Purdue University
Purdue e-Pubs

Historical Documents of the Purdue

Cooperative Extension Service Department of Agricultural Communication

10-1-1979

How Farmers Can Use the Futures Market

J. William Uhrig
Donald Hilger
David C. Lyons
Mark Miller

Gary Van Hoozer

Follow this and additional works at: https://docs.lib.purdue.edu/agext

Uhrig, J. William; Hilger, Donald; Lyons, David C.; Miller, Mark; and Van Hoozer, Gary, "How Farmers Can
Use the Futures Market" (1979). Historical Documents of the Purdue Cooperative Extension Service.
Paper 718.

https://docs.lib.purdue.edu/agext/718

For current publications, please contact the Education Store: https://mdc.itap.purdue.edu/

This document is provided for historical reference purposes only and should not be considered to be a practical
reference or to contain information reflective of current understanding. For additional information, please contact the
Department of Agricultural Communication at Purdue University, College of Agriculture: http://www.ag.purdue.edu/
agcomm

This document has been made available through Purdue e-Pubs, a service of the Purdue University Libraries. Please
contact epubs@purdue.edu for additional information.


https://docs.lib.purdue.edu/
https://docs.lib.purdue.edu/agext
https://docs.lib.purdue.edu/agext
https://docs.lib.purdue.edu/agcomm
https://docs.lib.purdue.edu/agext?utm_source=docs.lib.purdue.edu%2Fagext%2F718&utm_medium=PDF&utm_campaign=PDFCoverPages

Purdue University
Cooperative Extension Service
West Lafayette, Indiana 47907

EC-507

How Farmers Can Use the Futures Market

J. William Uhrig, Donald Hilger, David C. Lyons, Mark Miller, and Gary Van
Hoozer, Department of Agricul tural Economics

Hedging 1in the futures market
offers many advantages to corn produc-
ers, but each producer must decide for
himself whether he wants to use the fu-
tures market as a marketing tool and if
so, to what extent.

There are many reasons to use the
futures market:
1. To lock in a price that 1is ac-

ceptable.
possible price for your crop by hedging,
but you can usually choose a price that
is profitable to you.

You might not get the highest

2. To avoid large 1losses and
transfer the market risk to someone
else. By hedging your crop in the fu-

tures market, you transfer most of your
marketing or price risk to the buyer of
an offsetting contract. While you are
not able to take advantage of large
price increases that might occur after
you hedge your crop, you are also pro-
tected against large price declines.

3. To make production decisions.
The futures market can give you clues
about future prices of the different
crops Yyou might grow in any given year.
It can help you decide whether to grow
corn at all that year or how much cor
to grow compared with soybeans.

4. To decide when to expand y<u\

/Oh
f‘nonmal crop each year -- will

fect

operation. Heag1ng your crop in t/€
tures market can give you the no
that you will have the monéié%ér
your payments at the end of 7y

5. To get credit eQ§1er\// -If  you

have your crop hedged, Yo Tender will
usually lend you a highe a§;§$ptage of

up to 90
edged commodi-

your crop's value., . L
percent of the value
ties are not unusual.

6. To evaluate other marketing al-

ternatives. Even if you decide not to
“use the futures market 1in your own
operation, you can use futures quota-

tions to help judge the tairness of cash
or cash contract prices. By knowing the
normal basis in your area, you can spot
abnormal situations and time your
storage and sale decisions for more
favorable prices.

DEVELOPING A HEDGING PHILOSOPHY §Z§§§?4

Once you decide that you db<Q§g>/to
hedge your corn in the fut rket
the next step is to develof r own
personal hedging ph1losopé§§7>Th1s will
depend upon your own ide d goals as
well as the charagté ?gilgs of your
operation.

-- The size of \u\ roduction will
determine how muéh\ ou can participate
in futures éﬁigj On the Chicago
Board of Trade‘ ich handles most corn
futures contwggfs, the minimum number of
bushels that. may be traded is 5,000.
The A1d-A%{ a Commod1ty;Exchange han-
dles contracts of 1,000 bushels, which
WS §ha]1 corn producers to partici-
he futures market.

e stability of your production
or ‘your ability to come up with a
also af-
the extent that you should partici-

ate in the futures market. You should

ever hedge all of your anticipated pro-
duction before your crop 1is produced,
since you always want to be sure that
you have as many bushels of corn to sell
as you have hedged in the futures mark-
et. This is the only way you can be
sure of a successful hedge.

-- Your willingness to accept risk
is probably the main factor that you
should consider in developing your own
hedging philosophy. If you are finan-
cially independent and can survive large
losses, you might prefer to take your
chances with the cash market every year
and Tleave the futures market to others.




But, fewer and fewer farimers are willing

to carry all the marketing risk them-
selves -- particularly young farmers
with Tlarge .debt 1loads and relatively

small equity in their operations.

KINUS OF HEDGES

Probably the most common kind of
hedge used by corn producers is the pro-
duction hedge. This type of hedge es-
tablishes a future price for a corn crop
that is yet unplanted or one that is
growing.

The other common type of hedge that
corn producers use is the storage hedge.
This is a hedge that locks in a specific
return to storage for corn that is held
at harvest time for 1later sale. The
storage hedge requires the same decision
procedures that you go through in decid-
ing whether to place a production hedge.

1. The first step is to calculate

your growing or stored crop. You
by figuring your costs. For
grain, you must calculate your direct
cost of storage and add this figure to
the market price of your corn at har-
vest. Whether you are considering a
growing or a stored crop, you should -add
a desired return to management and a
desired profit. You can then arrive at
a total asking price per bushel.
2. The second step is to
the quoted futures price.
you must subtract your normal basis from

start
stored

localize

a price objective or asking price for

To do this,

Here are some suggestions to help

you locate a broker:

-- If you have a securities account

with a brokerage firm, that same firm
may have a commodities department, or it
may refer you to one.

-- Other farmers who
hedgers are good contacts.

-- Your local grain elevators or
merchants probably have hedging connec-
tions and can suggest brokers to you.

-- Your local banker probably knows

are regular

several brokerage firms who are quali-
fied to handle hedging accounts. If
not, your banker certainly can obtain a

1ist of firms for you if he has a
correspondent banking relationship with
a major city bank that is tive 1in

helping its borrowers hedge,
-- The major ccmmodit \8%35 ex-
changes, such as the Cﬁiéggg oard of
Trade, will give you a lﬁ' firms in

your area whose repr ﬁ tives have
nations

passed the necessary and
have met the other* \iﬁirements to han-
dle your commodi \§§§ynts.

When you roker you 1like,
discuss your ﬁg§}§% philosophy with him
thorough]y.,x im  know everyth1ng
pertlnent//ab /you and your business.
Don't be

a\\a1ﬂ to ask him hard ques-
tions @begf\hwé knowledge and experience
1n hed\ung .corn. Be sure he has the

derstanding and experience with
edg1 » not specul ating, before you do
1n 55 with him. If he talks about

the Chicago futures for the time you ro y getting in and out of the mark-
will be delivering the grain and thep - et with a hedged account, more than
subtract the cost of the hedging gyan- dikely he doesn't understand hedging and

saction. {gou]d get you in trouble.
3. The 1last step in <§§§> When you are satisfied with a brok-
whether to hedge is to make the h ging ~ er, open an account.

decision itself. In other wov&é ;. you

must decide wnether to acce h@\gr1ce CHOOSING A LENDER
the futures market is offeri 0 , The 1ender you choose can also make
7N\ or break you in the hedging business.
CHOOSING A BROKER o {ﬁzﬁ“ﬁ . Unless you are financially independent,
Once you feel that ,understand ~ you will need a lender to finance occa-
the principles of hed you decide sional margin calls for you. If your

lender understands hedging, he will be
wiTling to finance your margin calls.
He will understand that the market is on
the rise and the value of his collateral
is 1ncreasing. If you have a Tender who /
doesn't want to finance your marg1n -
calls, you have the wrong lender.

ou need to
d]e your business.

that you want to
select a broker to
This is one of the most important deci-
sions you will make in setting up a
hedging program. It's good to visit
several brokers before you pick the one
you want.



DEVELOPING OTHER SOURCES OF INFORMATION

In additon to the information your
broker will provide for you, you should
learn all you can about hedging from
other sources such as:

-- Newspapers which carry daily fu-
tures quotations, 1ike The Wall Street
Journal.

-- Radio stations which
periodic grain price quotations. Find
out what time they broadcast 1in your
area, then tune in to follow market
trends.

-- Most commodity exchanges have
publications available which explain how
the futures wmarket works. You might
write to.

carry

The Chicago Board of Trade
141 West Jackson Blvd.
Chicago, Il1linois 60604

The Chicago Mercantile Exchange
44 Jackson Blvd.

Chicago, I1linois 60606

The Mid-America Commodity Exchange

343 S. Dearborn

Chicago, I1linois 60004

Most 1land-grant colleges or
universities have publications about the
futures market.

you can lock in a profit.

3. Be prepared to meet margin
calls. If you don't have the cash, be
sure your lender is prepared to finance
you.

4. With storage hedges, keep your
hedging contracts about equal to the
amount of cash grain you  have in
storage.

5. Buy back your futures contracts

on the same day that you sell your corn
in the cash market.

TEN DON'TS IN HEDGING

-- Don't enter the futures market
you understand it.

-- Don't ask your broker to make manage-
ment decisions for you. %;géﬁ

-- Don't combine hedging and, ~

Tat-
ing.
-- Don't hedge unless xg(iék@gy your

until

"basis."
-- Don't hedge if you can’
tional margin calls. ‘/

yﬁet addi-

-- Don't view futures. markets as an
outlet for delivery of r corn.

-- Don't think of s markets as a
way to get hig prices.

-- Don't 11f§4y9 dge before you sell
or buy yourucommﬁdity in the cash mark-
et.

-- Don' t//b i%t that hedging insulates

-- The following USDA reports can you K\0~ ‘subsequent major  price
be obtained by writing the Office of In-  ch es\ th’ downward and upward.
formation, USDA, Washington, D.c. -<0on' t expect hedging to be a cover-up
20250. for poor/management.

Weekly Grain Market News

Feed Situation (3SUMMARY

Fats and 0ils Situation \ ¢\ The futures market is an advanced

<§§§§n sophisticated system of trading in
MANAGEMENT PRACTICES TO FOLLOW \\ ontracts for future delivery. It's a

As you begin your hedging ex <%§§>> marketing tool that you can use to ac-
ence, be sure to keep these prec ut16§s complish many objectives, but it is not
in m1nd a "get rich quick" scheme, and it is not

1. Don't hedge all of you \f1 i-
pated production. A good rule thumb
is to hedge only up to abo t‘\f%oath1rds
of your expected crop. =

2. Be sure to prop
your basis, your d
costs and your antici
other words, your asking ice -- before
you lock in a price in the futures mark-
et. If you don't know what you are do-
ing, you can lock in a loss as easily as

a]cu1ate

simple. To be successful at hedging,
you should develop your own hedging phi-
losophy and then learn all you can about

the futures market and how it works.
Choosing the right broker and lender is
extremely important. Once you have

found the right people to work with, you
should constantly develop new sources of
information. Then, if you will follow
the right management practices, your
chances for success are excellent.
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