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HOW FARMERS USE FUTURES TO‘REDUCE RISK
R. E. Schneidau and W. S. Farris
Agricultural Economics

[:] What is futures trading? It is trading in contracts for future delivery of a
specified commodity.

[:] Where is futures trading done? At commodity exchanges in major cities - usu-
ally through brokers.

[:] Who tredes in futures? Farmers, dealers, processors, exporters, and speculators.

[:] Why do these businessmen trade in futures? 1) +to hedge an inventory (either
owned or anticipated) 2) +to hedge forward sale positions 3) to speculate.

* A

Indiana farmers are increasingly concerned with the use of zf§§y s markets.
pr
)/

This publication is designed to explain futures trading as well present methods
of using the futures market in the farm operation. /

,4\

Commodities traded range from corn, soybeans and live ho frozen orange juice.

Futures trading is carried on through commodity excl’largﬁgii?L maJor U.S. cities.,
This report deals primarily with trading in corn or soybea ve cattle and hogs.

Farmers Use Futures Markets Indirectly //ﬂf \;/
Many farmers are indirectly involved with the \aln/futures markets through
their local dealers. Country grain elevators ma \ in futures directly, or they

may deal indirectly through their terminal

,eva\

pr a harvest price in advance of
rain futures contracts to protect

When grain elevators contract with fa
delivery, they in turn sell a similar amount
their price position. f“

Concepts Basic to Futures Trading

(7
\\

Several concepts basic to tra <§;§§h futures are: 1) Trading is done in con-
tracts for given quantities of ed commodities. 2) Trading is done on mar-
gins. 3) Trading is don /Sgii very in specific future months. L4) Prices of
commodities traded on both h futures markets are influenced by many of the
same forces and tend to ﬁ;ﬂbt ogether.

()
Contracts, Not Commm@1£}@s Tzaded

/

omises to deliver or receive at a future date a given
commodity at an agreed upon price are traded. Commodities are
arkets. This is analogous to buying or selling for future

Only contracts,
amount of a speci
not traded on futur
agiivery.

1 In the midwest the major exchanges for these commodities are the Chicago Board
of Trade and the Chicago Mercantile Exchange.



-

Futures Contracts Traded On Margin. Commodity contracts are bought and sold on
futures markets on a margin. The margin is the amount you deposit with your broker
as a "guarantee" you will fulfill the contract. At the time the initial agreement i
to purchase and/or deliver at some future date is made, both parties are required to |
deposit a "margin." This margin remains a part of your account just as any other
deposit.

Margin requirements vary, but are currently about $.22/bu. for soybeans,
$.12/bu. for corn, $.15/bu. for wheat and $.07/bu. for oats. Most futures contracts
for grains are traded in 5,000 bushel lots. The margin required for a live choice
cattle contract (25,000 1bs.) is currently $300. This means you can negotiate a
futures contract consisting of 25,000 pounds of live beef cattle (of certain speci-
fications) valuing about $6,000 for only about $300. A futures contract for 20,000
pounds of a specified weight and grade live hogs also requires a $300 margin.

FutlUres Trading Takes Place Only For Specified Future Time Periods. Contracts
traded for each commodity are traded only for specified future months. These are
called delivery months. For example, in December, futures contracts for iiizhéay be

traded for the delivery months of March, May, July, September and Decembe Usually
about the time one contract "matures" (comes due), a new forward trading;mg§§>ii
opened. !

S
Most futures contracts "mature" or become due 7 business daysﬁ%'<i§%8 the end
of the contracted or delivery month. This means that if a Marchyiptgxgg/contract
had been sold in December, the delivery and acceptance of deliver; 15t” be made near

the end of March, i.e; the commodity must be delivered per the contract terms.

" In most cases, however, those who purchase and sell fu <1g§§;ontracts have little -
intention of accepting delivery or delivering the contra d commodity. This may i
be because the grade specified in the contract is not ?éibggﬁdity desired or de- -
livery terms or place may not be satisfactory. On th&iother’hand, the seller usually
finds it to his advantage to simply buy back an equiyaésﬁﬁécontract prior to maturity
and sell his product locally. This feature of futures trading needs to be understood:
The number of sales always equals the number o;;puk§h§§¢s. If one contract of March
corn is sold, one is purchased. Therefore, tﬁg§pe son who had previously sold a
March corn contract desires to clear himself of his| commitment to deliver corn in
March, he simply buys back an equivalent Marc orntract, offsetting his sale. If the
price had dropped between the time of his sale a purchase, the dollar amount of the
per bushel decline is his gain (less comﬁiésgon charges and interest on margin capi-

tal). On the other hand if March fut eggp@sﬁrisen, he would have to buy back his
futures contract at the higher price e iéécing a loss in the transaction.
X

\

Trading can be done by telephone: > From the farmers standpoint, the physical
process of trading in futures ma’ké%gwis relatively simple. After establishing fi-
nancial responsibility with fﬁkegQ/trading in futures can be done by phone. The
deposit or "margin" is madz/@7 e.time trading takes place. The trader tells his

t
broker the terms under<yhi&@f/§§ esires to trade and the broker handles the actual
\7//; 7 /

2 - There are gin requirements that must be maintained. If prices had
risen as in this ex le, the loss experienced by the trader would be taken from his
margin deposit. When the amount on deposit becomes insufficient to cover losses and
still remain above the minimum requirement, the borker will ask the trader to de-

posit additional margin.
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transaction. For this service the broker charges a commission.3 This commission
covers what is termed a "round-turn," that is a futures purchase and its liquidating
sale or a sale and its liquidating purchase.

Cash and Futures Markets Related. Some of the same supply and demand forces
affecting cash prices also affect future prices. TFor example, if current stocks of
corn are found to be smaller than expected, both current cash and futures prices for
corn would be expected to rise. If stocks became larger for some reason, the oppo-
site price movements would be expected to take place. Therefore, there is a tenden-
cy for both cash and futures prices to move in the same direction and by nearly the
same magnitude. Obviously, they do not always rise and fall together perfectly,
since not all forces affect both markets equally. It is this correlation between
cash and futures price movements that permits hedging agricultural commodities.

In addition to the fact that cash and futures prices tend to rise and fall to-
gether, the difference between cash and futures prices tends to become smaller as
contract maturity is approached. As an example, it would normally be expected that
the difference between cash December corn prices and May futures prices would be
greater than the difference between cash corn prices in March and May res. This
exists because the costs of carrying corn is higher for 5 months than fzﬁiﬁjfor 2
months. ~ )

\ >
Hedging // \
Mechanics of Hedging. Hedging is used for the purpose of tran/igrrlng risk of

an adverse price movement to someone willing to assume that rmé d is accomplished
through the futures market mechanism. In its simplest form/”iﬁgés the sale of
futures contracts against the purchase of the cash commodi o) ice-versa.

Assume cash grain is being held in storage pendin ;Egﬁie sale, and the holder
of the cash grain fears cash prices may decline befg;e/ JSale is made. A hedge
against this anticipated adverse price movement canl! made by selling an equivalent
amount of futures contracts. Successful hedglng/is\a\ ed on the assumption that cash
and futures prices generally move in the same direction and by nearly the same magni-
tude and means a loss in one market is offset- bggiiﬁfin in the other. Therefore, if
the price of the commodity the hedger is dihg or future sale declines, he would
lose money on his cash sale. But if he sold |futures, he could now buy back his
futures at the lower price, offsetting his ‘n the cash market. (Slnce cash and
futures do not necessarily move up and down by exactly the same magnitude, final re-
sults of the hedging transaction may sﬁéﬁ that the hedger more than offset his cash
market losses in the futures mark@@iiigfa%ﬁd his cash losses, or did not guite recu-~

perate his cash losses.)

It is important the hedg§;” the historical relationships between local mar-
ket area cash prices and centy rket futures prices. For example, whether a given
community would or would n Qbegé a deficit corn area in the summer would have con-
siderable bearing on thécgg ‘9nsh1p between cash and futures prices for that area.

(( N

In the exampleéothééi%gjiow, if it becomes apparent that the trend in price is
opposite that anticipated, then it may be desirable to take action by cancelling the
hedge and continuing in an un-hedged position. This is because gains may be "hedged
away" just as lo may’ be protected.

3 - Though commission charges vary slightly from time to time, current changes
amount to $22 per contract for corn, $2L for soybeans, $22 for wheat and $25 for a
live hog or cattle contract.
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Table 1. Hedging corn against a possible price decline

Cach Market Futures Market
Day Corn moved into storage (Nov.) $1.20/bu.  Sell $1.38/bu. (May)
Day Corn in storage was sold 1.10/bu.  Buy 1.25/pu. (May)

$—.107bu. $+.l37bu.

Net Gain = $.03/bu.

Hedging Corn Against A Possible Price Decline. 1In November, farmer Brown made
his decision to store corn for future sale in order to postpone his income into the
next tax year. If prices declined he would lose money in the cash market, but he
also knew he could sell May futures for $1.38/bu. Farmer Brown decided to hedge by
selling May futures (Table 1). By April 15, the cash price of corn had declined to
$l lO7bu., but since Farmer Brown needed the money he decided to sell his stored
corn for a loss of $.10/bu. Since he had sold a futures contract (and§§§§;;7cash and

futures prices tend to move up and down together) and futures prices h eclined to
$1. 25/bu., to complete his hedge, he bought back his futures commitm /bu. ,
cheaper than he sold it offsetting his cash market loss and gaining . for
storage. Had he not hedged, his losses would have amounted to $/;O/b s

Establishing Corn Price at Planting Time. To establish crop\ r es in advance

of planting or harvest, the farmer sells, for future dellvery{ émount of grain
equivalent to expected production. Before harvest, these c ac can be bought
back. Table 2 illustrates the transactions taking place when, in fact, cash prices
do decline. The net loss illustrated amounts to $.03/bui instead of $.15/bu., which
would have been incurred without hedging. If cash prices 2} advanced in the mean-
time, those gains made by selling the cash crop woulé, aycelled by the necessity
of buying the now higher priced futures contracts in order to cancel his commitment.
/?:iii f/

Table 2. Establishing corn price at plantipg,ti§\¥/%

Cash Market \) Futures Market
Mey (Plant) $1.15/bu. (est. for f\il§ Sell $1.33/bu. (Dec.)
November Sell  $1.00/bu. actuél)(\ Buy $1.21/bu. (Dec.)

$-.15/bu. - Qi\ Net Loss $.03/bu. $+.12/bu.

/
———— pp— L o e o e o . o e e e o e et e e

\

N\

Establish Prices for<E@e@ in Advance To establish the price of corn for antici-
rated feeding needs the f \ﬂeals in the futures market by purchasing forward con-
tracts.

O &L/é}\\

Consider the
excess of his corn
$1.35/bu. compared

éﬁggbfa¥mer Brown, a large hog feeder, who has feeding needs in
ion. In November he sees he can buy July corn futures for
rent cash prices of $1.15/bu. (Table 3). By April, corn he
will shortly nee r feeding has advanced on the cash market to $1. 35/bu. Since the
cash market advance it would be expected that futures also advanced, which July
futures did, to $1. h5/bu. Farmer Brown can now sell his July futures contract for a
$. lO/bu. gain which he applies towards the purchase of cash corn.

3
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Table 3. Establish prices for feed in advance

Cash Market Futures Market
In November Sells $1.15/bu. Buy $l.35/bu. (July)
In April Buy $1.35/bu. Sell $1.45/ou.  (July)

$-.20;bu. $+.lO?bu.
$.10/bu. Applied to Cash Purchase

Sell At Harvest, Buy Futures (not a hedge)

Successful trading here depends upon seasonally advancing prices. Farmer Brown
has no storage facilities, but expects corn prices to advance, He sells all his cash
corn and buys offsetting July futures contracts for $l.35/bu. , hoping futures prices
will advance so that he can sell his July contracts for a profit (Table 4). As illus-
trated, prices do rise to $1.45/bu. and Farmer Brown sells his futures contracts mak-
ing a $.10 profit (less commission fees and interest on margin capital) ad prices
declined $.10/bu., Farmer Brown would have lost $.10/bu. or $500/contract.  If he

had stored the grain and prices declined, he would have lost money a e ad he not
hedged the stored commodity), and furthermore he had the use of most?ggig}s money
from the cash sale of his corn in November. ,C;) .
\ )
o~ N4
Table 4. Sell at harvest, buy futures I~
Cash Market Fut é%iygrket
In November Sell $1.20/bu. Buy- {; $1.35/bu. (July)
Sell O $1.45/bu. (July)
N\ +.10/bu.
\

Hedging Against A Price Decline-~Cattle

Table 5 illustrates the following explanation of hedging live beef cattle. On
January 1, livestock feeder Brown buy‘(éé (600-pound feeder cattle. He plans to put
400 pounds of gain on these cattle; hi§b/@b figures will be ready for Market June 1.
He must get at least $26.40/cwt. fqégiggze‘cattle at market time to break even
(figured on the basis of $28/cwtsil\ ¢ of feeders and a total cost of feeding per
cwt. of $2L4). Farmer Brown fe s prices may be lower than this by June. June futures
are selling for $28/cwt., 80 hsi?e’ges by selling futures contracts.

-

By June 1 the sale of- 5 1000-pound fat steers bring $25/cwt., a loss of
$1.40/cwt. But futur§§ h\ﬁé;giso/fallen to $25/cwt. and can be bought back for a
= ))

$3/cwt. profit. <§§§§jﬁ7

L Tt should bé\géted that quotations of futures for distant months usually re-
flect the storage cost of carrying the grain to the delivery month.
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Table 5. Example of hedging against a possible price decline--cattle

Price Return for Animal
Per Cwt. Cash Market Futures Market
(at feedlot) (at Chicago)
A Livestock PFeeder:
1. On Januvary 1, Buys
600# feeders @ $28.00 $168.00
Puts on LOO# of gain @
cost of 2L.00 96.00
Selling weight 1000# choice
Total cost $264 .00
(Break even selling price
1000#) $26.40

2, On Januvary 1, he Sells June

futures for 1000# choice
steers @ . 28.00 $%§§§§>‘§

3. On June 1, he Sells 1000# ‘
fat steers for cash @ 25.00 250.00

k., On June 1, he Buys back June

futures for lOOO% steers @ 25.00 4:\ \:ﬁﬁ

)
250.00

Loss or gain per head . -$ 14.00 +$ 30.00

Loss of gain per contract of 25,000#
of live choice steers¥ -$3SQ§§§>LQQ +$750.00

s s . (L o
* Less cost of commission and interest on margin GQ?}QQE.
- /

On one contract (25,000 pounds) the net /i*<£EXQ1ﬁsive of conmission costs and
interest on margin capital) amounts to $4 Q&
Brown would have experienced a $350 loss.
had fed cattle prices increased, the hedge ma
been made. 7
( O

o\ ) )
Note that to make the decision %Qigizgg/an accurate appraisal of production costs

Ha f;he cattle not been hedged, Farmer
the /same time it must be remembered,
ve offset any gain that would have

/
(

is necessary. \(
Hedging Against A Price Decline?;é§§g§>
. \ \if”/%" . .

Table 6 illustrates a s t\@n/81m11ar to that in the example cattle hedge
above. On October 1 Farmg?7B; 1 buys 100 50-pound feeder pigs for $40/cwt. or
$20 each. He plans to feéd these pigs to 200 pounds and figures his total costs of
production at $16/c $2&§é hog. Therefore, Farmer Brown must get $22/cwt. at
market time or $4k a break even.

At the time o
live hog futures con
cash prices.

e feeder pig purchase (Oct. 1) Farmer Brown sells a February
ct for $23.25/cwt. He is now hedged against a decline in
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Table 6. Example of hedglng agalnst a p0851b1e prlce decllne——hogs

Price Return and Cost per Animal
Per Cwt. Cash Market Futures Market
(at feedlot) (at Chicago)
1. On October 1, Buys 50# $40.00 $20.00
Feeder pigs
Puts on 150 gain 16.00 24,00
Selling weight 20C#, U.S.
1 & 2 total cost $4k .00
(Breaking even selling price) 22.00
2. On October 1, he Sells
February futures for 23.25 $46.50
3. On February 10th, he Sells
2004+ 1 & 2 hogs for cash 20.00 Lo.o0
k. On February 10th, he Buys §Z§§§
back February futures 20.75 4§a§8§>fﬁ
Loss or gain per head -$ 4.00 ¥/§
Loss or gain per contract of Iy
20,0004 hogs* -$400.00 //w <§§§500 00

* Less cost of commission and interest on margin capi€§%i>

On February 10, the 200-pound slaughter hogs axe/éfl@xfor $20/cwt. which Farmer
Brown figures as a ¢2/cwt loss. However, the futur ‘tract may now te tought
tack at a new lower price of $20. 75/cwt. a gain of $§;§ cwt. in the futures market.

The result of these transactions as sh \%Qbié 6 are a $4/head loss in the
cash market and a $5 a head gain in the futures market for a net gain of $1 a head
$.50/cwt. Hed Farmer Brown not hedged, hi ses would have amounted to $l/head
or $2/cwt. On the 100 hogs (20,000 pounds) the profit is $100 vs. a possible loss
of $400 (exclusive of commission charggSJand interest).

Y

This report was made possible by funds provi \x\gt r§Zooper:mve Extension Service and the Consumer and Marketing Service, USDA,
under provisions of the Agricultural Marketi of 46.

/o N

[ \’/ SN

o Y]
C rat Extena/q)n Work in Agriculture and Home Economics, State of Indiana, Purdue
Uni ity the U. S. Department of Agriculture Cooperating. H. G. Diesslin, Director,

ay , Indiana. Issued in furtherance of Acts of May 8 and June 30, 1914,
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