Course:
01.431

Agriculture Crop Production and Management

Unit 8:

Analyzing the Economic Factors of Crop Enterprises
Lesson 4:

Crop Marketing Options

QCC:
343, 348, 351, 353
Objectives: 

1.
Analyze the concept of supply and demand.

2.
Identify the principles involved in trading futures and options on a Board of Trade.

3.
Identify strategies that facilitate management of an exposure to price risk.

4.
Identify market changes and explain methods of adjusting and adapting to changing conditions to insure long-term economic viability.

Teaching Time:

2 hours
References:

Commodity Futures Trading.  Cooperative Extension Service, University of Georgia, Athens, Georgia.  Bulletin 775

Pricing Georgia Farm Products Through the Futures Market.  GA. Ext. Bulletin 900

Board of Trade on Internet.  Chicago, IL.

Purcell, Wayne D. Marketing Agriculture Commodities. Deere and Company. Moline, IL. 1995
Materials and Equipment:

Teaching Procedure

Introduction and Mental Set

Select a student to represent Athe producer.@  Have the rest of the class be consumers.  Ask AHow many consumers like apples?@  Have producer record answers.  AHow many consumers would like to buy an apple?@  Record students= questions.  AHow many?@  AAt what price?@  AWhat kind (variety) of apple?@   AWhen do I take delivery?@  All these factors relate to supply and demand.  The producer can make decisions on production by listening to consumers.
Discussion

1.
Teacher leads discussion on the concept of supply and demand.  A.
Use Supply and Demand graph to show how market prices are developed:
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2.
Divide class into two groups.  Separate groups so that each cannot hear discussion with each other.  Have one group sell Awidgits@ (a fictitious product) with a set floor price.  Have the other group purchase widgits at a set ceiling price.  The teacher can regulate the supply or demand of widgits to demonstrate how supply and demand affect equilibrium price in the market place.

3.
Provide students with glossary of terms on page 29 of Commodity Futures Trading.  Review terms with students.  Evaluate students mastery of terms with teacher made test.

4.
Supply each student with the two pamphlets in materials section.  Have students complete teacher generated worksheet on Futures Market.

5.
Teacher leads discussion to include the following topics:
A.
Cash contracts vs. Futures Markets Pricing

Cash contracts are the simplest approach for the producer to use.  They also allow the producer to lock in a price of a commodity.  Futures is an agreement to buy and receive or to sell and deliver a commodity at a future date with certain characteristics.

B.
What is the Futures Market?

An agreement to buy or sell a commodity at a date in the future.

C.
What is traded in the Futures market?

Agricultural commodities


D.
How to trade in the Future Markets

Buying futures contracts at a low price and selling back at a higher price or by selling high and buying back lower.

E.
The cost of trading

Price varies; it is determined on the floor of the commodity exchange as traders buy and sell the contracts.  Prices reflect the supply and demand of the commodity.

6.
Identify strategies that facilitate management of exposure to price risk by class discussion on the following topics.
A.
Who uses the futures markets?

Speculators vs. hedgers (someone who does not own a commodity vs. someone who does own a commodity)

B.
Define hedger. 

The hedger establishes a price for a commodity currently owned or committed for production which will be delivered at some time in the future.  It is a risk management tool.

Short hedge-or selling hedge, used when you plan to sell a commodity.

Long hedge-or purchasing hedge, used when you plan to purchase a commodity.

7.
Explain through class discussion how hedging and adapting to market changes and fluctuations can insure long-term economic viability.

If you have a crop or livestock to market, you want to protect yourself against falling prices in the cash markets.  If you need to buy feed or feeder cattle, you want to protect yourself against rising prices in the cash markets.  Hedging provides protection.
Summary
Marketing options are the choices the producer has to merchandise his product.  Today=s farmer must know far more about the marketing of crops than farmers did just 30 years ago.  Without profitable marketing strategies, a crop farmer will not be in business long.
Evaluation

Participation in Activities
Written Test

Hedging Summary 
Handout #3
Hedging is a way to transfer the market risk of owning or producing a product to those who want this risk.  It is a way to pre-price something you produce, store or will need to buy.  When used properly it can be a very flexible pricing tool which Georgia producers can use to control the price risk they must deal with in today=s agriculture.  

Use the following steps when a forward pricing decision is to be made.

1.
Determine the cost of production for the product or its storage cost.  This is the only way to determine whether pricing opportunities represent profits.

2
 Localize the futures price by determining your local basis for the time, place and quantity you will be selling.  Compare the prices to cash contract prices available at the same time.

3.
Determine the risk of producing or storing unpriced.  For instance, how high or low do you think prices could be when you actually sell the product?  Can you afford the risk that prices might actually be at the lower extreme?

4.
Decide which forward pricing tool best fits you operation based on the advantages and disadvantages of cash contracts vs. hedging in the futures market.  Remember, smaller quantities of anticipated production should be priced using cash contracts rather than with futures due to flexibility.

5.
Develop a pricing plan based on your operations and stick to it.  Changing plans in mid stream usually results in an eventual dissatisfaction with forward pricing.

If you decide to forward price through the futures market, remember these precautions:

A.  Margin money must be available if you are to hold a hedge.

B.  Don=t let you broker make pricing decisions for you.  Use his or her information and advice but remember, only you can decide what is best for your operation.

C.  Don=t combine hedging and speculation.  If you want to speculate in futures, keep separate accounts.  No one ever lost a farm through true hedging; many have through speculation.

D.  Don=t hedge until you know what you are doing.  APaper@ trade until you are certain you understand all aspects of hedging.

E.  Don=t hedge until you know what you basis is.
Handout # 2
RISING MARKET WITH A BUYING HEDGE
[image: image5.wmf]DATE


CASH


FUTURES

BASIS
August 1

Target buying price =

Buy 1 December

-.10

2.40 - .10 basis = 2.30

futures @ 2.40


Estimated

November 10

Buy 5,000 bushels of

Sell 1 December

-.10

corn locally @ 2.80

futures @ 2.90


Actual

Futures results:

Bought
 2.40

Sold
 2.90
Resulting in profit of

   .50


Net price paid:
Cash price  gain or loss in Futures or 2.80 - .50

Profit in Futures = 2.30
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FALLING PRICES WITH A BUYING HEDGE
DATE


CASH


FUTURES

BASIS
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August 1

Target buying price =

Buy 1 December futures
-.10
2.40 - .10 basis = 2.30

@2.40



Estimated

November 10

Buy 5,000 bushels of

Sell 1 December

-.10

corn locally @ 2.00

futures @ 2.10


Actual

Futures results: =
Bought
2.40

Sold
2.10

resulting in loss of 
-.30

Net price paid: Cash price  gain or loss in Futures or 2.00 + .30

[image: image8.wmf]loss in Futures = 2.30

BASIS ERROR WITH A BUYING HEDGE

DATE


CASH


FUTURES


BASIS
August 1

Target buying price =

Buy 1 December


-.10

2.40 - .10 basis = 2.30

futures @ 2.40


Estimated

November 10

Buy 5,000 bushels of

Sell 1 December


-.05

corn locally @ 2.60

futures @ 2.65


Actual

Futures results: =
Bought

2.40

Sold

2.65
resulting in profit of
 
 .25

Net price paid: Cash price  gain or loss in Futures or 2.60 - .25

Futures profit = 2.35

Other Trading Facts and Figures
Handout #1
Exchange
Commodity
Trading Months
Trading Hours (Central Time)
Contract Size
Price Quoted In


Minimum Price Fluctuation
Value Per Point
Daily Limit
Trading Range

Chicago Board of Trade
Wheat
Mar/May/Jul/Sep/Dec
9:30-1:15
5,000bu.
4/bu.
34
34=$12.50
204
404

Chicago Board of Trade
Corn
Mar/May/Jul/Sep/Dec
9:30-1:15
5,000bu.
4/bu.
34
34=$12.50
104
204

Chicago Board of Trade
Oats
Mar/May/Jul/Sep/Dec
9:30-1:15
5,000bu.
4/bu.
34
34=$12.50
84
164

Chicago Board of Trade
Soybeans
Jan/Mar/May/Jul/Aug/Sep/Nov
9:30-1:15
5,000bu.
4/bu.
34
34=$12.50
304
604

Chicago Board of Trade
Soybean Meal
Jan/Mar/May/Jul/Aug/Sep/Oct/Dec
9:30-1:15
100 Short tons
$/ton
10 points
$1.00
$10.00
$20.00

Chicago Board of Trade
Soybean Oil
Jan/Mar/May/Jul/Aug/Sep/Oct/Dec
9:30-1:15
60,000 lbs.
4/lb.
1 point
$6.00
14
24

Chicago Board of Trade
Iced Broilers
Mar/May/Jun/Jul/Aug/Sep/Nov
9:15-1:05
28,000 lbs.
4/lb.
2 2 points
$2.80
24
44

Chicago Mercantile Exchange
Live Hogs
Feb/Apr/Jun/Jul/Aug/Oct/Dec
9:15-12:55
30,000 lbs.
4/lb.
2 2 points
$3.00
1 2 4
34

Chicago Mercantile Exchange
Live Cattle (Finished Cattle)
Feb/Apr/Jun/Aug/Oct/Dec
9:05-12:45
40,000 lbs.
4/lb.
2 2 points
$4.00
1 2 4
34

Chicago Mercantile Exchange
Live Feeder Cattle
Mar/Apr/May/Aug/Sep/Oct/Nov
9:05-12:45
44,000 lbs.
4/lb.
2 2 points
$4.20
1 2 4
34

Mid America Commodity Exchange
Wheat
Mar/May/Jul/Sep/Dec
9:30-1:30
1,000 bu.
4/bu.
c4
$1.25
204
404

Mid America Commodity Exchange
Corn
Mar/May/Jul/Sep/Dec
9:30-1:30
1,000 bu.
4/bu.
c4
$1.25
104
204

Mid American Commodity Exchange
Hogs
Feb/Apr/Jun/Jul/Aug/Oct/Dec
9:15-1:05
15,000 lbs.
4/lb.
2 2 points
$3.75
1 2 4
34

Mid American Commodity Exchange
Soybeans
Jan/Mar/May/Jul/Aug/Sep/Nov
9:30-1:30
1,000 bu.
4/bu.
c4
$1.25
304
604

New York Cotton Exchange (Wool and Citrus)
Cotton No. 2
Mar/May/Jul/Oct/Dec
10:30-3:00
50,000 lbs.
4/lb.
1 point
$5.00
24
44

Note - Some markets have variable limits which increase the daily limit and daily trading range when three or more contracts close with a limit move in the same direction three days in a row.  Check with your broker if there=s some doubt about daily limits.
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