be from local prices to futures prices.
The concern of farmers with basis relates both to time and place. As was
shown in Chapter 9, price relationships vary between cash and futures over
time. The relationship between the cash price and the price of the nearby
futures is not the same at all seasons of the year, the difference tending to
be wider at harvest than during the following spring and summer. More significantly, the cash-futures difference at a given time of the year varies from
year to year. $2.75 December corn does not always mean a $2.35 farm price at
harvest. This may be the central tendency for a particular location but there is
substantial variation from year to year. The cash-futures spread is more variable
at harvest than it is toward the end of the storage season. For example, farmers
need to know, for corn, what the local price has been in years past at harvest
relative to the December futures, in February relative to the March futures, in
April relative to the May futures, and in June relative to the July futures. This
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knowledge need include, not only the central tendency, but the ranges as well.
In addition to knowing the local price relative to the nearby futures farmers
need to know, for storable commodities, the spread relationships among
futures. They are not limited to selling the delivery month in which they expect
to sell the cash commodity and offset the futures contract but are free to sell the
highest month. They must be able to judge which is the highest, for example: Is
July the highest at 15 over the December? To answer the question correctly
requires a knowledge of spreads. Further, the delivery month in which the
farmer plans to sell the cash commodity may not be traded when he plans to sell
cash. For example, he may elect to contract to grow, harvest, condition, and
store corn for June, 1976 delivery in January, 1975. But July, 1976 futures are
not traded until August, 1975. He must sell December, buy it back and sell
July at some time between August and December. He needs to be able to recognize a favorable difference when he sees it.
As we have seen, the price of a cash commodity at the delivery point must
equal the futures price in the delivery month. For those commodities away from
the delivery point the relationship to the futures is variable. Those located
tributary to the delivery point have a close relationship that can be dependably
anticipated but, as the distance increases and the movement is not to or through
the delivery point, the relationship becomes more variable. There is a consistency about the price surface that is reasonably dependable so that the markets
are usable. But knowledge about variation is essential to effective market use.
The governors of the markets attempt to establish delivery points and terms
so that they are usable from all locations of production, storage and processing. The absence of a local discount from the futures large enough to cover
transportation costs frightens some producers away from use of futures. This is
particularly true in locations where the local price is typically higher than the
cash price at the delivery point. This lack of deliverability becomes less troublesome as primary producers realize that they sell cash products in cash markets
and offset futures with futures, never making or taking delivery.

Specific Uses
Primary producers can use futures markets in a large number of ways with
almost limitless variants of these. For simplicity, six have been chosen for illustration here.
To Fix the Price of a Growing Crop. By selling futures before planting or
during the growing season, farmers can assure themselves, within fairly narrow
limits, of the net price they will receive at harvest. Let us follow through an
experience for corn: On May 3, 1965 the price of December futures was
$1.21%. A farmer noted that the average cash price of cash corn at his local
elevator had averaged 121/2 under December on October 15 during recent years.
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Subtracting this amount from the current December price he arrived at a target
price of $1.08% The market as a whole was saying that it expected the price of
December to remain at $1.21% through its expiration, which, as we know, was
the least likely of all things. The market was also saying that, come what
would, it would assure the farmer approximately $1.08% per bushel at harvest.
Again looking at the history of October 15 price relationships for the preceding
five years the farmer discovered that the range had been l47/8^ under to 9%(£
under and concluded that approximately $1.08% meant some place between
$1.06% and $l.lll/ 2 . For whatever reason, he found this an acceptable price
range at which to contract and so he sold 50,000 bushels of December futures,
an amount equal to his anticipated production. On October 15, he completed
harvesting, delivered, and sold 50,000 bushels of cash corn at his local elevator
for $1,021/2. At the same time he bought December futures, offsetting the original contracts and closing out his futures position. The December futures price
on October 15 was $l.l47/ 8 . He sold at $1.21% and bought at $l.l47/ 8 , thus
making 6% cents or $3,187.50 minus commission. Adding this 6% to the cash
price of $1,021/2 yielded $1.08%, only % cent away from the target and a quite
good market performance. The farmer was pleased. The market not only
produced the promised market price but it was a higher price than he would
otherwise have gotten. He had found a new tool and a new game to play.
Let's play again in 1966. On May 3, the December futures price was $1.19%
which, subtracting the 12l/2 cent basis, established a target price of $1.067/g.
Judging this acceptable, the farmer sold 50,000 December. It was a long and
troubled season but we will skip to the end. On October 14, with harvest
finished and trie crop delivered, he sold cash for $1.28 and bought December
for $1.34%. He lost 15% cents or $7,687.50 plus commission. Subtracting this
15% cents from $1.28 yielded $1.125/8 which was 5% cents better than the
target. The market performed admirably but this did little to salve the man's
pain. He not only lost money on the futures but, because of the weather impact
on yield, had rather less than the projected amount of corn to sell.
1966 was a year in which the crop was threatened by drought but recovered
with excellent August and September rains. The price of December futures increased gradually from $1.20 in early May to $1.25 by June 15. The threat of
drought then became generally apparent and the price rose rapidly to a high of
$1.52 in the third week of August. The rains came and the price receded to
$1.3434 on October 15.
In our illustration we have put the farmer in a forward contracting position
and held him there. But let's turn him loose and let him swing his inherent
speculative inclination. He originally sold because the target price was above
the net government loan rate and he doubted that the market price at harvest
would be. By June he knew it was hot and dry for he was in the field from
sunup to sundown. He regretted his sale because he thought that the crop was
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apt to be damaged and the harvest price would be above the target so he bought
his December futures for $1.26%, losing 7% cents or $3,750.00 plus commission. Now he could watch the drought develop, knowing that the price of corn
would go up more than enough to offset the loss of yield. When the rains came
in August, he was among the first to know and among those most capable of
appraising their impact on yield. The $1.50 December price looked like $1.3 7%
at his elevator so he sold. He finally sold for $1.28 and bought the December
futures back for $1,343/4. Net, he got $1.28 minus the 7% cent loss on the
first sale plus the 15% cent profit on the second for $1,353/4 minus two commissions. The market served him well and he speculated well. True, we all have
20/20 hindsight and can speculate brilliantly in retrospect. But note that the
farmer only changed his mind and plan once and speculated only on the basis of
things he knew and understood well.
To further illustrate the play of speculative judgment, we skip 1967 and go
to 1968. December corn futures traded in the $1.27 to $1.29 range during
February, a target price of $l.l41/ 2 to $1.16%, well above the then current cash
price and above the government loan of $1.08 (which was a net harvest rate of
$.95, storage taken into account). Our farmer friend sold December. The
season progressed beautifully with optimum temperatures and rainfall. Both
acreage and yield estimates were large. The price declined to $1.20 in April,
$1.15 in June, and $1.05 by the end of July. At this level, the December futures
established a target price of $.92% which was below the net loan. Our now very
smug farmer reflected that he was happy to have recognized a good price when
he saw it and was relieved that he was not in the position of considering a target
price so low; if he were, he would by no means accept it but would rather own
the corn. Realizing that he did not own his growing corn but had it sold to some
speculators he bought in his December futures. December futures continued
down to $1.01 by the end of August. Our now not so smug farmer, backed by
the U.S. Treasury, stood his ground and, when he completed harvest at the end
of October, sold for $1.01. He made 23 cents on his December futures which,
added to $1.01 was $1.24, rather better than the target price. Buying in the
December at less than the net loan did not require great speculative skill. The
point is that at some prices long speculation becomes quite attractive, especially
to those people who are backed by the government.
The record of corn prices is replete with examples in which circumstances
changed during the season in ways that justified changes of mind, and the kinds
of changes were such that farmers had early opportunity to recognize them
and their impact. In June, 1970, December futures traded in a $1.28 to $1.35
range, an amount much above the net loan rate. Crop conditions were excellent
and a sale of at least part of the crop was a prudent practice that many farmers
followed. At the end of July a blight struck that severely damaged the crop.
Prices rose rapidly, making a peak of $1.57 in mid-September. A prudent sale
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became imprudent. But farmers had until the fifth of August, about ten days
after the blight struck, to recognize the problem and buy back their short commitments without loss. In March, 1974, December corn sold at over $3.00, a
highly profitable and risk-laden amount. To price part of the crop was a prudent
decision. Land preparation proceeded rapidly and conditions were excellent
until early May when the rains came. Rains were followed by drought and
drought by a record early frost so that the crop was severely damaged. December
corn traded between $2.31 and $2.48 in May and did not start its major upward
movement until early June. Farmers had quite a long time to recognize the
problem developing under their noses. The top of the market was reached on
October 3, 1974. The strength from the 1974 drought carried over to the next
crop so that December, 1975 corn sold for $3.50 in October, 1974 and nearly
$3.00 in January, 1975. The reduced rate of use, the large prospective 1975
crop, and highly profitable prices were good reasons for pricing at least part of
the 1975 crop. December futures declined to less than $2.40 in June. News
of crop failure and drought in Iowa and Nebraska entered the market and
prices rose, sound reasons for buying back at least part of the priced grain.
These several examples of position reversal raise a question of the frequency
with which operating farmers should reverse positions. Position change from
having sold a crop to a return to being long a growing crop should be a part of
their repertoire, first because the timing of crop sales before the size of the crop
is known is inherently speculative and second, because some crop producers
have the financial capacity to speculate and the capabilities of occasionally
speculating successfully. The reversals shown in the examples were less speculative procedures than holding the positions through to completion. However,
frequent reversal, trading in and out, taking profits as they develop with the
intention of reinstating the position on subsequent rallies, or taking small losses
while attempting to find the top of the market is a speculative game that is
not a part of a farm business. Either procedure has the strong possibility, if
not probability, of leaving the farmer standing on the dock after the boat has
sailed. They are out of his speculative element; he is playing someone else's
game. Further, such in and out trading is apt to lead him to take futures
positions larger than justified by his projected crop size and positions in the
same direction as his cash position. It would have been quite easy for our farmer
to decide in June, 1966 or May, 1974 that he not only should buy back his
growing crop but should buy more futures to make up for the prospective
production loss.
The guideline to the frequency of mind changes is that the farmer should act
the role of a farmer selling his cash crop. He should sell futures when he deems
the target price to be satisfactory because of its level, he thinks that it is apt to
decline, or he is totally uncertain about the direction of price changes. He
should maintain his short futures position until he comes to genuinely regret it,
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not because it is costing him money or shows a profit that he would like to latch
on to, but because he has a sound basis as a farmer for thinking the price will go
up enough to justify the resumption of a long cash position.
How much of a growing crop to sell is a comparable question. The answer
that some farmers make is: "I think that I will play safe on part of the crop by
selling futures and gamble on the rest." The size of the parts tends to relate to
the farmers' cash flow requirements. They may wisely sell enough to cover out
of pocket costs for seed, fertilizer, fuel, etc. and leave their net returns variable
to the extent of price variation. The questions of frequency of mind change and
the amount to sell are related to the amount of risk the farmer wishes to assume.
This, in turn, depends upon his risk absorption capacity, temperamental inclination, and speculative skill. There are no pat answers.
To Fix the Price of a Commodity in Storage. The objective of this game is to
earn storage income in those years in which a long position is not attractive. It is
a matter of taking advantage of the usual seasonal basis gain. A high proportion of storage costs are fixed. The ownership of farm storage facilities can only
be profitable if they are used every year, but space isn't profitable if the price of
the stored commodity declines. The ground rule is that space will always be
filled at harvest and kept full so long as the target price is higher than the
current spot price by more than the out of pocket cost of space use.
The procedures are the same as pricing a growing crop forward. A target
price is established by reviewing the history of local cash prices relative to the
nearby futures price at the end of the storage period. The decision whether to
accept the target price or remain long the stored commodity is made, and the
appropriate quantity of the more distant futures is sold or not sold.
Again the decision about whether to accept the forward price is a speculative
one. The opportunity to price forward is always present and depends upon:
(1) whether the person holding the grain thinks that the level of price, as measured by the distant futures, is going to go up and (2) the extent to which the
farmer can afford, and wishes, to assume risks of a price decline. In the case of a
stored crop, the decision to contract forward or not is purely one of whether to
speculate in contrast to the decision of whether to contract a growing crop. The
size of the farmer's crop and the total crop is known. Income uncertainty, after
a crop has been produced, is at an end when the farmer wishes to end it.
In contemplating the question of a forward sale, a farmer must look at the
price of the distant future, calculate what it means in terms of the price at his
local elevator during the month of maturity of the futures contract, and then
decide whether or not he wants to be long at that price. For example, on
October 27, 1966 the price of cash corn bid to a farmer at his local elevator was
$1.28 and the July futures price was $1.57. Looking back at the preceding five
years the farmer found that the cash price bid to him on July 1 averaged 6l/ 2
cents under the July futures and the range was 5% to 7%. Thus, his target price
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was $1,501/2. The proper question he should have asked himself was: "Do I
want to be long corn now priced at $1,501/2 for delivery next July 1 ?"—not "Do
I want to be long corn at $1.28 ?"
The difference between the current price and the target price, 22% cents, is
the prospective payment for storage. It will exist whether futures are sold
fixing the price, or not. (Actually the basis turned out to be a quite narrow 3%^
so mat the storage payment was 25%^.) On July 1, 1967 the farm price was
$1.26% and the July futures was $1.30%. Holding corn without considering
futures a farmer might well consider that he lost only 1%^, a not too bad result.
But this is not so. He would actually have made 25%^ storing and thus lost
267/g^ speculating. It is important to ask the right question.
The two uses, fixing the price of a growing crop and fixing the price of a
stored crop can be worked together into one continuous program covering some
18 months. The whole operation of production and storage can be priced before
it is begun. The procedure is to sell the first new crop future, buy it back and
sell die more distant some time during the period that they are both traded—
August through December for corn. This switching of futures requires a decision of when, which is based on the history of the spreads and conditioned by
the supply-demand situation for the storage in the year in question.
An examination of 56 transactions in futures related to pricing growing and
stored crops of corn, soybeans, wheat and oats, showed 32 profits, 23 losses, and
one break-even meaning that the price went down 32 times, up 23, and did not
change once.1 The average size of the profits was 7% cents, and the average
size of the losses was 9% cents. On average it was more profitable to be short
than long, but this was not a meaningful average. It was too near even to be
ascribed to anything other than chance. Profits and losses from futures transactions tend to average out to zero. The use of futures in a routine way does
not, in the long run, add to or subtract from the realized price of a commodity.
Thus, futures serve two purposes: 1. They are tools for pricing forward when a
farmer's best speculative judgment tells him it is time to fix the price; tools for
implementing speculative decisions, and, 2. They assist in regularizing income
from season to season, releasing equity capital that would otherwise have to be
held in reserve against possible losses.
To Delay Pricing a Sold Crop. Farmers sometimes want to delay pricing
commodities past the time that they can be held on farms. They can do so by
selling cash and replacing it with an equal amount of futures. This is speculation. They are long. If the price goes up they make money and if it goes down,
they lose money. Speculation in futures is neither more nor less a part of the
farm business than maintaining a long position in a cash commodity so long as
it replaces a cash commodity speculation that formerly existed.
Farmers often ask if they can sell cash grain at harvest and replace it with
1

Hieronymus, T. A., Farmer Use of Futures Markets, 111. Agr. Exp. Sta. Bulletin 696, 1963.
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futures to take advantage of the seasonal rise in price without incurring storage
costs. This cannot be done. The more or less regular seasonal increase in cash
grain prices is the result of increases in cash prices relative to futures; there is
no seasonal pattern to futures prices. Accordingly, he who sells cash and replaces it with futures is, in effect, paying someone else to store.
How does a farmer know at what price he is going long? The answer is a
matter of anticipating basis. A normal basis on first delivery day is established
by looking at the historical record—say 9% under the July on July 1 for corn.
Suppose tiiat at harvest the cash farm price is $2.40, and July futures $2.81.
Should the farmer sell cash and buy futures? The cash price must rise to $2.72
before he makes anything. He is, indirectly, paying 32 cents per bushel storage.
The appropriate question is not whether he should go long at $2.40 corn but
should he go long $2.72 corn.
In the long run the routine replacement of cash with futures is a break-even
proposition. To successfully use futures in this way requires a better than
average job of speculation. A rather large payment for storage must be made.
There are occasions when it pays to replace cash with futures if one wants to
remain long, but these rarely occur until well past the critical harvest period. As
we have seen, the cash price almost invariably gains rapidly in relation to the
futures immediately following harvest and then gains quite slowly for the
balance of the season. If cash grain storage can be rented at a regular monthly
rate that will total a reasonable storage for the year farmers are often well
advised to rent space for a couple of months, then sell cash and buy futures. At
any time that the cost of storage, including interest and taxes, is greater than the
prospective basis gain, the cash commodity should be sold. Then, if the farmer
wants to be long the crop he has produced, futures should be bought.
The most striking example of the advisability of replacing cash with futures
is the instance of the inverse carrying charge as illustrated in Chapter 9,
Figure 6. On November 15, 1966, the cash price of soybeans bid to Illinois
farmers was $2.87 and the May futures was $2.98. A normal May 1 basis was 5
cents under leaving a scant 6 cents for storage. Interest cost alone was 8% cents.
Any farmer wanting to be long soybeans should have sold cash and bought
futures. The situation in January was even more remarkable with the farm price
two cents under the May futures. There was an almost guaranteed gross loss for
storage. On May 1, 1967 the farm price was $2.73 and the May futures $2.81, a
wider than normal basis. Being long soybeans was not a good idea that year. A
long position in cash soybeans from November 15 to May 1 would have lost 14
cents plus the cost of storage while a long position in May futures would have
lost only 17 cents total. A long position in cash soybeans from January 9 to May
1 lost 15% cents but a long position in May futures lost only 9% cents.
To Fix Cattle Feeding Margins. Cattle feeding is a high risk agricultural
enterprise. Individual operations have distinct production cycles of substantial
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duration—from a few months to more than one year. The prices of finished
cattle are variable and difficult to forecast accurately. When a feeder commits a
production cycle by buying feeder cattle, it is an irreversible process, the outturn
of which is dependent on the selling price of the finished cattle at the end of the
cycle. In large feedlot operations where the inflow and outflow of feeder and
finished cattle is essentially constant, short-term variations are averaged out so
that returns are less variable. But cattle prices move in relatively long swings so
that the end result of price variations are the same for the small feeder who
follows one cycle with another and the larger feeder who runs numerous cycles
simultaneously. Cattle feeding is a high leverage operation because a comparatively high proportion of the end product value is purchased as feeder cattle—
the amount varying with the weight of the cattle fed. Price variations apply to
the total of the product, original weight plus weight added.
Since the beginning of live cattle futures trading in 1964 it has been possible
to eliminate price uncertainty from cattle feeding. The procedure is simple: sell
finished cattle futures when feeder cattle are bought. For example, on January 2
a feeder buys 600 pound feeder steers at $40.00 per hundred weight, or $240
per steer. He expects to sell 1,000 pound choice steers in June. He will put on
400 pounds of gain at a cost of $51 per hundredweight, making the steer cost
$444 and the break-even selling price $44.40. The price of June steers is $49.00.
His local price for choice steers in June is $1.00 under the Chicago futures.
Commission and interest on margin is $.20. The net selling price is $47.80. The
prospective profit is $3.40 per hundred or $34.00 per steer. He sells June futures
and buys them back when he sells the finished cattle about June 1. If the price
of cattle is up he makes more on the cash cattle and loses an offsetting amount
on the futures and vice versa.
Presumably the feeder knows the price at which he can sell June futures
before he buys the feeders. It is a locked up feeding operation that is undertaken for a known profit. It is attractive when it shows a return above cost and is
unattractive when it shows a return below cost. In the latter case, the feeder
refuses to buy the feeders and waits until the combination of the futures price,
feeder cattle price, and cost of putting on gain shows a profit.
So it goes by the book, but there are variants. Most discussions go a step
farther and demonstrate how a feeder can lock in a profit resulting from a price
increase with futures after the feeding cycle is in process. When the feeder sees
too good of a thing to let get away, he sells futures before his cattle are ready
for market, accepting speculative profits. The other side of this coin is to limit
losses in a declining market. The feeder buys feeder steers at a price that will
return a profit if the price of fat cattle holds. But during the cycle, fat cattle
prices decline so that the feeder's break-even price is approched. He sells
futures and thus avoids a loss. The thing that these two examples illustrate is
that futures can be used as a tool to implement speculative decisions as well as a
system for entering a feeding cycle at a profit.

© Commodity Research Bureau 1977
www.crbtrader.com
Primary Producers

215

Futures markets are useful guides to the kind of feeding operation that
should be undertaken. There are numerous cattle feeding programs, ranging
from feeding steer calves from 400 pounds to prime steers at 1,400 pounds, to
heifer calves, to 600 to 700 pound steers to 1,000 or 1,100 pounds, choice or
prime. The various programs include a range of qualities. The cattle feeder can
look at the cost of various classes and weight of feeder stock, the cost of putting
the appropriate amount of gain on each, and the futures prices for delivery at
the different times the various classes and weights will be ready for market. He
lets the judgment of the market tell him what to do. He then lets the market
guarantee its judgment by selling futures.
What does the cattle feeder need to know ? With regard to the use of futures
he need only know the relationship of the price of the weight and quality of
cattle he will produce to the futures price during the month that his feeding
cycle will end. The appropriate price is the one at his usual selling point. If he
is going to sell high good steers weighing 1,000 pounds at Kansas City in April,
he should know the usual relationship between the price of such animals and
the April futures price during April. This relationship can be learned from
study of historical relationships.
There is no problem of selecting the appropriate delivery month as there is in
the grains. Because the cattle futures delivery months are not functionally tied
together by storage, the feeder should sell the month closest to the time his
cattle will be ready for market.
To Contract for Hog Feeding Services. The production of hogs is a more
ongoing type of business than cattle feeding. Thus, there is less opportunity to
drop out of production when prices offered by futures markets are below cost.
But production can be varied so that the quantities produced for a particular
time can be reduced as the price offered for that time is low and vice versa. The
gestation period for a pig is 112 days and hogs reach slaughter weights at about
six months. The lead time on production, hence the planning horizon, is about
ten months.
For the ongoing hog operation, geared to a particular level of operation, the
selling decisions are basically speculative. The hogs must be sold some time or
other; and futures markets provide an opportunity to separate the time of sale
from the time of delivery at the market. Hogs can be priced forward as far as
futures are traded or pricing can be delayed until hogs are delivered.
Two different strategies can be used in making sales decisions. First, the
producer can make judgments about what will happen to the price of hogs for
the time that he will have hogs ready for delivery. If he will have hogs at
market weight in October he looks at the October futures price and decides
whether it will go higher before October or not. If his judgment is higher, he
waits; if it is not higher, he sells. In this strategy he must look at the whole set
of factors affecting hog prices.
Second, the producer can follow a strategy of selling forward when a profit is
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offered and refuse to sell when the price offered is unprofitable. The underlying
assumption is that at some time during the period that the applicable future is
traded, a profitable price will be offered. But the assumption is not valid. The
weakness of this strategy is that the producer must accept losses when profitable
prices for a particular delivery are never offered while foregoing the more than
breakeven prices that are offered as frequently as less than breakeven prices
persist. This strategy can be modified so that only those prices at a certain
percentage above breakeven are accepted. If he can get, say, a ten percent pad
two thirds of the time, he can afford his losses when they occur. But the strategy
is only effective if coupled with production adjustments.
The best strategy is probably a combination of the two. There is no way that a
producer can avoid forecasting changes in hog prices nor is there a way to avoid
making decisions about when to sell. One consideration entering a speculative
judgment is that prices much above breakeven will not last. This is conducive
to the adoption of the second strategy. The combined strategy suggests that
prices moderately above breakeven should be accepted except as there is strongly
persuasive evidence that indicates further increase.
Some of the total hog production is specialized into the two parts, feeder pig
raising and hog feeding. The use of futures in connection with hog feeding is
closely comparable to cattle feeding. The feeder is subject to the risks of hogs
selling for less than anticipated and less than a profitable price relative to the
amount he has paid for feeder pigs. He has the opportunity to bid for feeder
pigs on the basis of hog futures prices and to refuse to buy and feed when hog
futures are not high enough to let him lock up a profit. If he buys feeder pigs he
can either sell futures or speculate in finished hog prices. His options are open.
What he should do depends upon his risk bearing capability, his inclination
toward speculation, and what he thinks will happen to the price of hogs.
The feeder pig producer is in a quite different position. His is an ongoing
business that can be turned off for a time only at considerable cost. He cannot,
practically, liquidate a breeding herd and replace it a month, or a few months,
or a year later. An unpregnant sow eats nearly as much as a pregnant one. He
must make speculative decisions about when to sell pigs. He has little latitude;
there is no feeder pig futures market and the existing informal forward contracting market does not extend far into the future.
Can he use live hog futures ? The feeder pig price is demand determined and
appears to depend, primarily, on the profitability of current hog-feed price
ratios. The buyers of feeder pigs do not seem to look very far forward. Fluctuations in feeder pig prices are somewhat less than are justified by current hog-feed
price ratios, indicating some doubt that the current high or low profitability will
persist the whole of a feeding period. Fluctuations in feeder pig prices are
greater than fluctuations in slaughter hog prices because of the leverage of the
greater weight of slaughter hogs. Suppose that pigs are purchased at 40 pounds,
sold at 220 pounds, and the cost of gain is $30 per hundred weight:
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Value of 220 pound hog
Cost of 180 pound gain
Value of feeder pigs
Percent change in hog price
Percent change in pig value

$35

$37

$33

$77.00
54.00
23.00
0.00
0.00

81.40
54.00
27.40
+ 5.71
+ 19.13

$72.60
54.00
18.60
- 5.71
-19.13
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Because of the covariance of hog and pig prices, hog futures can be used to
forward price pigs. How many futures to sell is a difficult question. Hog for
hog is too much because of the weight difference but pound for pound is too
little because of the leverage. If the above illustration accurately reflected the
feeder pig price variation, hog for hog would be just the right amount. What
the feeder pig producer needs to do is work out the feeder pig price variation to
hog price variation for his local market for various hog-feed ratios. This ratio
should then be multiplied by the pounds of feeder pigs to be produced to obtain
the quantity of hog futures to sell.
To Fix Feed Costs Without Taking Immediate Delivery. As a livestock feeder
starts a program, he commits himself to the use of feed. The feed that he does
not have on hand he must subsequently buy. He is short a requirement of feed.
If, at the outset of a feeding program, he buys a sufficient amount of feed to last
the entire season, he nails down one more cost item and thus reduces his total
uncertainty. The feeding season is usually regarded as from fall to fall, so that
we are talking about buying feed in the fall of the year. The discussion relates
almost entirely to corn and soybean meal as the two most important feeds and
feeds with major futures markets.
Producers who do not have a sufficient amount of storage space or who do not
want to tie up money in inventories can fix costs by buying futures. As space is
available and feed required, they buy cash feed and sell futures. Profits made on
the futures transactions are subtracted from the price paid for the cash feed to
get the net cost. Similarly, losses taken on futures transactions are added to the
price of the cash feed to get the net cost.
If cash and futures prices moved up and down precisely together, the price of
the feed item could be fixed at the price existing when the futures transaction
was initiated. To illustrate let us suppose that a hog producer observes that the
price of cash corn at his local elevator is $2.40. He likes this price and wishes to
fix it for the supplemental feed corn that he will eventually buy. He buys
futures at, say, $2.75, or 35 cents over the cash. Some months later when he
needs the cash corn he pays $2.60. If the cash and futures have moved up the
same amount, he will sell futures for $2.95, realizing a 20 cent profit. He subtracts this from the $2.60 that he paid for cash corn, for a net cost (ignoring
futures commission charges) of $2.40.
However, cash and futures prices do not move up and down together, the
cash typically gaining in relation to the futures. Increases in the futures will
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not offset increases in the cash price. This increase in cash in relation to futures
is equal to the going market price for storage. In effect, the feeder pays someone
to store the corn that he has bought until he needs it. And because someone is
storing the corn for him, he should reasonably expect to pay.
There are benefits from pricing feed ahead even though in the long run it
only breaks even. It is a means by which the approximate cost of feed can be
established. The knowledge of cost is useful in planning feeding operations.
Pricing feed ahead reduces the total risk involved in feeding operations.
The purchase of futures does not assume that the cost of feed will be the
current price; it will be higher than the current price by the amount of basis
gain. The problem, then, is to understand what the current futures price means
in terms of the ultimate net cost. The feeder should subtract the basis that he
expects to exist at the time he wishes to buy and take delivery from the current
futures price. If he wishes to buy and take delivery of cash corn on April 2 and
expects a basis of 23 under the July at that time, and the current price of July
futures is $2.60, he should reckon his net cost at $2.37. This becomes his target
price.
Relative Merit of Cash Forward and Futures Contracts

For grains and to some extent cattle and hogs, farmers can make cash forward contracts. Bids for harvest delivery of grains are usually made as early as
January and there are bids for January, March, etc. from harvest onward. Thus,
the farmer has a choice: he can contract ahead at a firm price with his local
elevator for cash grain, or he can sell futures. Forward contracting has three
advantages: The exact price is known, the quantity is divisible by less than units
of 5,000 bushels, and it is not necessary to maintain a margin deposit as in the
case of futures.
Using futures to sell ahead has two advantages: First, the average price is
higher. As farmers sell ahead of planting or during the growing season, someone is selling futures. Perhaps the elevator is selling futures against its purchases
from farmers, or it may be that the elevator makes a cash forward contract with
an interior merchant or processor who, in turn, sells futures. Whoever is doing
it is bidding enough less for the cash grain to cover the cost, including the risk
due to variable results, and leave a profit.
The second advantage is that use of futures provides greater flexibility—
greater ease for the farmer to change his mind. Suppose that at planting time a
farmer notes that December corn futures indicates a net price for harvest
delivery that he likes and so sells. During July the weather gets hot and dry and
it begins to look as if the crop will be small. The price starts up. What looked
like a good sale early now looks like an error. Our friend can reverse his sale
just as quickly as he can call his registered representative and buy in his short
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futures position. All it will cost him to again be long his growing crop is the
amount that the price has gone up while he was becoming alert to the developing
situation.
In May 1966, corn planting time, many Illinois corn producers sold cash corn
for harvest delivery for $1.10. At the time it looked like a good sale; the
indicated acreage was large and the price was above the loan. But, as we noted,
the weather degenerated in June and the price rose. The farmers regretted the
sale but were stuck with their contracts.
Some Common Pitfalls

There are several ways that farmers can go wrong in their futures trading
operations. In all futures transactions there is uncertainy because of variability
in basis. A trade that fails to materialize as expected because of unusual basis
behavior should not be scored an error.
The first type of error is improper calculation of basis—the failure to add the
right normal basis to, or subtract it from, the right delivery month.
The second is the selection of the wrong delivery month. It is difficult to go
wrong in markets for storable commodities because of the functional relation
ship of the several futures prices. The only way to err is to go out of the
pertinent crop year. But for nonstorable commodities the delivery month closest
to the time the commodity will be ready for market must be sold. It is tempting
for cattle feeders and hog producers to sell the highest priced futures.
The third is to fail to relate the futures transactions to the farm business in
the size and direction of position. The futures position must be as nearly as
possible the same size as the cash position. Margin requirements for trades in
futures are small. Farmers are tempted to take larger futures positions than the
cash positions that are being offset without realizing the large losses and gains
that can result from small price changes. The temptation is particularly great to
replace cash sales with larger quantities of futures. The reasoning is that if it is
desirable to replace 10,000 bushels of cash soybeans with 10,000 bushels of
futures, then it is even better to replace them with 50,000. To do so is to leave
the farm busines and become a speculator.
Positions in futures must be opposite the cash positions. If the farmer is
trying to establish a price for deferred delivery of a growing or stored crop, he
is long cash and therefore must be short futures. If he buys futures, he is
increasing his risk and trading in futures in a way that is not related to the farm
business. If he has need for additional feed supplies, he is short cash and should
therefore be long futures.
Fourth is the failure to close out both the cash and futures positions simultaneously. Many people are reluctant to take losses on futures. Suppose a
farmer is long the crop that he has in store and is short futures against it and
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the level of prices goes up. He has made money on the cash and lost on the
futures. The net of the changes may be meeting his target price exactly, but
when he sells the cash he is tempted to stay short the futures in the hope that
the price will go back down so that he can retain his cash profits without having
to offset part of them with futures losses. He is reluctant to admit that he made
a mistake when he priced his cash grain forward instead of staying long. He
must learn to live with his decisions in the same way that he does if he sells the
cash grain too soon. When he prices a growing or stored crop forward by selling
futures, he is working with basis and is no longer concerned with changes in the
level of price.
The fifth error is to trade in and out. We have described some situations in
which farmers can wisely reverse positions taken in futures as they change their
minds about the future course of prices. There is always the temptation to
overdo this reversal, grabbing quick profits when the opportunity is offered,
expecting to resell on a rally or repurchase on a dip. If a farmer trades in and
out he is becoming a short term speculator which is something that most
farmers are not qualified to do. They typically lose money doing this, and fail to
accomplish their original goals as well.

