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. - ABSTRACT

C
i .
) ~

his stnny ax*‘T“‘“ihe usefuiness of the futuro;,market 1n pro-" 3
viding a solution to some of the recurring problems of the beef ind- |
ustry. In particu1ar 1t examines the usefulness of hedgdng fn tncreas-
ing and stabilizing thevle;;7; of-inoome- a feedlot operator.
v This study is unique to Canada for tI:;reasons:
(1) it 1nVolves the use of multi-hedging (hedging 1nput§ and
outputs) | |
(2) 1t t.wo1vesﬁﬂedging on the United States futures market by
a Canadian producer. ‘
A production model! is used to provide estimates of producers re-
~ turns during a select:d period. Different hedging stritegies are

developed and their impact on producer returns are evaluated.
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The beef industry has made substantlal\contrtbutions to the agri-
cultural sector of the Canadian economy. In 1976 cattle and calves
accounted for 19.7 per cent! of total fam cash receipts. Of thl?
percentage, Albertlr contrib&ted 31.3 per centz It is dcsirable. par-

- ticularly in the case of A'Iberta. to ensure the continued strongth of
this 1ndustry . ' -

" In recent years, the future of this 1ndustry has been serfously
Jeopardized. In a submission to the Senate Standing Committee on
Agriculture, the Canadian Federation of Agricul ture stated, *"This
situation of a high cattle inventory and 8 high level of. nrkctinq _
together with high production levels has put pr-essure on cattle prices
in recent years multed in contract'lon of the 1ndustry" 3 |

In the same brief the Federation 1nd1cated a need Vor stabﬂity

within the industry at 'Imls which ensure a fair return to producors
“for. their labor and capitn fnvestment. In partiunar they stated that
' 'Producers have loolzed to a mt‘louﬂ cow-calf support program to provfde
support and stability for their ndustry and for cow-calf producm who

: have becn and lu experim:ing urious losscs' ‘. : e
w5 SR , | o
! ’sumﬁcs Canads’ c.mm 21-001, Fa ‘cual Receipts, Dec. 1976,
.‘5 . Lo - L T .
2 midpa3”

3 Canedian Federation of Aoriculture, *Sutitis 10n on the Senate Stand-
ing Cm'lttee on Agriculture on Beef Shbﬂiutlou. p.3

- Ibtd p.1



Purpose of This Sm | \ N ‘\ o
' The purpose of this study is' to examine the usefulness of
R -—»—fuwrcrmtractrﬁrmcﬁiﬁv—n the -un Jevel of producer 1»&* uMln.
. at the same time, achieving some dtgne of stability in producor 1ncm
for Alberta feedlots. It is hoped that by 1ntroducing Some dcgm of
- stabﬂity at the feedlot level, the future of the 1ndustry way be ©

Py

ensured to some degree.
'z ‘ o

Objectives of This Study | |
.The cbjectives of this study are: '- o
(1) To explain the nchanics of Mdging for a beef producer with
| the following futures contracts P b TN

a. Chicago live cattle
| b.' Chicugpufeeder cattle

- c.Cagocorn e e
/2/)40 analyze the relationship betneen the futures contracts
- 1isted above end their respective Calgary cash prices _
- 2. mg.rymnsm B 7
// b Calgary feeder cattle 600 - 700 bs. BN
c. Calgary feed bnr'ley L ' T

., (3) To develop several hedging smmiu imlving the futum
contracts 11sted aboyé and to evaluate their eﬂbcts on -
producer 1ncome 7/ a Ca,lgary_‘ feedlot in ums of lml,pud
subtity. | g S

o : - 40




stadiitty of His income through “the effective use of futures markets.

L . ~'.i .

\

o e pesearch fivolved in this sty is dividad fnto two dismct
pam each 61' llﬂfch i! mu at achieving one of the objectives itatad

_ .at the ‘outset of, ﬂrls study The first portion of this research s
aimed at ex-rlning ’tha relationship betneeﬁ _the Calgary cash price and '
the Chicago futures price for those commodities previously listed. This
.murch {nvolves the exam'lnatiompf the factors affecting the Calgary
\\basis aud the actual basis over a period of time for the contracts used o
in tMs study. . e . 1‘\

‘\ The second part of this aua”lys'ls requires the developmeht of .
speeiﬁed hedging stratagies for. eaeh of ‘the previcusly noteg' cbntracts
In order to ava!uate tbe perfcmnce of these strateg'les, cost Of pro-

- duction estinaus and the resulti ng ‘producer 1ncar are derivedf over a
specimd tine e perfos. ¥ '
: ' . ’ {
|

2 -

om and T‘Ine Period Cov&ed o /
B 'L .
v nm ‘for the perfod Septeubar 1, 1975 }o pteuber 197siuas

| |
obtained fm the foﬂmdng sources: Statist{cs Canada Canada Depart-

mt% Agriwlture Unﬂ:ed Gra'ln Growers" /1mited. the Chicagolsoard
" of Tride Yearbook and the ca?c.go ntne mrboo‘t | f |
;_'mmL of ‘the Thests / | | T
/ TM: thesls 1: organiz;d into seven chapters, the coniehts of -
diareasfo'llovs . o , »' !u
ﬁ) Chapter, 13 _’j_;:'_j'im e ucnmcs of hedging. 1
(2) Chap ul ravim mvfms uork done fn ﬂﬁs areﬂ'

e



(3) Chapter IV discusses the concept of basis and examines
the factors which affect the Ca'lgary basis for the
coﬂnioditfes examined in th‘ls study o
(’*4) Chapter V describes the model used to derive estimates of

producer ‘In(:ome ‘

(5) Chapteﬁr:ﬁ){el outlines the strategies which are used and the
results of ‘each strategy, and provides the results of the.
ana'lysis of the Calgary basis for each of the commodities

f\t K

», sexamfned in this study.
L «.\‘

~ s fG) Cha’pter m provides a summary of this 'study, the conclusions

o S ¢edm:ed and it gives some recomméendations for further work '
; < '?’. F)
. ,;}f’ = in this area. ¢

¢ ‘.;‘.r -n, R .,», . o

2

A Note m the Reade%*

l
A

o There are a number of terms used in futures trading with which
the reader of th'ls t?esis ‘may not be famﬂ'iar Therefore, 1n order to
w{ B assist the réade ;in his understanding of this subject, a dictionary

5

' of tgrms cqrmon'ly used in futures ‘trading has been included in Appendix

ey

o P e

s "" t x«{}.-; . : . : s A [y
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CHAPTER 11
- MECHANICS OF FUTURE MARKETS

A necessary prerequisite foriparticipation in the futures markef
is a knowledge of the market qnd how it oaerates. }t isxnot,the purpose
of tﬁis thesis to give a detailed description of the future; markefs.
Those readers who are efther unfamiliar with, or interested in the con-

cepts discussed here, are referréd to a moré appropriate source.1

Thé Futures Contracts

. The futures Eontract is a contractual agreement, enforceable

- by lpwz 3 of a commodity.

» to buy or sell a specified quantity gna quality
This is a fundamental concept in undéiStand3hg futures, for it is not
the actual purchaselor sale of a commoditx,cht a written‘promise to
buy or sell at a predetermined price and at g‘particu1ar time and place.4
Thus, in the caéé of fytures trading, ownership or possession of the

particular conmodity is not a prerequisite to trading.5

1 ?o& a more detailed diséussion see: Hieronymous, T.A., Economics of
Futures Trading for Commerical and Personal Profit. New York, N.Y.
Commod ity Research Bureau Inc., 1971

2 In Canada Futures Contracts: come under the Grain Futures Act, whereas
in the Uys.;they are covered by the Commodity Futures Trading Act.

3 Lesser grades may be allowed under the terms of the contract at the .
appropriate discount.

‘4 The terms of the contract designate the points of delivery (par
delivery points). Other points may be allowed at a slight discount
(non-par delivery points). ; .

5 G.6. Storey and L. Martin, “A Preliminary Paper on the Role and
Importance of Futures Markets to Canadian Agriculture.": Food Prices
Review-Board Reference Paper, No.l. p 3.10, 3.1




Although cantracts may vary to some degree between commodities,
they are identical for each particular commodity with regard to terms,
except for the delivery month and the: price. The months for which
contracts are foered are fixed by the exchange. as s the de]ivery_eate'
within the contract month. The only negotfation which occurs involves
the price, and‘the number of contracts which determines the quantity
involved. The aetual trading is highly formalized. To ensure competi-
tion, trading takes piace in en open pit by public outcry. The rules of

trading are detafled and strictly enforced by the exchanges 1nyo]ved.

Participants in a Futures Market

There are two:basic groups involved in futures trading, the
hedgers and the speculators. The hedger {s a pereon or firm which has
a vested interest in the ownership of the actual commodity, and wishes
to eliminate or reduce the inherent risk of price change. These 1ndiv-
1duals or firms may be producers of the commodity (eg. farmers), middle-
ment (eg. grain traders), or actual users of the commodity (eg. flour
‘mills). |

The speculator, on the other hand, does not, as a genera] rule.
become involved in the ownership of the commodity. He seldom, if ever,
>accepts.de11very of the commodity, but closes out his contracts before

trading is suspended for that particular contract month.

Placing an'Order

The method of placing and executing trading orders is the same
for both hedgers and speculators. The initial step is to open an
account with a local commod1 ty broker. To open an aceount basically

1nv01Ves'providing pertinent details (name, age, address, etc.) and



signing an agreement to cover losses incurred ri.n the trading ot commod i~

ties. After the individual has opened an account the broker fim would

then require a margin deposit. The individual is then in. a position to -
begin trading in comno)ities

Margin Requirements

(N

Margin deposits are required by the exchange as security against
an adverse change in the price of the commodity. Such margin require-
ments are best exp'lained by an e;tamme Let us assume that someone
wishes to trade in corn on the Chicago Board of Trade. Th1s 1nd1v1dual
would place an order with his broker. with whom he has an account, to
buy one September corn contract, vmich is 5, 000 bushe]s In thts
‘ particu]ar case the broker removes a marg'in deposit of $500 00. The
margin deposit is composed of $500. .00 initial margin and $0 00 mainten-
ance marg'lns.6 This margin deposit is not a fee charged by the broker,
but rather, working capital fund from which losses may be deducted to
‘protect the brokerege firms and the exchahges. In the event of an
adverse price change the trader would be required to {ncrease his margin_
by the full amount of the change in the value of the contract (chance /
x 5,000 bu) if this change is greater than the maintenance margin. . Tﬁus _
the $500 00 1s also referred to as the cal] point, and any adverse

pr‘lce change greater than the maintenance margin requires additional

money deposited as margin on the contract

Long and Short.Position _ g ‘ _ | » . \

The different positions held by a trader in the commodity market

are referred to as long and short. When a trader sells a contract he is
S } .

~

6. The amount varies ‘beuveen commodity contracts.



committed to making future delivery 1n that commodity,~and his'position

1s described"as'short futures On.thg,other hand if the trader buys |

~ a contract he is comitted to-accepting- deiivery of -the- cemodity. and»—,-a:
this position is known as. long futures. The distinction betueen these

two positions is important because a rise in price is an adv&rse price

.change in a short position. whereas in a long position such a rise is a
favourabie price change. On the other,hand.\a price decline is a

favourable price change in a short position, and an adverse price change

in a long position.’

_Contracts Used in This Thesis

~Three contracts are used in thisjthes_is: the corn contract
traded on the Chicago Board of Trade, the live‘ i%e‘ef. cattle contract
traded on the Chic&go- Mercantile Exchange. 'anci the feecier cattle contract
tnoded on the Chicago Mercantile Exchange. The contract specifications .
for each of these commodity contracts are 'listed in Appendix B. 'lhe” .

margin requirements for these same contracts are listed ip Te_b]e\zi,\fl'. |

TABLE 2.1 |
MAI_!GIN REQUIREMENIS FOR CONTRACTS USED IN THIS S-TUDY o
Contract - Total Initial Margin Maintenance Call
o ‘ Margin Hedgers Margin . - Point
Lfve Beef Cattle 1200 S 900 ' 300 - 900
Feeder Cattle 1500 1200 300 ' 1200
Chicago Board of ‘ - v .
Trade: Corn - 500 , 500 0o .- 500

Source: Richardson Securities of Canda. Ecinonton, A]berta August. 1980 -,

/

|

."’-



Hedging
| As 1nd1cated participants in the futures market who hedge

_.are_referred_to _as hedgers, and are. intemud in reducing-or eliminat- O

'1ng risk due to price change. -Thus the essence of a hedge is the
| reduction of - the risk'due to price change or. in fact, to "lock.in" .
a price. There are two types of hedges: a buying hedge, and a se'lHng
hedge. A buyi ng hedge means that the hedger \ml need the commodity
in the future, and that he wishes to protect himself against a poss1b1e
increase in the price of the conmoditv. thus he would buy future '
contrac‘s A selling hedge. on the other hand . means that ‘the hedger
" will be selling the commodity in the future and wishes to protect hin-
se]f against a future decline in the price; thus, ’he would sell future
contracts. | _ |
To explain the actug'l mechanics 1nvol~ved" let us ‘iook at an
example. Suppose a farmer Places 202 head of feeder cattle on feed in

April, and plans to_market them at 1,000 pounds in August He would

et
v ¥

eXpectal percent mortali ty rate. Thus, he would expect to market
200 000 pounds of 1ive cattle in August. In Aprﬂ the Calgary clsh
price of Al, A2 steers is $40\00 per cwt. whereas August futures -are
trad1ng at $43.00 U. S. per, cwtl in Chicago If the groducer wishes to
ﬁaedge his cattle he would senx August contracts. Let us assume that
by August the Calgary cash price has fa'l'len to $38 .00 per “owt. and that -
' August futures are trading at U.S. SQ'I 00 per cwt. Assuming the u.s.
Canadian exchange rate is at par, the oroducer would sell his cattle

in Calgary at $38. 00 per cwt., and net a profit of $2.00 per.cwt. (less
couln1ssion and 1nterest on margin) on his futures contract The

| 'producer does. in fact, obtain a price of 340 00 per cwt for his cattle

\V.
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(again Jess commission and interest charges).. Thus the producer locked
in a price of $40.00 per cwt. d
- ~There fs also-another possfbility in the the foregoing exampTe
| Suppose that the Calgary cash price was $42.00 per cwt. and the Chicago
| futures price was $45.00 U.S. per cwt. in August.; Then, given the same
assumptions about the exchange’ rates. the producer would sell his cattle
for $42.00 per cwt; and lose $2.00 per cwt. (plus interest and commis-
sion) on his futures transaction. This would ytgld a net price to the?i_,"
‘ praducer of $40.00 per cwt. (less interest and commission). ~ JIC |
The above examples are "perfect hedges" in so far as the change
in the futures price and cash price were equal, In reality this seldom
happens; thus the hedger cannot lock in an exact pricet «Letlus assume
in the example above, that in August the Calgary cash price was $42.00
per cwt. and the Chicago futures price was $46.00 U.S. per oWt. In this
'particular case‘the producer would sell his cattle for $42.00 per cwt.
‘and lose $3.60 per cwt. on hfs'futures transaction, yielding:a net
price of $39.00 per cwt. (less interest commission) which is $1.00 ﬁer
cwt. less than the locked 1in price. | |
These particular examples demonstrate how a producer hedges a’
product he wishes to sell at somd future date, In the. case hat he
| wishes to buy some'commadity.isay feederxcattie. at a fu date; he
would buy the desired“quantfty of futures contracts.



CHAPTER- I11
TT X 7o T REVIEW OF LITERATURE

Histor_y of Futures Trading

Forward trading of commodities is virtual'ly as old as commerce
itse'l?. Markets organized for the conduct of futures trading, however.
ha\}e become _praninent only during the past century.l Futures trading
ﬁrigihany gfew out of the merchandising' trade already in existence.
Hercf}ants. grain dealers, and millers orga_rﬁzed_ the market to better
facilitate the trading in which thgy engaged.by providing a common
focal point for those involved in this trading. The result was that
. the futu_res ma_rket complemen ted existing‘ trading by providing a gather-
ing house for.any information which affected price changes. Traders
~ were, thus, enabled to establis'h prices for a commodity at a fufum
date._ : |

Hedg‘lng. in the form which we’ know 1t, was probab'ly 1n1tiated
by a merchant-warehousew whose function was essent‘lany to store
commod ties forlater reuw
futures market which “first &
exceHence" 2 It was oriqinalllx..,ﬂn practice of assemblers who placed
h production period of spring for

example of this concept was the egg

as an inventory hedging market par

eggs in cold storage during the h

Tater résale during the defictt "i d of the fall, to hedge thedr

1 Gray, R.M., Rut'ledge. J.5., "The Ecoma of Cou-ad‘lty Futures |
Markets: A Survey," Review of leketiniand Agr‘lcultura'l Economics.
Vol. 39, No. 4 (Dec. 1 B pg. ,

Ibid o P 60

n
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3 ‘As seasonal

Anvestment with futures contracts purcm“ speculators.
production in the industry was transfomed to uniform proﬂuction over the
Aho‘le year, however, the need for ﬂie hedger of inventory was e‘liminated
Coniequenﬂy. a \fresh egg futures contract was introduced to serve the
role fa' forward price hedge. Thus, historically different types of
_hedger have evolved, depending on their personal needs. / .

4 1ists three users of futures markets who,

T A. Hieronymus
because of their 1nd1v1dua1 situations, can be classified as d’fferent
types of hedgers. | |
(1) Inventory hedgers are those people who have on hand the
physical product and are planning to sell it at some
future date. 1hey hedge to protect themselves against an
adverse,price.change. An example of this type would be a
' grain trader. |

(2) Operational hedgers .are those people who require the pro-
duct at some future date. In anticipation of their needs.
they repurchase the product by way of futures contract.. An
example of this type of‘hedger is a flour miller.

(3) Forward Price Hedgers are'those people who are 1ncorr1ng

certain costs at. the present time 1n the production of a
commodity. They wish to protect themselves against an
adverse price change jn the future. An exampIe of this

type of hedger is a grain 'fav"mer. }.

—

3 Gray, R.N., Rutledge, J.S., *The Economics of Comodity Futures Mar-

kets: A Survey," Review of Masketiggi’nd Agricultural Economics,
. Vol. 39, No. 4 (Dec. s P 4 :
4 Hieronymus, T.A. Economics of Futures Trading for Commercial and Per-
sonal Profit. New York, New York: Commodity Research Bureau Inc.,
T} — ‘ ‘ .

1977
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futures trading in live cattle first occurred in 1964, and has
"since generated substantial aétivity. The inception of thiﬁ"contrac;
“Was not well received because Tts early demise was predicted by Skadberg
and Futrel1.® They predicted its demise on the basis that *futures
market in Jive catt}e does not offer sfgnificant hedging or pricing
potential~at this time".5 r¢ shou]d be noted at this point that there
appears to be a disagreement on the 1nterpretation of this article. A
s tudy éénducted by Martin, Groenewegen and Meilke7 at the university
of Guelph a%%ributes Skadberg and Fﬁtre]l with the prtdiciion thhf ‘
- the demise would be on the grounds tﬁat'live cattlelare not storable.
"Upon revieuingd}ﬁg“prticle. this writgr 1§ forced to take exception w1th‘
~ this interpretatiqn. Régardless of interpreation, thé'fact that th;
live cattle contract has successfully traded for some fifteen years

may be taken as an indfcation that Skadberg‘and Futrell were incorrect
in their prediction of its demise in the United States. -

Why Hedge
;Current literature appears to be rather ambiguous in its inter-

pretation of why people hedge. Three theories are taken from ﬁapaper

5 Skadbérg. J.M., and Futrell, G.A., "An Economic Appraisal of Futures
Trading in Livestock”, Journal of Farm Economics, Vol. 48, (Dec.,
1966), p. 1485-1489, ‘ .

" 6 Ibid., p. 1485-1486,

7 Martin, L., Groenewegen, J., and Meilke, K1, "Commodity Futures
~ Markets Hedging Opportunities for Ontario Pork Producers,” School
of Agricultural Economics and Extension, Edu;ation University of

Guelph, 1974, p. N

/”"
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"hy‘Quantz and Hawkins.a one of which {s expande& on. The.first theory -
which is éffered is that, 'hnging is performed to ""’“‘Fﬁgf?ffj:?hhAw~
’fhewkééondtheoéyi;lihifiiﬁ;a;;ngr;dh;QQA;1;i¥w§;;6ciatnd with price
change and therefore the futures nr"ketﬁ 1s useful only to the extent

that 1t provides the best risk reducing alternative available®.'0

Neither of these two theories adequately expl!!ff\fff_f:fe in which a
hedger uses an 1mperfe¢t hedge or in which the basis js subject to
change. The third theory is that “"hedgers improve the sophistication
of their openationsxand find predictable bfas in the basii allowing

them to reduce the risk of an adverse basis change and improve the . «%ggl
profitability of hedgtng®.'! It 1s on this third theory, that this

" study is based and which will be explored further. .,?)

This theory was first presented by Holbrook Working fn 1953'2
and was expanded-on by Stein fn 1961.73% Stein expresses the desire to
| hedgé in terms gf utilit; theo;y. It is his contention that .indiffer-
. ence cuifves: can be used to denote ﬂfe equal utility given by varying the
amount of hedged and unhedged stocks. The indifference curve between *

return and risk will be convex -- rising at an increasing rate -- if

',the individual has a declining uprgﬁal utflity of income and a tota]

8 quantz, L., Hawkins, M., "Fitiires Trading a Review”, Canadian Journal
of Agricultural Economics, Vol. 22, No. 2, (July, 1973,7, P.4B-53

9 Ibid., p.51

10 1bid., p.51 - - y L
1 1bid., p.52 | ' '

12 Holbrook, Working, "Futures Trading and Hedging,” Selected Writings
of Holbrook Working, Edited by A, Peck, Chicago I1linois:
Chicago Board of Trade, 1977, p. 163. ‘ C

[



utﬂity which can be cppminta,i by a mndntic." M Mic of such .

8 case {s shom in ngn 3-1 and 1s depfchd by the lim l

Mld. T being the point where stocks are 100 percent unhedged. Curve
""’12 1s preferred to curve 1, because utility 1: gruter ‘along curve 12
than llonq curve l‘ Point P represents the optin cubimtion of
bedged (Ar'rl and unhedged (0A) stocks given opportunity locus W and the
indifference map, since expected utﬂity is uxinized In the event
"that the price of a futures coumct riscs. -aldng bcdged stocks more
attractive, then the expected return fm hedged stocks rises to l-l]
yie'lding a new opportunity Tocus H]U As the s‘lope of the line HIU

~ changes from HR, a substitution effectaccurs. multing ina new
ewﬂibrfun cowination of hedged and lmhedged stocks (Q) This new

equilibrium wﬂl result in the ratfo of unhedged stocts to hedged stocks

decreasing, such that 08 of unhedged stocks and BT of hedged stocks wil}

be he'ld.
In ngure 3—1 it is assamed that unhedged smcks are both

riskier and carry 2 Mgher expectnd return than hedged. There is no |
reason vhy Tine HU can not be negativety sloped; thus, only hedged

In Figun 31, rf:k 1: measured by the amount of unhedged stocks

s

stocks would be carried.’ mis 1s especfally the case when the upecud. -

returnmedquswctsmldbegmter thantheexpectedreturn
f fron unhedged stocks. ' '
1ng Redefined - |
In Chipter I1, we defined a hedger as a “person or firm which
has a vested interést in the ownership of the actual commodity and

¥ 1bid., p.1015
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mn-s to mmnm or reduce the 1nheront rlsk of prlce cha ge" Qulte o
claarly. on the bas¥s of the foregoing dlscusslon. this def nition does SN

/—wt“adﬁﬁtily“ define : Thedger or the act of hedging. \ L
The act of hedgingoas deflned by Horklng 1s making a c :

to-buy or sell on standard ﬁrng established -and supervised by a commod-

/

Aty exchange, as a telnporary subst‘ltute for an intended later contract
to buy or sell 1n other tems", 15 He swe that hedging is performed
- for four different reasons o : N

.

(1) 1t facllitates buying ans sell’lng dec'lslons'16 Hh'en

hedging is practiced systematical ly there 'Is need 0
, to consider whether the price at whlch a partlcular

: | purchase or sale canl be made 1s favourable 1n relatlon to B -
T other currént: pricesl. there is no need to consider alSo /
| " .\ whether the absolute level of priceds favourable. - o
s o (2) It gives greater freedom of bus imess- action Hedgi ;

allows transactlorﬁ to occur even when . partic :

- : (3) It gives a reliable basls for conduc ng storage of comnod- '
| Aty surpluses:'® Hedging allows ‘the storage of seasonal ,'_ R
| /productlon without fear an. adverse price change. Tl

(4) It reduced busine Fsk:1? There s a reduction in r‘lsk
1f hedging 15 done for any one of the. f ing reasons
' : . . P 3

_ss_mm Tnis Stidy | e |
o l' 1ntent of thls study is to derive a. sequence of optimal
Irlinbv'l:lng. Holbrook gg t’., p, 137 , R T
® mreeeay - oo
s nmz.. p.l537}_ r BT s TR AR |
. ‘,’ Ibid., p.m" LT T e
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hedging strategies that could haveg;.been adopted by .a producer during

the period under study.. The strategies must be'based upon information
. , : o !
that was avajlable at the time®that the decision on hedging was made.

- -
It AN

Prévious Studies L

Several studies have previpusly examined the profitability of

hedging 1ive cattle and 11ve hogs. In each of these‘stud1es, di?ferent -

strategies were deVeloped on the basis of 1nformation availdble at the
_ time that the 1n1tia1 decision of_hedging was made. The results were
compared and‘eveluated tcldetermine the effect tﬁat the various‘strate-
“gies had on producers returns. We will giscuss three of these studfes
and evaluate their findings in terfs of thie study.

20

A study by Martin, Groenewegen, and Me11ke at the University

of Gue]ph evaluated the effects of hedging, in/ terms of price fluctua-
jtiqn and increased returns of an Ontario pork producer hedging on the -
_Chicago 1ive hog codtract. The study simU1ated the placing of hedges
ddring a 312 week beriod (Jan 1969 -'Dec 1974). * The producer placed
wean11ng pigs on feed for a peg&“d of 12 weeks and then sold them on
the open market. Twelve different hedging strateg1es were stud1ed and .
evaluated in terms of the average price received and the var1at1on

from the expected price

-

" The following is. a summary of the twelve strategies employed

in the study: _
Strategy 1 (Pure Cash): No use of hedging was made in this strategy.

‘ Thisvstrategy was used as the benchmark to evaiuate the other strate-

gies tested.

2 Martin, Groeney(egen‘; and Meilke, op.cit.,

18
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]

Strategy II (Full Hedge)i This strateqy empIqikd a hedge in every
feeding period. . ;{' o F‘
-Strategy II1 (SO;SO'basis): This strategy'emp;Eyed a hedge only in

" those cases where tﬁe_initi&i Toronto basis?! is less than $0.50.

ThiS strateéy agsumed that the basis wjll, in 311 1!ke1ihood, increase,
thus benefitting the producer. | |

Strétegy 1V ($0.00 bgsig): _Th1§ strategy was the sahe as number‘III;

- in this strategy howéverk a hedgg was emp10y¢d only in those cases where
the'initialvforonto basis was .less than zero. ' -

Strategy V (-$0.50"basis): This strategy was the same as number III;

in this sfrategy, however, a hedge is employed only 16 those cases where
the initial Toronto.ba§fs was less than -$0.50. s | ‘
Sﬁfatggy VI (-$1.00”ba§ﬁs):“A_ﬁbdge was employed ‘only in those cases
where the initial Toronto bas%s wa;“1es§ than -$1.00.

Strategy VII (-$1.50 basis): A hedge was employed only in those cases
where the initial Toronto basis was less‘than'-$1:50. \.

Strategy VIII ({$2.00 basis): A hedge was employed only in thosé cases
where the initial Toronto basis was less than -$2.00. '
Strategy IX (-$2.50 basis): A hédge was employed only in fhdse‘cases
whene.theninitial Toronto basis was less fhan -$2.50. | '
\‘Stfategy X (-$3.00 baéis){ A’hedge was emp]byed"onJy in those cases
fwhere the initial Toronto basis was less then -33.00; _
Strétegy Xi (-$3 50 basis): A hedge was employed only in those cases
where the initial Toronto basis was less then -$3 50. :

'lStrategy XI1 (- $4 00 basis): A hedge was - emp]oyed only in those cases
'where the initial Toronto basis was less than -$4.00. ‘

21 Basis fn this study is defined as Toronto cash market price minus
Chicago live hogs futures price in Canadian dollars.



The resu]tsgpf these strategies are given in Figure 3-2,
The results of this study indicated that all of the sfrategies

tested afforded the producers a better chance to predict the price, . .. .

and thus reduce the risk of an adverse price change. Strategy I
(full hedge) provided the greatest protection against an adverse price
change insofar as it minimized the variation from the expected price.
The reduction in»riSk occurred, however, at the greatest cost because
of the resuitant Tower average market price for the period. The |
remaining ten strategies (III-XII) resulted in a reduced variation of
expected returns and, at the same time, resu1ted in a higher average .
price than in Strategy I. Thus, the results of the'study would indi- '
cate that hog producers by employing selective hedging strategies can
1ncrease average returns and at the same time. better predict the

returns.

McCoy and Price 22 analyzed the effect of seven hedging strate-

~ gies on prcfits for a Kansas feedlot operator during-the period May 1965._
to Dec. 1974. They used a simulation of a feedlot which inc]uded the {

purchasing of. feeder cattle. feeding, and marketing . the finished cattle
‘to estimate the average net return per head. = Seven hedging strategies;

were evaluated using 505 lots of cattle. The seven strategies are as

a -

- follows: 7
Strategy I - Unhedged: No hedging was used. The cattle were sold on the

"

- cash market. This strategy served as a benchmark to evaluate remaining

'strategies.

a

22 choy. J.H., and Price, R.V. Cattle Hed ing Strategies, Manhattan,
Kansas: Kansas Agricuitura} Experimenta Station. Kansas State .
University, Augdst 1975. : ,




Figure 3-2

Average Returns and Price Variation of
Twelve Selective Hedging Strategies -
Study by Martin, Groenewegen and Meilke

Average Returns
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Strategy 1 - Routine'Hedge: Lots oficattie'uere hedged on a regular
basis during the study. },5 ) o | - ‘
1»Strategy-ill~a~Hedge-whenfutures7price-basisgreater'thancorequai to
the break even price: This strategy invoivedu;he‘adjustmeht of the

futures price by the basis. oA hedge was used only in.the event that the
adjusted futures Price was greater than._or equal to, the required price
to break even. B .
Strategy Iv - Hedge when tutures price-basis greater'than or e&uai to
the.current cash price. This strategy involved the adjustment of the
futures price by the iocation basis. A hedge was used on]y when the
resulting price was greater than or equal to the current cash price
Strategy V - Hedge whén futures price-basis greater than or equal to
break even price and greater than on equal to current cash” price This
strategy is a combination of strate;&es III and IV. %r o

| Strategy VI - Hedge ‘only those lots which are soid during” the months of
September, October, November, or December., This strategy cohsists of
the routine hedging of those lots which were to be soid in tre above

months under the assumption that cattle prices are at a seas nal. low

during those months.

. Strategy VII - Contract the sale of the cattie at a cash pric equai to

'the current cash price. This strategy is designed to preseii the cattle

':uat existing prices.
The results of this study, which are given in«TaBie.3éi wouid_
indicate that Strategies II (routine hedging) and VII (contracting the
sai“7“pmeduced results which substantially reduced the variance of the-""
average profit per head while, at the same time, substantiaiiy

reducing the_average.profit,per.head. Strategyrv produced-the_highest |

i
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average profit per head, but only slightly reduced the variance of
the profits during the period. Strategies II1 and VI resulted in

24

- only a slight increase“in'the’average profit per head, while Producing"“’

~ a slight decrease in the variance of the profit per head. Strategy

IV would appear to have produced the best results of all of the strate-
gies This conclusion. however, would be subject to the hedger's
tradeoff between a reduction in rich and higher profits Regardless
of this qualification this s tudy does show that strategies 111, IV, v
and VI were superior to strategy I.

; The results of these two studies were confirmed in similar
studies by wood 22 Heifner, 23 and Schaefer 24 A study by Keyon and
Shapiro,25 however. produced results that were somewhat different
This study examined the ability of the futures market to forecase profit
margins in the Broiler Industry An estimated profit margin, based upon
the current futures prices and the current cash price for inputs was

established The actual profit margin was obtained by using current

~ cash prices for the inputs and the cash market price at the end of the

23 ood, J.E., "Analysis of Potential Hedging Criteria for Live Hogs
_Using SeaSOnal Indices," American Journal of gricultural Economics,
Vol. 54, No. 5, (Dec., 1979), p. 972-975.

24 Heifner, R.G., "Optimal Hedging Levels ‘and Hedging Effectiveness in .
Cattle Feeding,"~A ricultural Economics Research Vol. 24, No. 2,
(April, 1972), p. 25-36. - .

25 Schaefer, H.H., “The Determination of Basis Patterns and. the Results
-of Various Hedging Strategies for Live Cattle and Live Hogs.“ :
Master of Science'Thesis, Dept of Economics Iowa State. University,
Ames, lowa, 1974. v

?ﬁ Kenyon, D.E., and Shapiro. N P. lhe Ability of the Futures Market
- fo Forecast Profit Margin in the BroiTer Industry. Blacksburg,
Virginfa: Dept. of Agric. Econ..‘Virginia‘Polytechnic Institute
and State University, August 1976 ‘ ,




eight week feeding period. 'The results indicated that the estimated
profit margin was inversely related to actual profit margins six to
eight months prior toiactual-marketings. 'Thus. the results of this
study were the opposite of what was expected.

o These studies were all based upon the producers expected
returns and/or profit margins In this study. ‘the expected income to
‘the unhedged producer is simply the'expected cash price tiems the
. expected quanttty/of finished beef produced, minus the expected cost of
production minus the current cost of the feeder steers as 1ndicated
1n ‘equation 3.1. | g

Equation 3.1: ER) = P Qg - Cp - PpQr

_ERU = expected income unhedged. _

i Pc = expected‘cash_market,price for Calgary Al. A2 steers.
QB = vthe_expected quanti ty of finished steers.

CP = the expected cost of production
PF = the current cash market price of feeder steers.
Q = the'quantity of feeder steers placed on feed"' : ' '/

’ In the case of a. hedger. the expected 1ncome is simply the
.expected profit frcm alY hedges, times the expected exchange rate,

minus the expected cost of the hedge, plus the expected return for the

' unhedged position. as 1ndicated in. equation 3. 1

™
. N

' Other Studies

| " f’- One last study requires examinations before concvéding this
‘ chapter. A thesis by L. Quantz at the University of Alberta in 1973
_;examfned the characteristics of the Hinnipeg beef futures contract® .

3
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which fnhibited 1ts growth in Canada.?’ The study attempted to

__evaluate the performance of the Winnipeg beef futures marketby .

testing four hypothesis which uould'have’tndicated-the existence of * -
the necessary conditions for the success of the market. . The four
hypothesis which were tested are as follows:
(1) A reduction in risk results from the hedging operation |

~ 1n the futures market. 2 '
~ (2). The cost of holding either'a'1ong.or short futures
| | position is equa] to zero. 29 '
(3) The level and seasonal pattern of the basis’ of the time

'of the sa1e di ffers throughout the year.3°

- (4) Pricing activity is continuous 31
The resu’lts of this study { ndicated that the beef future can-
. tract d1d provide a risk reducing mechanism. The mos t 1mportant

observation of this study. however, was that the deficient volume of

_aparticipation by hedgers in the Hinnipeg beef futures market may be due c ’

in part to an upward bias in futures price. 32 ‘“ 2

This lack of volume has not been a prob1em 1n the Chicago
catt1e futures market For examp}e. Quantz states that the Chicago N

Fan . 8

21 Quantz, L.E., "An Evaluation of Futures Tradjng ‘on. the winnipeg
Live Finished Beef Contract.” Unpublished Master of Science =~ . - -
" Thesis, Department of Agricultural Economics and Rural Sociology,. :
University of AIberta Spring. 1973, _ RN

Ibid., p.4
Ibid., p.5 :
‘Ibid., p5 T
Ibid., p.5 |
32 1pid., p.ros

) ;x =



Hve cattle contract has over 5,500 participants who hold contracts
~-~~represmt1ug over T,ﬂoo.ooo head of steers, 3> o ——

3 g, pa 0
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CHPTER IV e
" THE CONCEPT OF BASIS . .

The importénce of the basis and fhe role which 1t'p1qys in_
determining the ngt effect of a hedge cannot be stresséd too strongly.
The basis 1s a fundamental concept of hedging which must be fully
‘comprehended and, thus, is discussed at some length in this chapter.

The subject of basis has recieved much atteniion in the litera-
ture on futures trading. There still appéars to be some ambiguity;t§
howe#er, over the precise meaning of thfs concept. In elementary
terms, "the basis" or "the cash basis", is the difference between the
futures contract price for Fhe~nearest de11§ery month and the cash
price for a particular commodity at a par'deiivery point. In this par-
ticular study} the basis is calculated by §ubtract1ng the cash price
from ﬁﬁe appropriate futures price. | |

The term may also be used by designating a contract for a par- ‘
ticular month (the July basis). This denotes the difference between

t the futures price for a July contract and'the bash pricé-for.ﬁvpirtiéuf'
' lar commodity at a par delivery paint. | '
| The basis may also be designated by loca11ty or geographical "
Tocation. Thus, the term "the Denver basis", or "the Ju1y Denvervbasis";_
" is the :;::jrence between the approbriate'futdresvprice and the Denver

cash pri for that particular commodity . ‘ | e

-

1he Basis for Storable Commod1i ties

The importance and the role of the basis varies fbr a storable

28
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" occurs once afyear and the supply is

/

commodity, such as corn, and a non-storable conodiw. such as cattle.

».AIn&eitber case. the- meaning is-the same. the “factors, nouever. which

determine the basis may vary.
* In the case of a storable com, ity such as corn, production

rown until a new crop is harvested.

11y stored in the fall and {s sold period-

.Thus. the commodity 1s no

p ically on the market dur ng the balance of the year. The cost of this

storage is incorporate in the futures price and s reflected {n the
price difference betueen various contracts " A contract which calls for

delivery in May, as opposed to one which calls for delivery in December

’will warrant a premium-in its price This premium is equal to the dif-

ference in the cost of the storage from December to May. Thus the May
contract in.corn will aiways be priced higher than the December contraét
by the amount of storage In the same manner, the price for a particu-

lar contract will differ from the current cash price at a par delivery

‘point by the cost of the storage Hence . the basis for a storable

commodity is equal to the cost of storage This in turn implies that
the futures price in any given. delivery month shouid equal the cash f\i\
price, since the cost of storage is zero. The reason why, in fact it
may not, is discussed later in this chapter. “ ‘ '

In order for a seller to make delive on a contract he must

deliver the commodity to the delivery point sp cified in the contract |

(par delivery point) Hence, the cost of transporting the commodity to

:_ a par delivery point is refiected in the locai cash price Thus. at any

given time, the local basis will be equal to the cost of Storage and

'the cost of transportation to a par deiivery point.. The reason-is simple.
If the basis exceeds that amount then an indivtdual could buy/th”J
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particular commodity involved, store it and make: delivery on the contract.

_The basis would pay for his transportation and storage cost, leaving an . _

excess for a profit.» On the other hand if the basis is less than the
cost of storage and transportation. then every"purchaser of a commodity -
would prefer to hold -a futures contract in order to save the extra cost !
_of storage and transportation ‘
This concept of basis applies only to those delivery months

within the same crop year That 1is to say, the prite differentiai
'between a contract which calls for dei’&ery this spring, as opposed- to

_one which calls for ‘delivery next falll will not _be equal to the cost of
' . storage. since a new crop will be avaiiabie to make delivery on the fall o
contract. In reaiity, the difference. betueen de]ivery months does not
simply vary by the cost of storage and transportation There are
several reasons for this, aii of ‘which are due to the uncertainty/of
holding a futures contract as opposed to the actuai conmmdity For

exam e contract may specify a certain grade; it does aiiow. how- f

g ever, for deiivery of- inferior grades at an appropriate discount That

:may not be satisfactory for a buyer of a contract, especiaiiy if ﬁe has

o s e, ®

v committed himself to. deiiver a certain grade nithout substitution
' Another factor is that the precise time of delivery is not. known. The

contract specification for grain allous for delivery anytime during a

' ‘period of seven business days. In addition. an “act of God" may deiay

the de]ivery even further Thus .although the buyer of a futures con-

!tract is reasonably assured of delivery during a Specified period of

time, there is still an élement of uncertainty which is ref1ected in the

‘price_

e



_first, the basis at a par delivery point is approximateiy equai to the

»assumption that the purchase, or saie. of a commodity cou]d be tempor-fi_ﬂ

v

- From the foregoing.diScussion; two_key points arise:

"cost of storage plus a cost associated with the risk of uncertafnty

Second suppiy is known within a given ‘crop year. =/ .
~In the simplest case, if suppiy and demand were constant from

year to year, then figure 4 1 would be indicative of the price of a

oo

futures contract. o _f, . f' - . .

In figure 4.1, September s the month in. which the new crop

is harvested. Since suppiy and demand are constant and known to them

" (a) is 4he price paid at the start of the crop year. Any price over

and above that is due to the-cost of storage and the element ofvuncer--vdi

L tainty inherent-in hoiding“a futures contractvas'opposed to_the actual

-commodity Thus (a) and (b) increases each mopth until it reaches a

maximum Hith the avaiiabiiity of the new crop, (b) now equais zero.

N

and the price-next September is equai to (a) In fact supply and*' "{.) 1f:,.cf-

demand may change betueen crop years, and expectation of these changes_'f

*tend to affect prices in the latter part of the crop year on the

‘_farily postponed to take advantage of any price change which may: occur

with the advent of a new. crop. T

o The Basis for a Nonstorable Commodity

“In the case of a nonstorable commodity. such as finished f«5

-

. .
L cattie, the commodity is continuously being produced thus. there are’ g %g'

‘;;’HO;COStS associated with storage. In addition. since the commodity is o *.e)

™~
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e Stbrage
& Risk

1 l

September . September o T

Cash Price in September '

. Cost of Storage and the Cost of Rnsk

- Time Element in Months ,
Future Price of the Commodity at Time T

" vHOoW®
i "ur B

&

Figure 4.1: Relatlonshlp between Futures and GCash .Price ata
Par Delivery Point for a Storable Commodity.

=
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continuall&“being produced, supply is subject to variation.]

Since there 1s no cost of storage associated with the commodity,
the futures price in the delivery month equals the current cash price.
For those markets which are not par delivery points, sdy Denver, the
Denver basis in .the deiiveny month is equal to -the cost of transpor-

~tation. | | ]
. For those contracts which are not for the curhent delivery
month, there is a certain degree of unéertainty concehning the supply |

L

and demand. Thus, the further forward a contract is, the greater the

o

degree of uncertainty.

2 indicates that there is a close rela-

‘, A study by R. Leuthold
tionship between the cash price and the futures price which is approx-‘
: imately equal to the required feedind'period to fatten an-animal for
market. This would support the theonyithat once animals are p]aced.on
ffeed that supp]y is¥known .and not subJect to a s1zeab1e change ‘ _ {

| A seé%hd component of the bas1s for a nonstorable comnod1ty is
. the 1nherent risk of ho]ding a futures contyact as opposed to the
s actua] commod1 ty. ?hese risks are again atsociated ddth the uncer—
Atainty of time and qua}dxy, discussed previously 1n relation to

i
storable commod1t1es, bas

1 Although it takes approximate1y three years from the time a cow 1s '
bred until its offspring is marketed, supply is variable in a number
of ways: for example, the sale of breeding stock or the feeding
of cattle for a longer period..

2 Leuthold,, R.M., "The Price Performance on the Futures Market of a
- Nonstorable Commodity: Live Beef Cattle", Selected Writings on
-Futures Markets (Chicago Board of Trade, 1977, Vol. 2, p.375-395

-,\»,‘ N Iz . |
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In the case of a nonstorable commodity, if supoly and demand
were constant and known,. then thevbasis at a par-delivery point would*
be equa] to the compensation for the risk of holding a futures con-
.tract In fact, supply and demand are not known; thus, the basis
ref]ects a degree of uncertainty plus compensation for the risk of
holding a future contract. In the event that.the expected price due”
to supply and demand is greater than the current price, then the basis
for future de]ivery'months will be greater than zero. On the other
hand “if the expected price due to suppiy and demand is less than the
current price, the basis will be 1ess than zero.
From the foreQOing discussion a number of key points arise
concerning the baSig— ' |
| (1) In the case of a nonstorabie commodity there are no
ﬂ storage costs. thuse, for a»contract in the current
< ' de]ivery month at a bar delivery ooint, the basis is

o~ : equal to a cost associated with the risk of uncer- *?

-

tainty and the risk of holding a futures contract

(2) The expected price is subject to variation due to
changes in supply and demand. Thus, this uncertajnty

. ts reflected in futures prices’by'Changes in the

~ basis from one contract to the next. | o we

- (3) Previous studies suggest that uncertainty increases

over time. thus, the basis js sub ect 0 reate

" change the further forward the__ contract is.

R 4
A Declining Basis

" We have-discussed the concept of basis and the factors which

N4
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determine it we wii] now discuis the effect that a change in the

basis will have on a hedge.

Such a change would occur, for example, in thevcase where_the
cash price was intiaily 2¢ under the futures price and it changed so
that the cash price was 2¢ over the futures price, 1t can be said that
the basis decreased from +2¢ to -2¢. This can happen in three ways: .

(1) the cash price can increase by 4¢ while the futures |

Pprice remains constant; ' | |
(2) the futures price can decrease by 4¢ while the cash
price remains constant;
(3) the futures price and.the cash price change in such a-
mannher so'that the cash'price}exceeds the future price
by 2¢. |
The effect of such a change on a hedge varies depending on the type of
hedge involved. '

In the case of a seJi hedge the hedger has soid a contract
Since there is no change in the futures price, he would show zero profit
from his futures transactions. Since the cash. price has 1ncreased 4¢, |
however, the hedger would rec1eve an anticipated 4¢ extra profit on his :
cash transaction. If the futures price shou]d decrease and the cash
transaction remains unchanged then’ he wou]d make an unanticipated extra -

4¢ profit on the futures transaction. The third possibi]ity is a
combination of the two. Regardless of which possibility developes “the

“-‘““‘*‘t‘effeet~is~that a deciining basis .on a se]] hedge resu]ts in a

. wi ndfaH profit



In the case of a buy hedge the opposite effect occurs. The
hedger buys one contract. hence, a 4¢ rise in the cash price. or a 4¢
decrease in the futures price, wouid.resuit in an unanticipated loss of
4¢. Thus, the net effect is that a deciining basis with a buy hedoe

resuits in an unanticipated decrease in,the profit of the‘hedge,‘

'An Increasing Basis o &

An exampie of an increasing basis is the case in which the cash
price was 2¢ over the futures.price, but it changed $0 that.theccash
price was 2¢ under}the futureS'priCe. Thus, it can‘be said that the
basis 1ncreased from -2¢ to +2¢. This can happen in three waysi

f(i) the cash price can decrease'by 4¢ while the futures
price remains constant;
.~(2)'_the future price can increase by 4¢ while the’ cash
' price remains constant, -
(3) the futures price and,the»cash‘price change in such
| a manner that1the.fut0res'price‘exCeeds the cash.priCe;
by2e. . | _'
The effect of such a_change again varies depending on the typevof hedgeg
“involved. . g |
In the case'of a seiiihedge the hedger has sold a contract;
. thus, the hedger s profit on the cash transaction decreases by 4¢.
whereas he shows'a zero profit on the futures contract If, as in the
second possibiiity, the futures price shouid increase 4¢,. then the
hedger wouid incur an unanticipated loss of 4¢ on the futures contract
whiie his profit on his cash transaction remains unchanged The third |

~possibility is a combination of the two. .Regardless of which possibility :
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'develops, the net effect is that an increasing basis on a sell hedge ‘ | :
Aresults in an unanticipated loss on the hedge.

In the case of a buy hedge, the opposite effect is the case.
The hedger buys one contract, hence, a 4¢ decrease in the cash price,
or a 4¢ increase in the futures price, results in an unanticipated l
Tprofit lhus an increasing basis on a buy hedge results in an unantici-

pated profit from the hedge

Termination of a Contract

A fundamental concept of hedgingis that the hedger can termin—.;"
ate his contract in one of two ways:
(1) by making or accepting delivery on the contract
(2) by buying or selling a contract to. offset hlS |
/ existing contract

In the case of a Canadian producer the first alternative is not

usually feasible because of the difference in grading standards, govern- » ~i§
o S .

< - ment regulations (eg wheat), or ‘the difficulties assoc1ated with
{transporting the‘product. lhus ‘a Canadian producer has only the
: option of offsetting his existing contracts That may or. may not
. become a factor depending on. whether or not there is a change in<the
"basis during the period of the hedge For example. in the case of a
sell hedge, and where there has been .an increase in the basis, it may
:'become more profitable for the producer to make actual delivery on the - |
futures contract, as opposed to closing out his position by buying a
,,contract to offset his previous sale This alternative 18 not readily

available to a Canadian producer asait is for a United States producer



The Calgary Basis for Cattle

" The 'previous“‘di‘Scuss'ion has been”primarily concerned with the

concept basis. It has assumed that the futures market and the cash,
market both exist within the boundaries of the ~ame country. In this
_particu]ar study, an attempt is being made to study the effects or
hedging a Canadian produc* on a United States futures market Thus,
-the concept of basis from,the view point of - this study becomes some- .
what more compiicated | .
f : Before any discussion of the basis for cattie can be undertaken,

the factors which affect Canadian cattle prices and their relationship
 to their u.s. counterpart must be understood

For the most part, the price of Canadian beef is determined by

the United States price because of the dominant ro]e it plays over the

Canadian market 3 This fact wouid imply, therefore that Canadian

hCattle prices are basicaliy a function of u. S prices In the absence_.f

of transfer costs and tariffs, the Canadian price shou]d equal the o

" United States price expressed in’ Canadian dollars.

—ye %

Because transfer costs and tariffs have’ been introduced this

direct reiationship no longer holds true. Since the u.s. price, tariffs

'and transfer costs are exogenous variabies and thus should be taken as

given, the Canadian market system will adjust prices to refiect changesh

8 .
- in these variables. The market system, however, wil] not direct]y

3 " P. Tryfos, “The Determinants of Prices and Emp]oyment in the Canadian
Meat Industry":, Canadian Journai Agricu]turai Economics Ju]y 1973 .

. p. 26.

This impiies that ‘the marketing system will automatically adJust
Canadian prices to reflect any change in the exchange rate, and that
" trade can take place ( . ,

¢



_reflect changes in these prices because no- direct functional relation- -
. ship exisés between them. That is to say, ‘the Canadian price is not
_simply a function of the U S. price tariffs transfer costs (although
there is probably a direct functional relationship between Canadian
price and exchange rate), but rather. the Canadian price is constrained
‘by the U. S. price . The upper constraint will be U.S, price5 + Canadian
tariff + transfer costs; whereas the lower constraint will be the u. s.
‘pricesl- u. S tariff - transfer costs At any Can.,, °n price within
_those constraints there is no incentive to trade. Should the Canadian
'price drop below this lower constraint _then cattle will be shipped to
the U. S ’ cau51ng the Canadian price to increase to such a, level that -
there will be no further incentive to export cattle On the other hand '
‘should the Canadian price rise above the upper constraint then cattle
| would be imported from the U S., causing a drop in the Canadian price .
which would eliminate the. incentive to import cattle. At any price
'within these constraints the Canadian price is free to fluctuate

according to factors such as the supply and demand within the Canadian-‘

economy .

—

- The basis was previously defined as the futures price in
iCanadian dollars, minus the Calgary cash price The foregoing discus-
.asion would therefore, suggest that the Calgany basis is subject t§
_ _variation.' In fact, since the -Canadian price is free to move between
~i-:these two boundaries,without regard to movements in the U S. cash price,_
- this would also imply, that the basis will do likewise, Thus the Cal-
fgary basis is free to fluctuate between these two limits by the amount

| S‘In Canadian*dollars.'
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5 + Canadian tariff + transfer costs to Canada (the -

_of the u. S price
upper iimit) MINUS the U.S, price - US. tariff - transfer costs to the

u.s. (the lower iimit) which EQUALS Canadian tariffs + transfer costs

o

to Canada + U.S. tariffs + transfer costs to the u.s.

It shouid be-remembered that'the foregoing situation'may not
always be the case ~ For example, should the Canadian price be equal to
the upper 1imft of u.s. price in Canadian dol]ars + Canadian tariff +
transfer costs to.Canada, and should ‘this upper 1imit move, it is
entireiy possible that the Canadian price would change accordingly,
This, therefore, implies'that at_certain times it is possible that a
direct functionai‘relationship exists,between'the Canadian price, the
U.S. price, and the.exchange rate on certain-occasionsigrv o

1
]

The Ca]gary Basis for Barley

In May, 1976 the Canadian Hheat Board announced a policy
. vwhereby Wheat Board sales of feed wheat, oats, and barley wou'ld be sold W

6

to the domestic market at a corh competitive price The fonmu]a for ,'

caiculating these prices was announced on July 14 and implemented
August 1, ]976 The fonmuia is based upon the concept that “the 1ong
term" equiiibriumn"soymeal-corn‘price ration,is 1.8 to'i, comparative
braihes,of wheat ,‘oats and parley:estabiished forﬂthese IEyeis then

become the reference or *bench-mark" values. As this ratio increases,"

o

5 - In Canadian dol]ars

6 _ H.G. Coffin, “The»case for Formula Pricing of Canada s Feed Grains",
- Canadian Journal Agricultural Economics CAES. Horkshop Proceedings, o
March 1971, P 47-65

ot



~ meaning that soymeal prices are rising faster than corn, the higher
‘prOtein content of wheat, oats and barley becomes more valuable, ‘Hence,
" their feeding value in relation to corn increases. The converse is true
.as the soymeai-corn‘price ratio falls below 1.8 to 1. This formula
is based on the landed cost of‘corn and soymeal ;t Montreal, nhich is
calculated by taking the U.S. price plus transportation. handling, cus-
toms duty, and currency exchange rates into accoutn.8 The formula vaibes
 for wheat, oats, and b@r1§Y inhnantreai are backed off to Thunder‘Bay
'by-transportation and handiing charges to arrire:at'a Canadian Hheat

9 Canadian Hheat Board seiling

Board price in store at that point.
_prices for points west of Thunder Bay are determined by the Lakehead
price, less the appropriate freight‘charges, less the appropriate -

10

freight charges based on the Crow's Nest Pass Rates.”  Sales are

arranged through elevator companies as canadian Wheat Board Agencies. 1l

N . The basic transportation, h%ndling. and tariff components which
are used to adjust the u.s. price of corn anre reiatively stab]e at 33
to 35 cents per bushe] for corn on a year round basis. During the
navigation season. this factor is applied to U.S. cash corn aboard
vessel at-Chicago or Toiedo, whereas during the closed navigation seasan,

° .

Ibid., p.65. L
Ibid., p.65.
Ibid., p.65.
lllilbid.;'p.ss;

4]
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it is applied to the U.S. March. futures price for corn 12

This formula pricing should establish a reiationship between
the Calgary price for barley, U.S. corn futures price. and the exchange
rate. Thus, the Ca]gany basis for barley shouid be a function of U.S.

corn prices and the exchange rate. : ..

The Effect of the Exchgmge Rate
‘ Our previous discdssions have indicated that the Canadian basis
is cbmprised}of expected’price in the U.S., transportation costs,
tariffs, the exchange rate, and; in the}case of bqriey, storage eosts.
vOt these factors, transportation costs and taniffs are relatively
constant, at least in the short run. The expected price in the U.S.
and the cost of storage are tactor: which are common to both the U.S,
‘and Canada. ihe'exchange rate, “owever, and its‘effect on the besis,
is unique to a Canadian hedger, and thus, warrants speciai discussion.
The exchange rate affects the hedger in two ways
(1) it affects the Canadian price for the commodity as was
previouslyddiscussed. and
(2) any proiit or loss on the futures transection is in u;s;
dollars, and thus the net profit or loss to'a Canadian -

dollar wiil .be determined by the current exchange rate.

The effect in the iatter case is fairiy obvious Let us assume

the Canadian dollar was -at par at the time the hedge was piaced and
that at the time that the hedge was lifted the Canadian doliar was worth
$0.85 U.S. This_change in the exchange wou]d directly affect\the

\
v

12 1pi4., p.6s. L
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 Canadtanhedger by {ncreasing any profit or 1oss from the futures con-

- tract. If on the other hand, the Canadian doilar was worth $1.10 U.S.
. at the time the hedge was lifted the resu'it would be - that any profit
or loss would. decrease because of the change in the exchange rate, The
key point is that this change in the profit or loss from the futures
contract is unanticipated, and 1s due solely to the exchange rate. This-
change will not be directly:offset hy an equai/change in the profit or
Toss from the cash transaction; thus. the result of the hedge s
affected'by any abrupt change in the exchange rate. ‘

In addition, a change in the exchange rate will also have an
' effect on the cash prive received for the finished cattle and on the -
costs of the major inputs feeder cattie and bar]ey W.E. Kost in his-
paper "Effects of an Exchange Rate on Agricul tural Trade" summarizes
the effects as-follows: A devaiuation in the exporting country s
currency wil] result in an increase in demand for any particular coni-
modity by the importing country Such an increase will cause an expan- -
sion in the quaiity exported as -well as a rise'in the~price (expressed
in the exporter S currency units )13 A devaluation of its currency by.

the importing country will result in a decrease in imports, thus pro-

' g ducing a drop in the‘brice of the good in the exporting country.14‘

Thus, in the case of Canadian cattle, prices will rise and fail depend--
ing on the Canadian/U S. exchange rate, and whether or not Canada is on -
.an. import basis or an export basis for cattle This. rise or fall, df

13 N. E. Kost. ‘Eff!cts of an Exchange Rate Change on Agriculturai
. {r;de, ‘ riculturai Economics Research Vol. 28, No. 3, (July, -
976), p. . . o _ o

Ibid s P. 103

14
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. course, will_be reflected in _,tl\é__pri,ée which. the.pry@ger,_ pg;ejys__for _
finished cattle, or the pr\'{ce.paid for feeder cattle. | ’
~In this chapter, the concept of the basis and ‘the factors which

affect thg Calgary bast; 'fo‘r‘cattle and for par]éy _hfaVevbeen'di_slcusééd..

" In Chapter VI the results of the'.study_ of the Calgary ,baSisMﬁ‘.be-

_ discussed. 7 .
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CHAPTER V
CoST OF PRQDUCTION MODEL

A computer simulation mode'l was used to generate estimates of ‘
prdducers income for the period inder study A flow chart of this mode) -
s given in Figure 5-1. The fo'liowing text is a more detai'led explana- .

tioii of this- mode‘l

. The perfod December 29, 1975 ‘ to June 9, 1978, is used forthe .

- purpose of simuiating 2 Calgary feediot The daiiy Calgary cash price
- for feed bar]ey was obtained from United Grain Browers Limited Ca‘lgmy
-These daﬂ_y prices were converted to weeki,y prices using a simpie L O
‘.ave,.age e T E
| ' In the case of feeder catt'le and finished steers weekly average
cash prices were obtafned from the Agricuitura'l Canada Livesfock meat S
trade reportﬂ for Edmonton good feeder steers 600-760 1bs. and Ca‘lgary |
A1, A2 steers. over 1,000 1bs.- . - _ ' '
, Recent feed tria'ls at. the Agricuiture Canada Research Station. _
lLethbridge, Aiberta have indicated that. on average. a 700 Tbs.‘feeder
'_-".steer which is fed -a diet of 90 percent barley and 10 peocent hay f0r
Ca period of ” weens (119 da.ys). will gain weight at an: average rate of o
‘218 ]bs. per day, yieiding a fina'l market ueight of ‘l 033 ibs. During |
i ‘,_this time. the animai will consune an average of 17 7 'ibs. of bariey

o _;._'per day A feed]ot size of\m_,ad has been chosen as being represen- TR

~ "An" emmtion of tﬁe?_asotée-"of‘ this date ;’fs;fiig‘ffvenf{iater{;m}' ons
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. Calgary Edmonton ’ Caigary
Feed Barley Feeder Steers A1, A2 Steers
Daily Weekly Average Waeekly Average
Cash Price Cash Price Qn.h Price ‘
Week of T-17 Week of T-17 ~ Weekof T
Caigary
Feed Barley
Weekly ’
Cash Price
. Week qf T-17
17.7 lbs,per day 700 ibs >;(>er head - 2.8 Ibs per day |
. x &
. 119days 900 heads ¢ 1edeys - |
. - .
48 Ibs per bu 630,000 Ibs 333 bs + 700 ibs
R - Total Weight .
43.88 bu B o of ) 1033 lbl Finished
Consumed per head, . Feeder Steers . Waight
43.88 bu 1033 Ibs per head
x 1. X -
. 900 heads - 800 heads -
39,492 bu 92800 Ibs
Consumed Quring. Total Finished .
Feeding Pgﬂod : 1 < Weight
- 1 A ' L
39, 492 bu 830-000 Ibs ~ 920,700 Ibs
. _ x
Calgary Edmonton i Calgary =
- Feed Barley Feeder Steers " A1,A2Steers |-
Average Weeky Weekly Average Weekly Avemqe
Cash Price Cnh Price Cuh Price
Total Feed Costs Total 00‘“ of “Total Revenue
- Feeder Steers
1 ]
C—-B-A
- . ) L)
i * Total Net Retum ‘
- to Producers
- Before Hedge =
X } : _ o
Flguro5'1 : 5 "‘;aﬁ
Faedlot Slmu!atlon Model Flowchart ? ¥ -; |
Tal e h ‘arh
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) tative of}an nverage CaIgary feedlot Feeding periods are 1n1t1ated
each week for a period of 17 weeks ;. thus. there will be 138 feed1ng i
periods during the time period under. consideration..
To simplify this model, the following assumptions have heen made:.
f1) The feeder steers are all purchased in the-same‘week.
Purchases are.spread evenly over,thernumber»of business
days in the week; hence, the use of an average'weekly\yrice.-'
(2) The total feed barley requirements for the entire feeding
' period are purchased during'the first week of the feeding
vperfod‘ Purchases are spread‘even1y‘over all the business
'4days in the week; hence the use of an average weekly price.
(3). The steers ‘are fed for exactly 119 days. Hence, those
) catt1e which were purchased as feeders on Monday are sold
{on Monday of the 17th week exactly 119 days 1ater
(4) The fatten steers are sold even'ly over a]'b of the business
days of the 119 week hence, the use of an“average weekly
m‘price |
(5) A1}l of the finished steers graded e1ther Al or A2
(6) No ailowance for death losses was made An. a]lowance for
death losses wou]d have 1nvo1ved a constant for all periods
and thus have 11tt1e rea] effect on the different hedging
strategfes. - -
) The feed1ot 1s an. ongoing concern _ o
The income to the~producers is measured simply as a profit or |
loss for the feeding period This 1ncome is ca1cu1ated by taking the -

tota1 revenue from the sale of the steers and subtracting the total costh-

v

e
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of the-feeder steers and- the feed;costs.;'

Placement and‘Lift{gg,of Hedges-

In placing any hedge the primary constderation is . the choice of
the specific contract month for‘any given commodity. The first requ1re-
ment 1n choosing a praticular contract is that the contract must be
traded dur1ng the entire period of the: hedge. If a contract is not
traded during the entire period‘bf the hedge, the producer would be
forced to Iift'his hedge prior to the termination of trading, and
reptace. his hedge uith a differentvcontract; This would not only 1ncur .
additional cost, it would also place the producer in jeopardy if there
'should be a difference in}bas1s between the two contracts. The second
.requirement in choosing. a contract is that there nustibe suffigjent
VoTume traded to allow the hedper to place and 1ift his hedge without
¥ 1ncurr1ng any d‘%ger of a temporary price dlstort1on : “

Raymond Leutho]d in a study conducted on the live cattle con-
tract found that "for distant futures, the cash price is a more accurate .
1nd1cator of future price cond1t1ons than is the futures prlce."2
"This wou]d suggest that the best contract for . the purpose of hedging
is that contract wh1ch matures in the c1osest month following the date
on uhtch the hedge is fifted It should be renembered however, that e
asﬂthe‘,gst trading day for a contract approaches the volume traded

decreases until it reaches the po1nt that only those buyers and sellers

-

a

2 q. Leuthold,‘"The.Price'Perfornance of{the Futures Market of a Non- -
Storable Commodity: Live Beef Cattle,” American Journal of Agri-
cultural Economics, May 1974, p.276. T

ar.
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“ who wish to_accept or,makes.deiivery;of' the actual commoditys are left
, with outstanding contracts, In view of the fact that a Canadian pro-
ducer wodid not normally wishsto make delivery on aicontract, this
~study uses'the contract whose last trading day fails in the nearest -
“month following the month in which the hedge 1s 11fted.
' ' As'outlined in Chapter 11, there are two types of hedges; a-~ ~
~_ sell hedge and a buy hedge. The method whereby a hedge. is initiated
varies depending on the type of hedge invo]ved ’ |

In this study two buy hedges (corn, feeder cattie) and one sell
hedge (live cattie) have been empioyed The piacing and 1{fting. of _the

two buy hedges is similar; thus -we wii} on1y discuss the corn hedge

in detaii. In those cases where the hedge for feeder cattle may differ,

we will enplain-the_feeder cattie hedge as we11' An implicit assump-
tion invo]ved in the- placement of the hedges 1s that the feedlot 1s
. an on901ng concern, and that this study examines the results. for only
a spec1fic»period of time. The purpose of the two buy hedges is that,_
~Asince the feediot'is an,ongoing concérn,_prepahatidn is made for the- .
folioning:feeding period at the stant'of the currentifeeding;period. |
Thus, the Buy hedges are assumed to lock inrinput~costs for.the fol-
/:lowing feeding period. The net results for'ail of the‘hedges are'
_ examined however, at the end of each of the specific feeding periods
f A flow chart showing how the piacement and 11fting of hedges.are enaeted
s given in Figure 5-2. | ' ; o

» The closing prices for each of ‘the - three commodities contracts
were'obtained from the Wall Street Journal, the Toronto Giobe and Mail,
The Chicago ﬁoard of Tfade'Yearbook, and the'Chicago,Hercantiie Exchange
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Buy T By . Sell .
Hedge Hedge Hedge
 Weekly Average Weekly Average Weekiy Average
Corn Futures Price Feeder Cattle Live Cattie
Fotures Price Futures Price Futures Price
$US. "$US. - $US.
Week of T-34 Week of T-34 . Week of T-17
| s | - 1
Weekly Average Weekly Average Weekly Average -
Corn -Feeder Cattle _.Live Cattle
Futures Price Futures Price Futures Price
- 8US. $US. $US.
Week of T-17 . ~ Week of T-17 Week of T .
Waekly Average Weekly Average T " Weekly Ave
Corn - .- Feeder' . " Live Cattle
_ Futures Price Futures Price Futures Price
- $us. " $US. $US. -
Week of T-17 , Week of T-17 Week of T-17
. Minus S . Minus Minus
‘Week of T-34 Week_of T-34 Weekof T .
, y T : —7 ,
Profit (Loss)/Ib Profit (Loss)/Ib Profit (Loss)/Ib o
] - : .
Profit (Loss/Ib) - Proﬂu)lioss)/lb Profit (Loss)/Ib:
X X
5000 Ibs’ _42-020 Ibs 40,000 Ibs
X : : X
8 Contracts 15 Contracts . " 23 Contracts
= = u, o= ’ :
. R - -
Profit zl.'oss) all Profit (Loas) all E Proﬂd.toss) all -
Contracts Contracts Contracts '
Profit (Loss) ali - Profit (Loas) ali s Profit (Loss) ali
Corn Contracts Feeder Cattle Contracts - Live Cattle Contrcts
LoX : X - X
Exchanpe Rafe Exchange Rate _Exchange Rate
Week ofT-17 Week of T-17 Week of T
‘ Mius - Minus Minus
- $240 . %450 $690 l
Profit (Loss) $.Can. ‘Profit (Loss) § Can. Profit (Loss) $ Can. _
L 3 |
’ Total Net Return to Producer -
Before Hedge
Weekof T
; o . Add Lo
' Profit (Loss) from Hedge $ Can -
Depending on Strategy
Total Net Refum to Producer .
> AfterHedging A
Weekof T - B ) s 7
W , " Figure 5.2

Placement of Hedges Flowchart
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. 42 000 lbs times 15 contracts.

at the start of the ’feeding' period 3 price for 929,7 |
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Yearbook, on a daily-basis - The daiiy prices were converted to weekly

average prices by taking a simp1e average.
In the case of the corn contract, the replacement cost of the ,

feed barley which is to be used in the next feeding period (39,492 bu)

fis being hedged Hence, eight Chicago corn - contracts which are equal
“'to- 40, 000 busheis were brought 34 weeks (T 34) prior to the end of the
feeding period\\\for feeder cattie, 15 contracts are bought (630,000

1bs. ) 34 weeks (T-34) \rior to the end of the: feeding period. In both
of the foregoing cases, the average weekiy price for that week is used
to detenmine tbe purchase price of the contracts -

The hedge is lifted in the week in which the corn is actua]]y

'purchased or at the start of the feeding period * Hence, 8. Chicago corn
contracts and 15 Chicago feeder contracts are sold at the average weekiy

. iprice for that particular week (T-]?) 3

The profit or loss on the hedge is caicuiated by subtracting

: the price at which the contracts were purchased‘from the price at which

they were sold. For the corn contract the net profit or loss wil] be-
this . difference times 5, 000 bu times 8 contracts For th feeder

cattle contract ‘the net: profit or loss wiii be this diff rence times

-

"The purpose of a seli hedge is to 1ock in for e producer,f;~

the price of a commodity which he is p]anning on selii [t at some’ point

in the future. In- this study, the producer is attemp ng to lock in o

1bs. of finished

9 § 4 is assumed that a hedge is Tifted the same day of the week as it
 was piaced Hence. a hedge wi11 last for exactl 119 daysa




"beef' Hence;'é3'live CattTE'contracts (920.0003Tbs55‘are sold‘at‘thef
start of the feeding period in order to p1ace the hedge.: The average
weekly price for that particuTar week is used to determine the price o
‘at which the contracts are sold | e .‘f |
’_ The hedge is Tifted at the end of the feeding period (T) by

buying 23 Tive cattle contracts at the corresponding average weekly L
price. The profit or. Toss on the se11 hedge is caTcuTated by subtracting

the price at which the contracts were son For the Tive cattTe con-

tract. ‘the net profit or Toss will be this difference times 40 000 Tbs

times 23 contracts o i ' . . :

.In a11 of the foregoing cases. the net pnofit or’ Toss will be PR e

in United States doTTars. hencg, the profit~ or Toss is oonverted to _

o Canadian doTTars The net profit or loss in Canadian doTTars (depend—
ing on the case). is added to or subtracted from the net return to the |
producer which was: caicuTated previous]y. In addition, $30 per contract ,if_~/"d
is aTTowed for brokerage fees “Thus " 5240 $450, and $690 is deducted .. |
from the net profit or 1055 in Canadian doTTars for each of the barTey .v':T-

- hedge, feeder cattle'hedge, and Tive cattTe hedge respectively. ‘;-

o %;/f‘"f The results: for the simulation of the feedTot and the hedges |

v are given in Appendix B CoTumn T shows ‘the: net return to the producer

before hedging. CoTumn 2-4 shows the profit or loss on: the hedges for
: corn. feeder cattle. and Tive cattTe respectively ,‘}J“?"'f:tibfﬁuf‘i;‘f;{i;fhf

3

ProbTems . the Data . | T o o
| The results of this study might have been improved had daiiy

data been used In the coTTection of daiTy data however. it was /




B lfand for Ca]gary A'l A2 steers wou]d have been missing. Th'ls was ,

‘ :, especial'ly ?.rue for feeder catt?e during ‘the Summer months. Thus, the

“use of daﬂy data would have affected the continui ty of the’ time period

L of the study. _ , |
'_ It would a1so haVe 'Improved this s dy had a ‘Iarger time span
‘been emp'loyect’ = Due to the fact, however. at 1mport contro'ls were in

"\effect 1n Canada end the United States on | 1ve cattle untﬂ August 1975

53



CHAPTER VI
" METHODOLOGY AND RESULTS

Hedging Strategies

‘ A number of studies were reviewed in chapter III The method-
ology empioyed in each of those studies ‘was to deveiop severai aiterna- '
'tive hedging strategies and then to evaiuate their effectiveness as a
‘hedging\strategy The same methodology is employed in this study |
Two types;of strategies, "naive" and "se]ective“, will be evalu- =

'y ated in this study>‘ The naive‘strategy is one‘in which the producer y
constant]y employs the same type of strategy, i e, always hedge. The -
”seiective type of strategy is one in which a producer takes a different

action»(hedge, not hedge) depending on the current situation. An exam- -

. pie wou]d be to hedge finished cattie if the current futures price is

greater than the current cash price, and -tt to hedge if the current -
futures price is iess than or equa] to, the current cash price o
The next/two sections describe the different strategies empioyed.p.

'in this study The following are a list of symbo]s which are used in

describing the strategies

F, - current future price’
'ﬁpf4'current'cash price
> - greater than or equa'l to

< - less than or equal to "
‘B~ current basis &



-'_- N ~
XB .nean of the basis _ \)
< = less than '

> -'greaterfthan :

X, -0, - the,mean of the basis minus the standard deviation

“B. B
| of the basis. ,' : Vo o oo
ih + 0B - the mean of the basis plus the standard deviation of
L the basis )

Naive Strategjesﬁ

1. No hedge' *This‘stnategy employs‘no hedging Cash market

prices are used for the};geder cattle, barley, and finished cattle.

CII. Full hedge. lhls strategy routinely employs hedglng for each

feeding period' F1n1shed cattle are hedged using the live cattle

contract, feeder cattle are hedged using the feeder cattle contract

and barley is hedged using the Chicago corn contract.

:' .III.' Hedge feeder cattle only. This strategy routinely employs

thedging of the feeder cattle °c11, Cash market prices_are‘used_for

‘barley and the finlshed st;ers. " g ' .. o “ |
-IV:_ Hedge for barley only. This strategy routinely employs hedging

55

 of the feed barley using the Chicago corn contract Cash-market prices o

»,‘are used for feeder cattle and for finished cattle.

7 v; Hedge finished cattle only.\ This strategy routinely employs
hedg'lng of@e’g’; fin'lshed cattle in each feeding period ,cash market

' prices are used for feeder cattle and for barley. ’

4



.'Se1ectfve Strategjes L . S

vI. Hedge finished catt]e if Fp > cp Hedge feeder cattle if

F < C . Hedge barley if Fp < C.. This strategy assumes that the

current futures price 1s a bette: 1nd1cator then current cash price of
,future cash prices. Hence,h finished cattle are hedged only 1f the '
current futures price (F ) > the current cash. price; feeder cattle are
'(hedged only 1f the current futures price. (F~) < the current cash price,
and bar1ey is hedged only if the current. futures price < the current
cash price. | "” | | .

- VII. Hedge finished cattle if B, < X'. Hedge feeder cattle if
B > Y . Hedge’ barley if Bc > YB. This strategy enlploys' a hedge
depending on the basis It assumes that the basis will not-shift _
dramatically between the time the. hedge is p1aced and the time it is
Iifted, Hence, finished cattle.are hedged only if the current basis
(Bc)‘is_Tess than the mean of the basis (X3). In the‘case df feeder F
cattle and barley, a hedge ts used only if the currentvbasis.(Bé) is
greater than the mean of the basis (Xb) v | |
~VI%I Hedge finished cattle if B < X' - OB‘ Hedge feeder catt]e

.1f B, > Xh + 0g- Hedge barley if B > X' + 0B Th1s strategy isa.-

- refinement of'strategy VII. In this strategy the mean is. adjusted by .

the standard deviation to eliminate some hedggg Hence, finished 1

- cattle are hedged only if the current basis (B ) is less than the mean
_minus the standard deviation (Xh - 0 <In-the case of feeder cattle
rand barley, a hedge is. used only 1f the current basis B is greater .

*’than the mean plus the standard deviation (X' + OB)

R

'y -

:5§§;f



-

'Method of Amlysis

In order™to saadsfy the objectives of this study, the analysis of

the results must focus on two questions' (l) how much variation occured

in-net returns over: tineagiN
- thé producer over. tim 7. o
The answers;o- S 11 01is are 1llustrated by figure 6.1.
Similar mefthods -of anilys'l_v een use&in other si:udies.'I |
In f'lgure 6 1 the means ("?of 'the returns to the producer are
plotted on the vertical axis and the standard deviations of the returns

at was the average net return to

are plotted on the horlzontal axis The results of the hedged positlohs
are compared to the results of the unhedged position (strategy l) The
results of the unhedged posi tion are plotted on the graph to produce a
quadrant effect as 1n figure 6. l The results for each of the remain'lng-

' strategies are then plotted on the graph in relat'lon to the unhedged

-

posi tion.

If a strategy produces results which have a h1gher mean. return and

a lower standard deviation than was the case- for the unhedged posit'lon

then the results would faTl in quadrant l ‘Thus, th'ls strategy would be :

of the returns and the higher mean level of the returns

Judged to be superior because of the decrease in the standard deviation o

In the casé of a strategy producing results which' have a loﬁer mean _'

return and a higher standard deviat'lon than was the case with the

 unhedged posmon. the results’ would fall in quadrant IV. Thus, this
',-4 strategy would be considered to be 1n:§;10r because of the/increase 1n

: 4

‘ llartin L.: Groenewegen. J.: Heﬂke. k’ calnod'lty Futures Harkets,

- Hedging Opportunities for Ontarto POk Producers ‘School of Agricultural |

Economlcs and Extens'lon Education, Hn'lversity of Guelph, Januar.v. 1974
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the standard deviation of the returns and'the iower‘mean return. S
In the event. that a strategy should faii in either quadrants II

st

cor 111 then it s not possible to determine if a strategy 1s superior ,-;f CoL
or inferior since such a decision‘depends on the hedger s response to
_ risk on the assumption that the greater ‘the standard deviation of ‘
”7.returns thqugreater is the risk of - uncertainty to the producer .ft .

.shou1d be. noted, that in quadrant II the producer is receiving LS higher

mean return for theEi”:f,ase in rdsk On " the other hand,q should a

“ strategy fail in quai}ant r the producer is paying for a reduction of ,fﬁ

'the risk by way of a Tower: meen return o ‘
| ‘_ The foregoing method of anaiysis is used to evaguate the returns o
o to the producer where the objective is to maximize the returns and nﬁn- ;i\V'. '

o ,-imize ‘the standard deviation._ In theicase uhere one is hedging an

input, the. objective is to minimize the cost and minimize the standard
'?deviation Thus in SUCh a Situation, the quadrants change in terms Q

v_f_of being inferior or superior - ':j ' ‘:-4, EEI "f~‘

_ ﬁ;gure 6.2 describes the - method,for»evaluating the resuits_feﬁ.“i
eq;~hedging an input In figure 6 2 a strategy is superior if it shouid ‘
fall in quagesnt m which has 2 iower mean cost and a 'iower standard

A strategy'is inferior if—it Ties in quadrant II uhere it
' If a
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ResuIts of Hedging Strategles = , A. X

. The resul ts of the various hedging strategi‘es are 'Hsted in table. | Y
6.1 and are shown graphica'lly in figure 6 3 ~ The resuIts of each |
‘strategy are dtscussed in_more_ detaﬂ be'low. S S
Strategx 1: No hedging. This strggegy was used to obtain a standard
with which to eva'luate the other hedging strategies. This strategy
resuIted in a mean 1ncome of $74. Sg’@er head and a standard deviation .
o -of $29.83 per head Income for'a feedmg period ranged from a Iow of : -a.
c $30. 29 per head to a high’ of $183.23 per head o "

Strategz II: Routine Hedging This strategy resuIted in a mean 1ncome '
" 0f.$71.06 ber fiead. The standard deviation was $77 .54 per head. ,ﬁ

Ieve'l ‘of income ranged from a/Iow ,bf minus $68 29 to a high of- $358 43 - ‘

tvper head " The contribution by each hedge was as follows: fin‘tshed T _ »

qcatt'le hedge m1nus $1. 64 per head,gfeeder cattIe hedge $12 .97 per head

-'barIey hedge minus $4.82 per/‘ head o ) ' w ’ o K - ol |

Stratjy III Hedge feeder/cattle on'ly This strategy resulted m a o

’fmean income of $87.52 per head_, The standard deviatlon was $58.53 per -
N -head ;he level of inco ranged from a 'Iom of minus $2 73 per heaqa,
e e e . ' ‘ , x"ﬂf
¥ g $325.Q]-_--per ~head. . D

' 3 Hedge bar’Iey on'ly 7h1s strategy resu'lted in wan

@

1nc0me9 $69 72 per head The standard deviatwn was $33&02 per head. s

[

gl of tnc{me ranged from a ‘Tow of 320 77 per heagl to's high of 2
s gI

'$197 17. per’ headJﬁ,, - .' . e R
§trategx V‘. : Hedge fi nished cattle on]y Th'l‘s °strategy resu'lted in a. : _;
“mean 1ncome nf sz 91 per head The standa“rd deviation was- $53 96 per o

-

~>ﬁ head The Ievel df jncome ranged from a Iow of minus S'III 95 per head o

e 1 _‘I
LXN




AN

-‘

‘zqw-

'rab1§ 6.1

‘iban s 5:“"

49%3

7 06 A
57 52
69.72
o
| 74.40
: 80.61. |
81.66

e

RESULTSLOF HEDGENG STRATEGIES

o e ¥

g pturgper

-mad N
Standard Deviati

29.83.
R X3
v ”58 53
R

7 -,..\, \

) s3l06
 aa.95

6347
"~ do.aa

) ‘h\/', . h ‘ .
o?

3

433.02 .



{ - -
. ! -
. |
i . T .. “
. i 4 -
» [y L
. - ¢
) .\, {
- D - e - S meets — - ittt et e e R e
» ‘ '

. Mean = W00 A S - o |
Can.$ . ' ' : S e o
Return | Supérior 1 : * Unable to Evaluate ‘ !

Per
Head = OF - . .- 1
1 ) '

"
g

. ‘Y
ev | cLL e

R
Unablé to Evaluate .

r:l@“"“ o '.'.

‘

©. 4. standard -
’ SR ' B P B - + Deviation". .
-0 . 0, T2 - % 4 . S & 70 per ..

o

. »

bits of Hodging Strtegies in tia Study.




~

trategz VI; Hedge finished cattle when the current futures price 1s |
greater than or equal to. the current cash price. Hedge feeder cattle -

. when_ the current futures. price is. ]ess than, or. equa] to,. the current Alsgﬁa__
e ;

~.cash price. “Hedge bar]ey when.the current futures price 1s-less,than.;

or equai to, the current cash price, This strategy resuItedwjniafmean-'-7

income of $74.40 per head. “The ftlindard deviation was $44.95 per head. > }L

h Vopw
- g, ';

l
¥

The level ot income ranged'(rom a low of minus $83.57 per head tp_a's ,~W,)5ywh-

 high of $183.23 per head. The contr1but10n by each hedge was'as follows: lii%a%;
t;f1n1shed catt]eshedge $0.26 per heads feeder catt1e minus $0,41 per ‘ L
" head; barley hedge $0 00 per head. _ o '

'S Strategy VII: Hedge finished catt]e when the current basis is lgss than
the mean of the basis. Hedge feeder catt]e when the current basqg is- -~ ~
‘greater than'the mean of the basis. Hedge barley when the current basis"

' 1s greater than the mean of the bas1s. This strategy resulted 1n a mea‘ ,
‘1ncome of $80 61 per head The standard deviation was 563 47 per head.

The~1eye1 of 1ncome ranged from a low pf minus $68r29 per,head_to a high f

of $338.95 per head ‘The contribution.by each hedge was as'foifows'

f f1nished cattle hedge minus $9.27 per head; feeder cattle hedge $13.30 '”"
per head; barley hedge $2. 03 per head. - . ’ e .

StrateQXAVIII Hedge f1nished¥catt1e when the current basis is’ less

vthan the mean of the basis minus one standard devigiion. Hedge feeder
cattle when the current basjs is greater\than the mean of the basis,t
~ plus one standard deviation Hedge barley when the current bas1s is
'greater than the mean of the basis plus one standard deviatfbn This
'.strategy resu1ted 1n{: mean 1ncome of $81. 66 per head The standard
_deviation ‘was $40 44 j The level of 1ncome ranged from a 1qw "
of $7. 27 per head to a high of $226 02 per head The contribution by

4 -
L
‘aR
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'wou'ld everthe1ess support the theoryﬁ*f’cb,was out'lined 1n chapter IV

each hedge was as follows: finished catt e hedge 5&439 per head. :

feeder catt1e hedge $5 34 per head; bar'l hedge'$'l.38 per head. " Cw

Ana'lysis of Basis for Hedges |

The 1mportance of the basis was di-cussed 1n chapter IV There-‘
fore in order to 1nterpret the resuft Jgggﬁigmﬁtudy, the 1nf1uence
which the bas1s had on our results mu t-be assessed. Figures 6.4 and.
6.5 are graphs of the basis for the - hicago 11ve cattle contract and
for the profit or loss from the 11V' catt]e hedge The_re1ationship
between these two groups 1s diffi 1t to assess. “For. example,vthere
wou]d appear to be a direct rela 1onsh1p during the Weeks of 992 to-
1025 there would also appear, owever, to be an inverse relationship"
at the week of 10‘0. .Turning ow to figure 6 4 (Calgary Basis Live
CattIe) and figure 6 10 (Can d1an u.s. Do]lar Exchange Rate) it wil]
be noted that graphs move i1 an upward direction on the right side

The movement in fugure 6. however. is not as smooth as is the case

-y

in flgure 6. 10

' g\ factors however, does not appear to be

,Gfﬂd- thus'x%%mhat ung'redictab'le‘

' 6 and 6 7 are gra%hs.of irtpe basis for Chicago feeder

J' - ;ov;‘ '7‘_.

' .e basis and the profit or loss on the hedge. A'lthough the o
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. —cand - the standard devi

-

mﬂto be a very strong reiationship betueen the profit or 1oss on. the |

feeder catt]e hedge ‘and the exchange rate This wouid suggest that

Alberta s on an export basis for feeder cattie with respect to the ‘
. S.s and that the Caigary price s responsive to shifts in the - Canada -~A
L U.S., Exchange ratit : R '7~4- /:j£~ ;.f' , u
| | Turning now to figure 6 8 (Basis Chicago Corn Futurés) and figure

- 6. 9 (profit or loss on corn hedge), one wiii note that there is a
; pronOUnced reiationship between the. basis and the profit or ioss on the~i d7f‘ﬁi
'hedge Hhen one: compares these graphs with the graph in~figure 6 10 S ’
(Canadian - U, S Exchange~rate) one again notes the reiationship betueenv B
‘the three graphs This is expected in view of the fac€'that the price };*1'

of . bariey is based upon the u. S price for corn adjusted by the exchangeltf'_‘;;

M

Anaiysis of Basis by Contract Month | o h-’lV; :ﬂffft

‘ 'The contracts traded for a particuiar commodity may differ in |
»n' terms of their variation of the basis This difference needs to be

';:identified in order that the producer'may choose the contracts which

'\are subject to.the 1east variation in bf’is. : e L

} '.f_ Tabie 6 2 lists in column one the contracts traded for Chicago iivef*fif”;Jf

- -catt]e at the time_of this study Coiumn tuo and three lists the mean hf::éifji

Qi respectively. for each contract. fjhe _a__:f;l“ LA
| 7interpretation of this table indicates that there areﬂ!zasonai factors

. Which affect: the basts. For example, the February and Detlwber con- .
E .tracts are. subject to the widest variation in~basis. 23~’*1denced”hyuthe“*ﬁ{h
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Table 6.2

CALGARY sAsxs QHLCAGO LIVE CATTLE 8Y- conm%T MONTH.
s CANADIAN PER CWT. |

.

St_an&ard -

uewa“tion. m’nimum Maximun\

'Ral_lg"_

o Jahua’lry~ ‘
- '*;February'
- ,April
June o
August .
October |

. ‘Deceni:er '3.783

.0.446
— 2931
RN
| 3.694°
/ 3.427 |

Y .078
“gazms““*
i-4 949
. r4.2zs
_‘-5.61}\
.?7.596
-7}550'

’9. z17ni
?'77 070““‘
18.125
 18.560
~141752 ;
1?;3411'
| 1éf§os o

2. &%5
— 3, 725_N_m
3 145 fj
3. 1oo '
2 998
>3, 382' E
3.606 |

12: 077
9. 175; -
| ,10_284;1'”
9.iss
ARG
.58

5J39"-ﬂ'
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..w ; hidher standard of deviation for these tw’o contracts“ "The January
| contract, oh the other hand appears to be ‘the most stable of the: ...
,.. "' contv;atts in terms of the variation in-basis, This is evidence by the .
’ lowest standard deviatisn of a‘li the contractsk The remai ning‘g,. e
| t.f.: contracts a'ii appear to be fair'ly consistent in terms of the variation
' #? the basis. “The results wou'ld indicate that all of the contracts
traded are suitabie for hedging. R |

Tabie 6 3 iists the contracts traded for feeder cattle 1n co'lumn

g H-wtwo and three the mean -and the standard uo‘eviation are listed resﬁctively .
| for each contract These resu'its indicate that the May cootratt is ,the |
. 'Tﬁst susceptible to variation in the basis. as tvidenced by the lo_'
” "&standard deviauon 4 In addition thearesul ts indicate that a produc

,9
cara use au of _the' feeder catt'le contrac‘t’s to hedge - {. .
Tab]e 6‘ Tsts the same. resu'its-\ ‘

Yah4 .

the Chic‘ago crn’ futures that

.vwere givem for the previous two c di ties It i°s irrtegesting to:.
o noteathat during the c'iosed navigation seasbn, the March cor‘act o
. }adjusted sby- the exchange rate is used to price-Canadian bar]ey, a fact B
'; _,_which wbuld suggest that since the basis has been adjusted by the -
exchange rate. the standard deviation wou'id be approximateiy zero This
T_'conciusion is supported by the resuits in tab'ie 6. 4 which show that the - |
March contract basis has a standard deviation of 166 The rgnai nin ’
"H"?’-.contractskre sub.iect to a consistent \)ariati,on in the basis aith& -
"f.;’j.',_;ﬂns variati!in is sonéwhat;'higher than the variation in the March’
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v " CONCLUSIONS, RECOMMENDATIONS AND SUMMARY -
R Conc'lusions : '_ o B . "(;,’ . SR
’ . In chapter one. we formu]ated a hyp&thesis thgt the resu'lts of

»r-~~~? this—study wou?d“lndicatethat ‘"arrMberta feed}vt— rator can 'increasr
_Sthe Tevel and thd stabmty of his incbine th}?ougn tbc effect'lve use’o f' o | 2

\)

:.‘ - 1;utures markets Based upon the results of tﬁ’{s $§tudy. the primar_y P
> tcon,c}usion is that an A'lberta operator cw 1ncrease his 1ncome 1eve}, |
. but {n do?ng so, he wouﬁ 1ncur a greater degree of instabﬂity *In | R L

| particulgr ,,emp'loyment of strategy III (Hedge feeder ca;.«tle only) .

X - wou1d have*fllqreased 1ncome by $12. 97 per hedd (after al]wing $30 00. o

“a per contract or comnission) In doing 0’ the degree of 1ns‘tabﬂ1ty @

as measured by the standard de ation 'lncreased from $29 83 per head.,to

| ;-358 53 per head. | B
s The 5%‘:9“‘5 C°mi°" OA'\*lh“S‘Study is that for the Chicago 'Hve . .
| (\ \cattle contract. the CaTQaY’y basis :is subject to unpred/ctabie variat‘ion e
B &e results- °f this StUd.Y SUPPOT the theory outHned 1n chapter Iv I8 U‘ e

that the Calgary basis 15 free f'luct te by the amo!mt 'of Canadian ‘.

tar1 ffs + transfer costs io Cahada + U S. t‘ariffs + transfer cos‘ts to

¥y

PR IR

'kthe U s. This variation 1n the basis 1s 1n addition to the variation
due to fluctuations 1n exchange rates. a fact which then implfe"i’that ‘
BN ":Lhedging the exchange rate um only protect a Canadian produce : fro-
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Canadian producer 1s to momtor the basis daily, and 11ft Ms hedge ‘

when the ba'sis shifts unfavorab‘ly. and rep’lace the hedge should the
basis shift 1n favor of the pﬁ)ducer Such a strategy would incur ‘ ~
' add‘rﬁoml co 1% to the producer, | o L Y v | o

Hith regw to. feeder cattle the gsults of this study, woqu
7
*icate that Alberta is Jon an export bqs?’s». The price for feeder

o"l" e .xchange ,ate ond the U S. prjce

Further research of this

R "«“ e . “'q' "»";‘ .
a're‘a‘,‘ owever, is needed. - _ SR -

//‘. 'y
st 'tegy III ‘outine hedging of feeder catt'le su’lted 1n producer
_ “'.»',» @Ln. ﬂ(rtber research of this area is required

'+ : _. 'y n u# _‘ﬁ ”9% - vm‘
- In thejcase oi’ Baney;, the v‘es—u)ts o? -this. study copf’mn that |



head g'espective'ly. It is poss1b8 th’ t a highe prof‘H: wou1d have |

e | resulted had. the’ exchange rate been/edged ain. this . would have

-1ncurred addi tiona‘l cost to the pro ucer, and/we would suggestjﬁ%t Q.

this a'lternatfve shou'ld ‘be studied further. R ?
: /

To sunmari ze, the se!:ond coﬁclus‘lqn o this study is that certain

/'contracts offer a great potejéia'l for,”edjﬁg In garticular the

/\d,'.

hedgjﬁg:of fee@r catﬂ e-and ar‘ldg ‘“éj_ m‘odqce s‘lgn'lficant higher . a
1evels of producer/ income. @ e hegg‘i' 9 of 1I’inished cattle wfth the“'
, __ghicago Hve catt'ie, gontr’_ 't,r 0 "" :
_‘ there*fore should/ be approa ‘ N i .
" Zcontemp'latng fits useﬁ / ': . g 5
The third, conclusibn of this study is that the basis tedds to be LT

re1at1ve1y con[stant fo. feeder ¢ ttle and bar]ey in the c1osing weeks

/ the contract It was orig'ln Hy hypothes'ized that ‘the bas'is wou]d’ " |

,shift during the per od of the hedge and that 'in the case of feeder;v '. o

o cattle and bar‘ley, |
o _basis, any shift‘ﬁn the basis would benefit the producer Thjs strategy
5 of feeder catt]e. and $6 86 per head .fh the case of ar'ley Thus, 1t
. ,' can;be conéluded“ that in the case of feeder cattle and barley. if the

.' 3 current bas*‘s@'ls’ to ‘the r‘ight of the mean;‘r vﬁ]"l remain there during

".the per'lod of the hedge. T e T T R

e ““n

- {_'- oo In the case of fjnished cattle thfs conc‘lusion s not necessarﬂy

| true. It "‘3 °"j;, jiﬁ“.Y h.YPOBﬁsized that i the current.'""'

- '.'. } .‘;benefit the producer This strategy was tested. and 1t resu1ted in a

. e ".~ <) RN
s e P . . . . . B n 8

f thd current basis was less than the mean ‘of. the Lo

v wou'ld have resulted in decreased 1ncome by $0 33 pe head 'In the Case R




A . . .
. : PR . . B N
AU e T T e

: . loss of $2" 37 per head versus a loss of $9 27 per head if the current
basis was - Iess than%the mé'an of the basis Thus, neither strategy pro-
duced a posit'lue resu]t.fa face !lh'fcﬁ would#oo.hf;lm the previous A
concIusf@that the 'Iive cattIe @tontract is sub.ject to unprned'ictabIe
ishifts in tga Ca'lgalry basas. ‘5 “ i" .; T 1 e
" The bfé% 'répdrted m the study by Leutﬁold - supported by this .
‘ : study £ Strafegy Vi assumed u;gtmtbe current futures‘ price ’was a better

,"“5 T, e T

\ he future cash prtcg than ua,s theturrent cash pricea -

‘ fVI resu:ltqd% a meaﬁretuﬂl to the producer! of $74 40’ versus --:f_ o

-55 for the unhedged str}ateg,y The ‘hedge was p]aced ‘dur‘l ng the | .
J : R

twentieth week prior 'ﬁo themd of trading for a contract and Hfted ,
‘- during the third week prior to the end‘ﬁ’ tradi ng Thus the futures -

Low

o

pr'lce dur1 ng twenty weeks orf tradi ng for 3 contract moved '?n accprdancesm, -

with the ca’sﬁprice , T T ,‘"-'fi' W :
“@ Certain sti'ategies o?fer greater potentia] for hedging than do |
». others - In particu‘lar Strategy I was superior to strategies II.-IV o L;

v, VI Strategies III VII VIII cou'ld not be evaluated in tenns of
the'lr superiar'ity over strategy I Thus the u‘ltimate decisﬁon 'lies
' with the individual producer s evaluatidn of returns versus risk ‘ '.‘
“ Str tegies I}I and VIII were superkr however, to strategy vII, as
indicated in f'lgure 6 3 . ' -

. w\._

'.’.._r_."
'\

Contract Speciﬁcations : I




N v
*

- . . . v I R ’ .“ ¢

: g A futures contract specifies ‘the rade uan etc. of the*’
\ ¥ ) w' ] g q m ]
' product which 1s being traded Thus, a producer may have a quanti ty

which is greater or. iess ‘than the total quantity specified in his

: contracts For exampie. a feeder t:attiea eohtract specifies 42 ,000 ’lbs .s j
. D Y "i v ' [ ) -
y but ‘suppose-a cow calf producer'itajg 500 head of feeders ‘which have a

s

tota1 weight of 325,000 ibs If’ the producer should buy eight contracts.
then he wou'ld be overhedged by 11 000 lbs (336.000 - 325,000). and

shou]d he buy on'ly seven contracts then he would be underhedged by .f“‘.-. '

© 31,000 1bs. {294, 000 - 325,0 Yhus, ip the case that a producer

- ~had eight contracts and the f ice decreased by 10¢ during the
period of ‘the hedge, the producer Wu}g incur an $‘l'l .000 Toss wi thout v
any- offsettiiig profi& from “bhe sale oTr cattie B S SR |
_ | A second consideration for a Canadian producer is that the grade; ’ f
’ specified in the contract are U'S‘ grades. These grades for the most ) e

part do not correspond to Canadian grades. thus an increase in the

~futures price may not be matched by gh equa ise in Canadiamcash price

S eThese factors, although- not cruciaT sho?fdiénevertheless be '_,
$iidducer contemplating hedging~ - “\

o ot

remembered by

‘ ggvernment Intervention o ."-

LT As was outlined in chapter V a longer time period was not used

B because °f ‘import controls in Canada and the United States prior to I
g AUQUSt' 1975 The impos““" of em'e"‘fmpof*t or: export controls. e
S ~or both tends to distort the relationship lameen Canadian and v. 5,.

B Catt'le prices as. described i,p chapter’fv ‘Such a- distortion cou]d
"es‘”t inzn«-., Pfd chiﬂsé in u.s fui:ures #fcé wi MRS




IR
should arise. 1t is strong'ly recomnended th ‘al].'hedges be 1m|ed1ate1y‘-
1"fted ' . \ d [ .- ~ K
. : e, ) L R
A Note of Harnin R e . | S A

. It 'Is ‘a relatively easy matter to beceme 1nvo'lved 1n comodity .
o tnqﬁng For example an individuaI buying or seling a feeder cattle -
contract at 70¢/‘lb has a contract for 42,000 Ibs. "iwhich has a face .
tvalue of 129,400“ Th-order to purchyse ”sién a contract an individial
. wng require an 1nit1a1 1nvestment of only $’l.200 (4.1% of the face
‘iv’ilue) at the t'lme of this writing Thus. ad, 12 change iﬁ the price

*

&
Q“ vf the commodity wou'ld resu]t 1n a 100% prof'lt or 'loss Qpend*lng. of
“ course,*‘on the’ direcfion of the price change and’ *the 1nftial position

.('long or short) In terms of actua] price. a 2. 9¢/1b. change in one S

% ‘direction or the’ other, would produce a 100% proﬁt or. 1oss In the

- case. of feeder cattle this is not a signiﬁc\aﬁt price change. and R
o ,.v.-:'—/ar’ ")" i o

could occur in a matter‘ of days : ;'ef';v'-i?..*-- 5 "\" S Ee £

. In other\words tthe potentia'l for phofi t ma.v become so attractice‘ _' ,’
that a hona fide hedger maa become a speculator If such ‘ls‘the ctEe, ,,,,, i
.:":..‘If'"ﬁthe individual ‘should remenber that he 'Is now 1n an extremely risky s
'u'.position where fortunes can be, and are, made or lost fn a few days .
L In addttton. such an 1M1vidw should ""‘ﬂ"be" ﬂ’“ ’f an “’k"se :
:.;7_~pr1ce clnnge shoiﬂd occur. the speculator WO"” receive "‘“91" “"s’ o

1 ’;,.T.»'--;?uhich 1ﬁot_ _met,.nou'ld result m’the ‘l'[quidation of his contracts S
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understanding banker Who ful'ly comprehends and understands his need .

“ z
B4 LN
fﬁ- :

{

- @
' cu‘lar.. he found that on'ly after the . fifteenth week: prior to déhvery

Y

&

reported by Leuthon was incorporated into this study

= 'with a lzter dehvery date been used e

,;",:EBias in This St_gx

__mcia'l Requirements A _
Even in ‘the case of a'b dona fido hedger. an adverse change woiﬂd ‘

resu'lt in margin cans. In order to meet such calls a hedger may
req&re substanttaI cash reserves.. Host feedlot operators do not haye
such a reserve of cash for utﬂization 1n a t'lme of need Therefov;,

a hedger must have made pr‘lor financia'l arrangements which vﬁll emb\e

_him to meet his margin ca‘l'ls.? This tmplies that he must have an )

and is prepared to meet his marginéans should ey'arise.

LT '&« _ _,“' . “
" e.Price Performance on the o

. »;

B«ias 1n thg Future S. Market

]

Raymond Leuthold.)in his articf
Futures Market of a Nonstorame Comnod1ty Live Beetu(:att'le." examined ‘ )

JURRENE

the bias 1n the Hve cat,tle futures pr1ce and corn future price H

conc'luded that "for distant futures the cash price is.a more accurate R

j'lndicator of future cash prices than 1s the futures yriqg4 In parti-if"’ N

RES 2

o

\ ‘_

‘d1d the futures pr'ice become a. reasonable forecase o the cash price at G |

the time of de]‘ivery f-ﬁ

The results of this study might have been» different had contracts

..e,t
ooy

T AN K 3 Ten
BT : L)
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S s mnd especia‘lly have. been true, had a pertod bm chosen prior to
- ‘Se@mr 1975 when gonrment 1ntewent19n diseorted tl\g priee reTa-

tionship outl'lne 1n chaptcr IV 'Ihus. this study*can only be cohsidered
) be 1nd1cative of the mum which would be obsammver & 1onger . -‘§="'1 -

beriod of“ ﬁme. L SRR o R - ’ "’
L oy :y‘.-.- ‘ &y ‘ - g; -
Recomgndations for Further Studis Lo

The resu'lts of this study wou‘ld 1ndicate that
exchange rate have 2 major bgarmg on the net returq d by, 3
ﬁrOdu&r The obvious so'lut'lpn %o‘ ‘¢ " “%"' Py

probluq 1& to_;-‘ . &

PRI

do'llar agdnst such fluctuat‘lons Therhfore; the ffrst recomqndatfon

ture to the extent that 1 ha _‘ 'ln \
exe hi 'ra'l‘ hclt o#




L | R - Q B
ﬂherefore. the finel reconaendat{on of this stud,y 1s that the mle of :
the Cenadien futures mrkets end uie contracts offered shuu‘ld be ;_,/_f

' re—examined and possib'ly redefined

-

’ At the outset of this study certatn objectﬁes were defined v

_ chapter 14 the mechen‘lcs of hedging for a beef producer for each of the . »

- “different contracts emp‘luyed i thfrstudy Was—exp, "f_ ,‘ s =

and chapter six analyzed the relationship between the different futures |

. .contracts. emplo,yed 1n this study and their respeMe- Calgev*y cash/ “"M
&’ price, In addition. chapter s‘lx deVelpped a nmber of hedging strategies

| and calcu‘lated the effect that each st'rategy wou'ld have un producer},e. S /“,«g |

"‘,.‘ .

1ncome for a Calggry feediot Based ‘cn these results certain conclus’ions.

. es out]'lned at the beginn‘lng of this cﬁa’bter. nere dmn, SR e
Thus. the objectives of . tMs study, as outHned at’ the beginning, o -

have been fu]fi'lled In doing sg. it is %posswle\that mm—quest‘lons S
heve begn posed than ha;vge been aqswered If this is the case. it m 3

) 2 not our 1ntention to do sc., It was 1ntended however‘ to 1ni,ti te L.

further study of an area which 1n the opin‘ion uf «the autg.o,." e

been expTored to a sufficient degrﬁ 1n Canede."\'?"it is hoped-,that/ this}-’

' ' :(.f'_'
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APPENDIX A

TERMS COMONLY USED IN Fuwaes TRADING

ggtuji_ - the physica] or cash commodity as distinguished from commodity
o futures contracts. - ' T
arbitrage - the simuitaneous purchase of one commodity against the sale
of angther in order to profit from distortions from usual b
o ; 'price relationships Variations fnclude simuitaneous pur-
chase and ‘sale of different deiivery months of the same com-
modity, of-the same commodity and delivery month on two
’_ different exchanges and the purchase of one commodity
'against the saie of another commodity See also‘_ggggg,
y straddle. - |
basis - : (1) in the strict sense, the difference ‘between the cash or
i .Spot, price and the price of the nearby futures contract,
(2) price basis - as in “price basis Thunder Bay":- agreement’
between buyer and seiler that the price for a transaction
will be based upon the cash price at a given iocation. at
a giveh time. Sdmetimes “the work basis is used synonomous]y
with "cash qommodity"; as in the phrases “Iong the basis or
short the basis“ ameaning ‘that one has bought or sold the
cash commodity, (3) the.;}ade of a commodity used as the
stand‘ard of the. conmodi ty '

bear -  one uhb believes’ price_wiii deciine;"

9 .



.' . | ) . . ‘l . ) i V | '. . | ’ 96 -
- broker - (1) a person paid‘h fee or commission for acting as an agent

\in making contracts or sales. (2) f'loor broker - in comnodi-

R ties futures trading, a PGPSDMO—&CtUGHy—executeS orders-- - -

on the trading floor of. an exchange; (3) account executive - '

‘the person who deals with customers and their orders in

“commissfon house offices. See also registered commodity

. representative.

| ouii -  one who expectsrprices to rise.

. buying hedge (or long hedge) - buying futures contracts to protect

against possible incréased cost of commodities which will be
needed in the future. See also hedging. |
c.i. f;_‘ cost, insurance, and freight paid to port of destination

carrxiﬁg charges - (1) those costs incurred in warehousing the physicai

commod generally including interest, insurance.gand '
storoge; '(2)'"fu11 carryingﬂcharge market": a situacion in’
the futures morﬁet when the price difference'betueen'deiivery
mon ths refiects«the»fujllcosts'of interest,.insurance.'aqd“""”“
~ storage. | S

| carrzover - that part of current supplies of a commodity comprised of

stocks fran previous production/marketing seasons..

' cash commodity - actuai stocks of a commodity as’ distinguished from
futures contracts. goods avaiiabie for immediate deiivery or
for delivery within a specified period following sale; or a

commodity bought or‘soid with an agreement for delivery at

. a specified future date.” See also actuals and forward con-

fractihg."

PSRN~ N R v -2 2, ¥
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N

clearing house - an agency connnactad with comodity exchqnges tilrough
- : :

_throughjeuverymf—the—aet\airemodtty—and*ﬂiro—h‘whi_h ,

which all futures contracts are made. offset, or fuli’ilhd

financfal settlement 1s made; often is.a fully chartered

separate corporation. ‘rather than 2 division of the exchange

=
- .

. proper, . -,

comission merchant - one who makes a trade either for: another mmbar%f a

- dgther party to the transaction N

 the exchange or for a non-memb,er ckient. bot who makes the

trade in his own name and’ becomes liable as principal to the

Conmodity Exchang_Authority (CEA) - a regulatory agency- of the U S

Department ?f Agriculture set up to administer the Corrmodity

Exchange Act, which supervises trading on comnodity exchange .
regulated as contract markets. A S ;_ggﬁ "

Q

contract grades - standards or grades of commodities listed in the rules

-

~ corner -

.of the exchanges which must be met when delivering cash

commodi ties against futures contracts Grades are often accom-

panied by a schedul% of discounts and premiums allOwable for

. lf&\‘) _

delivery of commodities of lesser or greater quality than the

contract grade

(1) to secure such relative control of a commodity or securi ty
: that its price can be manipulated (2) in the extreme, obtain- :

ing more contracts requiring the delivery of . comnodities or

securities ‘than the quanti ty of such conlnodities or securities

actually in existence..



| '.éom’f?;
futures contracts to offset the oblfgqtion to take delivery on -
an- equal nunter of futures contracts of the same dellvery
. month purchased earlier. R ' , -~

‘ current delive; (month) - the futures contract which will come ‘to” mat- -
' urity and become deliverable during the current month; also-
called "siiot month", ', : . :

day traders - conlnodity traders. generally members of the excfange'

active on the tradlng floor, who take positions in comnodlties

and then llquidate them prior to the close of ‘the same trading

B4

5 day'..j; ' 4
deferred delivery - (l) synonomous with fonvard contractim. (2) the o
’.st distant mnths 1n which futures trading is taking place.

as dist'lngulshed from the near‘by futures delivery lnonths |

;-de‘llverable grades - see contract grades o , s
del'lveng month -a calendar month during chh a futures contract matures

e | | .
and becolnes deliverable. e L s

.‘delivery notice - notlce'fm the clearing ﬁuse of a seller s 1nten;.10n
N m:del'lver the physical comodity against his shortfutures - f
po'sition'.ﬁ 'orecedes and is dis'tinct from the warehouse receipt |

or snippfng certiffcate, whlch 1s the 1nstrunent of transfer

rq«

Of mh‘lp. T s



: ‘ ‘ , 1~ the contract e
| /deii"ve:y"price - the" officiai\ettiement price 'bf tno tradiiu'session «_
| | during nnicn the b eréof futures contracts rauimr
| the c'iearing house a notice of the se'ller's intention to .' !
_ deliver, and the. price at which tne buyer nust oay for the
! -»_'\‘ . comodities represented by, the i'utUres contract |

Jdifferentials - price differences between classes. grades. and iocations
C of different stocks of the same comodity. .
discount - ('i) 2 donnward adjustment in price ai'iowed;. de‘livery of_ _
B stocks of 2 conmodity of 'iesser than de‘liverdb‘le grade 'eqkinst
a futures contract‘ (2) sometimesg used tb mfer to tne price ~ '
differences 'beixeen futures of different deliveryl montine. as -i‘
1n the” phrase “July.at a disgount to: nw, indicating tbat |
, the price of the July future is 'iower than that oi' the Iiay.~ A
B iasticig -a charactepist!c of commodities which describes thef{ nt L
’ action of the wpp"i& demand. and price of counlotﬂ § de
lasticigﬂ- a comodity i® said to be e[astic 1n dete Lnd wnen »
\ : a price change creetes a% increase o decrease ‘inﬁlsunption. “ |
IR "l‘_ é‘last‘fcit"’"’“ ‘the suppiy,of 'y “cumodii;y i\ seid to be
y eiastic when a change in price creates change in tne production
' of the comodity. ine‘tasticity of supply or of demand exists

in eiﬂper of ﬁxe reverse situations when eitner sm]y W . ,

demnd i’s reJatively uuresponsi\pe w Changes-.ﬂin'pri c




Ly asﬁé transaction cmn in nany 1ndustries. -




Hmtt up or down - see price 1imit.
limit order - an onder in which ‘the custome® sets a 1imit .on efther

price ‘or time of execution, or both as contrasted with a

,":’" ‘ market ‘order," which 1mpiies that the order shoru'lid be fined S

v at the most favorable'price as soon as possible,

(I },liguigation - see. cover

liquid- market - a market where sel]ing and buying can be accanp'lished

with ease. because of the presence of a large number of 1nter‘-

ested buyers and sellers | , P
T
cl‘ one ,)vho ha{ bought a cash commodity ora ‘commodi ty futures

| Te W
B N e S P econtract in contrast to a short, who has sold a cash comnodity

Ny o d heop futures #ontract.

3 ..( ‘;’.

, rgin S ('L) an amount of money deposited by both buyers and se'llers of

LSRN

' w ‘ futMs contracts to insure performance against the contract.

T ) to. de]i\ger or take de'livery of the commodit.)' ("Ot an "

-
Ha

f o "equi t,x or “own payment for the goods represented by the futures '

" g’ntract), (2) profit margin - the difference between the
ﬁa ;§ price Lghich one pays for goods and the price at which the
-‘-,,4?5““ ' goods »or products of them, are resold, -
. *’ margin cd’i - at call, fromﬁa brokerage firm to a custombr to brlng margin
| deBosits back‘*rup to mi nimum levels required by exchange regu-
R fiatioé. s?mi Iar'ly, a request by the clearing house to a
@learing member firm to make additiona'l deposits to bring
c'learing margins back to. minimum leveIS required by the clear-

e

o ing house ru'les.

+
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Ve :
mgrket order - an order to buy or se11 futures contracts which 1s to be

fi1led at the best possible price and as soon as possible. In -
contrast to a 11m1t oroer Mwhich may specify requirements for
\price or time of execution. See also 1imit order,
maturity -'pEriod within which‘a futures contract can be“sett1ed by
T de11very of the actual coﬁnodity. the period between the first
; notice day and the last trading day of a commodity futures
' - . contract. '

non par delivery point - a location designateé’by commodity exchanges

at which stocks of a commodity _represented by a futures con-

tract may be deIivered at an appropriate discount. in fulFiN-

,.\.

ment of ‘a contract. See a1so par de11very'point

‘offer'- an indication of willingness to sell at a gf?en price; opposite
. , ' NS
of a bid. , I

offset - an indication of a purchase of futures through[tbe-sale of an
"equai number of ‘tontracts of the same de]ivery month or the
" covering of a short sale of futures contract ‘through the pur-

chase of an equal number of contracts of the same delivery

. month. Either action transfers the-oBligat1on to make or take’
\

‘de’livery of ghe actual conmodity to other persons
on track (gr track coun&ry station) - a type of deferred delivery/in

which the. price is set f.o.b. sell location and th buyer .
Y

agrees to pay freight costs to his destination.

L

- open 1nterest - the total number of futures conthacts’gf(gqgixfn C:ix L

.............................................

SRR transactions nor fulfilled by delivery of the actual commodity

AY
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the total number of open transactions, with each transaction
having a buyer and a seller, It, therefore, refers to inte-

... Grated purchase on sales and to their combined total. . -

open outcry - method of public auction for making bids and offers in the

trading pits, or rings, of commodity exchanges.

qr1gjna1 margin - term applied to the initial deposit of margin money

required of clearing member firms by clearing house rules;
parallel to the initial margin deposit required of customers *
by exchange regulations. - |

P & S (purchase and sale) statement - a statement sent by a commissfon

house to a customer when his futures positioh has chénged.
showing tthe number of contracts involved, the prices at which
the contracts were bought or sold, the gross profit or loss,
"the conmission charges, and the net profit or loss on the

transactioh.

par delivery point - a location designated by commodity exchanges at
~ which stocks of a commbdityrrepresented by a futures contract
may pe‘de1ivered without'pena]ty in fulfillment of a contract,

See also non par delivery point.

pit - a market commitment. A buyer of futures:contracts is said to

|

have a long position, and, cpn?ersely} a seller of futures

"contracts {s said to have'a shdrt position.

i

‘posifipn‘limit - the maximum number of futures contracts in certain

regulated commodities that one can hold in accordance:with the

‘provisions of the Commodity Exchange Act in the United States.



‘“;‘:i

Mea
e

positioh trader - a comodity trader who either buys or sells contratts
N and holds them for an extended period of time, as distinguished
from the day trader, who'will normally 1nitiate and ‘liquidate ,

a futures positioniwithin a single trading “session.

dditiona'l payment a]'iowed by exchange regulations
for delivery of higher-than-required standards or grades of a
commod1 ty against a futures contract In Speaking of price :
-re]ationships between different de‘livery months of a given
commodity, one is saiid._to be "_trading at.‘a premium" over
~ another vhen its price ia greater than that of the other,
price 1imit - maximum pnice ad\}ance orldeciine/from the pre,ilious day
settlement price permi tte_d' f‘or’ a Ycomnodity in one trading
se.ssion by the rules of the've/xchange
gzramidig the use of profits in existing futures positions as margins
to ?ncnease the size of the position, norma'lly in successiveiy
smaHer increments; such as the._use ‘of profi ts,on the purchase -
‘_ of five futures contracts as margin to purchase an additional
f"our»contracts, whose pnofi ts will in turn be used to m.argyin_ '/

-/

an 'additionoi ‘three contracts, etc.

reporting 1i'mit - sizes of positions set either by the exchanges or by |
- the Commodi ty Exchange Authority at or above which comnodi ty

| Atraéers must make dai‘ly repOrts to ‘ei ther the exchange or the

Ccmnodity Exchange Authority, or both, as to the size of the

position, by conmodity._ by deIivery monm, and’ eccording to

the purpose of trading. i.e. specul‘ative.or 'yheoging. ' '
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samp]e grade - in commodities. usually the lowest quality acceptable

- for delivery in satisfaction of futures contracts See ¢ cop+

trac;_grades ----- ) . :
’ calper - a speculator on the trading floor of an eiggange who. buys_ and A
o sells rapidly. with small profits or losses. holding his . lfgngi

positions for only a ‘short time during a trading season. ‘(i/,/’
Typically, a scalper will stand ready to buy at a fraction
below the last transaction price and to sell at a fraction
above, - thus creating market liquidity J

selling hedge {or short hedge) - selling futures contracts to protect

against possible decreased prices of commodities which will
. be sold in the future. ‘See . also hedging. L~
short - one who has sold a cash commodity ora caﬁnodity futures

o contract. in contrast to a long, who has bought a cash~camnod-

o
.

| ity or futires contract. . - o ‘\\\;\ _

. peculator - one who attempts to anticipate commodity pric\\changes and |
make profits throuoh either the sale or purchase. or 53%5\ \
7of commodity futures contracts A speculator with a forecast'i

Ky of advancing prices hopes to profit hy buying futures con-
.tracts and then liquidating his obligation to take delivery
with a later sale of an equal number of futures of the same '}_

”‘ delivery month at a higher price A speculator with a fore-»: |

° tfcast of declining prices . hopes to profit by selling commodity~l"

| lfutures contracts and\then covering his obligation to deliver

“with a later purchase of futures at a lower price.

_EQt commodity - see cash commodity L |
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_gre\ad (or straddle) - the purchasa of one futures delivery month

. B against the sale of another futures deiivery month of the

_commodity against the saie of that same deiivery month of a ‘
: different commodity. or the purchase" df one commodity in one w,'
" market against the sale of that conmodity in another market, .
- to take advantage of and profit from the distortions from ‘;:
- the normal price relatfonships that sometimes occur. See -
- also rbitrage, The term spread" is a]so used to refer to
‘the difference between the price of one futures month and the

»
price of another month ‘of  the same commodfty

street price - the net price paid for the truckioad of grain delivered
. td an. e]evator ST o SHEE .
switch - 1iquidatiod of a position in one deiiVery month of a commodity

P g

' and simultaneous initdation of a similar ‘position: in another -

&

‘ deiivery month of the same commodity When used by hedgers.~ |
- \j)_i- this tactic {s. referred to as “roi]ing forward" ‘the hedge

| ticker tape -a continuous paper tape transmission of comn.dity or

L. security pritis volume, and other trading and market infor-

e

mation which erates on private Teased wires by the exchanges.

avai]abie o 4 ir member firms: and other interested parties

| on a subscription basis. -

o -

to-arrive contract - a type of d?ferred shipment in which the price is :'
" based on delivery at the destination point and the seller
( pays the freight in shipping 1t to that point. ) |

_____Same cumm°d1t¥4 the_purchase_of~one,deljyeny'month of one:———
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clearing member requiring the deposit 0 additional funds to

variation margin caii - a mid-session ca'l'i by the%cle ng hdus‘e ,(.m a._\.; .

- bring ciearing margin monies up to minimum ievels in reiation : ,‘

I .‘ to changing prices ahd the ciearing member‘s net position. ,, 3

W
volume of trgiin; - purchases and saies ofaa comnodi ty future dui;;lng a

,_Q—~ -

speci fied period

) warehouse receipts - document guarani:eei ng the existence and avai]abiiity ’

/v,__& - . ofa given quantity and quaiity of a conmodity in stgrage. ‘

- -

both cash and futures transactions.

. e ; . .; Do N B

. Source:

IR N comnonly used as the instrument of tr\pnsfer of ownership in
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CHICAGO BOARD "delivery months N"u March May. July, September.
-~ OF TRADE . . and December -
CCORN o : - |
IR I :;thrading unit v \; 5,000 bushels
AR price quotations 3fr'Quoted in cents and. quarters
T - and mintimum -~ . of a cent per bushel, with a
~> R fluctuation . minimum fluctuation of X cent
o, B R ~~per bushel (312 50 per con-

.,[' tract .

s'datlyvbriee,- - Subject-to.chande;‘COnsuIt ;

movemeuttlimits . +latest official notices from )

the Exchange. Current]y 10
cents per ‘bushe]. .

R B .uos{tifonj'l_i‘mits .3 mﬂ'Hon bushe¥s in any one
o . future or-in all futures
'“iﬁ”\f, T S cmwhwd

. No 2 YelTow corn and substi-
" tutions at differential.
,established hy the Exchange

Vifo registered warehouse re-
cefpts issued -against stocks

" declared regular by the
. Exchange, located in the

o the T Oh. Switching

St.. Loufs. IL).
~Toledo and St.
de at a discount
er'bushel under

. in warehouses that have been

- - Chicago Switching District,
d the St. Lous, MO;"




CHICAGO

MERCANTILE

EXCHANGE

LIVE BEEF

CATTLE

.<;~ fenveny',nonths“

N

crading unit

minimum fluctuatton’

1

datly prica

. movement 1imfts-

position limi

standards ,‘(
dol jvery
A

trading hours -

—————and-Dec
- 40, 000 poundsv

09

As detemined by the: Exchange
(currently January, February,

Aprtl, June.A ust, . October .
embary X

.025 cents per pound (lc/'lb
$400/contract)

quject to change. consult
latest official notices from
the Exchange, Currently llgtl'lb-."

dal!y trading Hmits 450 contracts

300 contracts 1n any one month.

Chodce grade; according to the
"USDA official U.S. Standards
for Grades of Slaughter cattle
‘with substi@tions and %thw-
,ances as establfshed by
Exchange o

From approved Hvestock yards 1n
Omaha, NB, Sfoux City, IA, and -
Peoria. IL , and from -approved

1ivestock yards elsewhere with
- allowances - estabHshed by the
Exchange. 8 ‘ .

9:05 a.m. to 12:45: p.m. Central
- Time. o



CHICASD

- - o 10 .

.As determined by the Excha

delivery months
MERCANTILE , " (currently January, March, April,
EXCHANGE May, August, September. October,
FEEDER o mdkwmﬂ) S
- CATTLE . T
S : ~ trading untt - 42,000 pounds L

SOURCE

' 45del1veny}[‘

~minimum fluctuatton
o " $420/contract). “»

daily price.
movement llmlts

025 cents per pound (lt/lb =

Subject to change. consult
>latest official notices from
the Exchange Curnently_lkt/lb.

daily trading limits 450 contracts

pasitton 1imtts
standards |

-tradlng.hébrs

300 contrac_ts 1n any one month.

Feeder steers of the Choice, or

" better, and Good grades as defined -

in the “0fficial U.S. Standards -

| for Grades of | Feeder Cattle "
" Froms approved livestock yards in

Omaha, NB, or Sfoux City, IA,

.and from approved l{vestock yards

elsewhere with. allowances estab-
lished by the Exchange :

9:05 a.m. to 12: 45 p.m. Central
llme , v



. APPENDIX €
& ‘ _ :
~~ PROFIT AND LOSS FROM FEEDLOT OPERATION AND FROM HEDGES ~  ~

‘a).

Feeding _ - Total Net Profit Profit (Loss) Profit (Loss)

Period - -  Week # Return From (Loss) Feeder Cattle Live Cattle .

Starting Feedlot Corn Hedge - Hedge Hedge = .
| . $ Canadfan per Head o |

U 3 4

Dec. 29/75 . 992  66.90  (20.29)  20.07 (50.44)

Jan.  5/76 993 43.79 (15.50)  9.44 (37.02) .

Jan. 12/76 994 55.68 - (20.62 5.21 " (25.94)

Jan. 19/76 995 . 62.35 ~ (18.10 2.80 ‘ 21.35;“

Jan. 26/76 996 57.01 (20.42) .38 (39.27

Feb. 2/76 997 - 56.27  (26.29 26.84 . (32.18)

Feb. 9/76 998  57.87 14.61 - 51.60 ‘ \(21.48; A

Feb. 16/76 . 999 -  48.78 (10.62) - 48,52 . \(8.45

Feb. 23/76 1000 .  37.02 ¥ és.sl  33.43 0.89

Mar. 1/76 1001 31.43 ¥ (4.89) 22.98 - 13.00

Mar. 8/76 ° 1002  43.10 (1.97; 22.56 29.48

Mar. 15/76. 1003 32.68 1.36 7.79 -21.n

Mar. 22/76 1004 € 37,08 (6.03) - 11.001 * . 25.88

Mar. 29/76 1005  46.66 7.17) . 9.85 A

Apr. 5/76 1006,  48.93 52.53) 3197 45.89

Abr. 12/76° 1007 72.35 31.19
Apr. 19/76 1008 60.52 .42.40
Apr. 26/76 1009 63.21 = 42.15
My 3/76 1010 68.33 49.90
‘May 10/76 1011 65.52 . 42.82
May 17/76 1012 45.73 53.91
May 24/76 1013 61.24 _ 77.23
May 31/76 . 1014 56.14 84.40
June 7/76° 1015  44.94 .76.49 -
June 14/76 1016 53.87 50.19
June 21/76 = 1017.  40.87 . 34.42
June 28/76 1018 49.93 37.37
July 5/76 1019 .  35.37 46.10°

July 12/76 1020 84.61 4716

m
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‘ ' . ,
Feeding o Total Net Profit Profit (Loss) Profit (Loss) -
riod Week # Return From (Loss) . Feeder Cattle Live Cattle
— _Starting : Feedlot—— Corn- ﬂedge—»——Hedge—— ——-=Hedge—
f' (T-‘ZL r e .
$ Canadian per Head _
1 2 3 .4
, — . — , . et
July 19/76 - 1021 . 37.55 7.92 = (3.48) , 41.76
July 26/76 - 1022 30.41 6.67 19.39) - 41,18 :
- Aug.  2/76 1023 34.72 4.09 37.45  25.28 4
Aug. 9/76 - 1024 - 67.18 3.20 . 31.86 36.76
Aug. 16/76 1025 - 47.17 . 4.04 33.59 43.85
Aug. 23/76 1026 - 70.08° - 7.7 . -(29.55 34.51
Aug. 30/76 1027 75.52 . 8,58 39.33) 25.90
Sept. 6/76 1028 77.31 - . 12.02 48.26) 7 33.98
- Sept. 13/76. 1029 68.19 9.92 52.00 42.79
Sept. 20/76 1030 85.10 - 2.72 67.52 - 22, 32
. : . » ; Q
Sept. 27/76 1031 . 75.16; . (1.99) .(74.38 - 3. 66,~
Oct. 4/76 1032 - 59.96 “]56.31 56.13) - <wwwwf'17 66
Oct. 11/76 1033 83.69 ' 5.20)- (32.66)— . 35.50
Oct. 18/76 1034 100 02 - (9.04) (22.41 ~39.13
Oct. 25/76 1035 9.424 (10.37) (13.13) 36.85
_Nov. '1/76 1036 .  96.65 ,415 84) . 16.84 33.83
‘Nov. 8/76 . 1037 . 97.53 ,/” 20.42)°  17.38 ‘ 18.45
- Nov. 15/76 .\1038 = 99.72." - -(18.45) (21.91) .  (2.37) = - -
- Nov. 22/76 _'1039 . 88. 72' A 11.39) - (25.39 ’ 2.90) .
- Nov. 29/76 ~ . 1040 . 88.2% 13.73)  (15.30 o 7.32 :
‘Dec. . 6/76 1041  82.50 (11.34 : 23.52)- - (6.48
Dec. 12/76 ~ 1042 65.28 . 14 49 30.07 B (29.65
Dec. 20/76 1043 - 67.86 7.21)  (28.53)  (37.78
- -Dec. 27/76 1044 83.90 16 51)  (22.33 ' 31.01) -
CoLo.dan, T 377 ...1045 .. . 57.35 20. 32) (15,97 47.32) -
- Jan. 10/77 1046 - 49.44 _ 14 56 (12.20) (34 14; :
._"Jap. 17/77 1047 61.93 : ll 27 - 9.06 - (22.87
~ Jan. 24/77 1048 - .52.14 - (8.96 2,72 . 2.79 .
- Jdan. 31/77 ° 1049 - 33.08 (12.31 - 9,01 (2.37)
Feb. 7/77-. --1050 35.22 o (8.97)° (10 90) ' - 19.65
~ Feb. 14/77 1051 - 30.29 7.55) (12.03) .  30.17 - °
- Feb, 21/77° 1052 = ~ 31.69 3.44) - (19.75 R 1.73. -
- Feb. 28/77 1053 33.18 (2.89) , (18.09, - {4.98) - o
©Mar. /77 1054 . 47.43 . 2.86  (11.38) 428 . .
g Mar. 14/77 - 1055 53.56 - - 426 - 7.01 . 29235'W o ,



Feeding
Starting

ry

e Pariod- ek

“ ‘Toti‘l' Net

Feedlot

Profit

.Profit (Loss).

Profit (Loss)

(Loss)

’Corn Hedge

..........

Feed!r Cattle
"edge T

~Live Cattle,
"edgg [}

©(T=12)

W Y

11
21/77
28/77
,.4/77
Apr. 11/77
ARr. 18/77

Apr. 25/77
My 2/77 .
May 9/77
May 16/77
May 23/77

"My 30/77
June 6/77
June 13/77
- dune 20/77 -

" dune 27/77

July ' 8/77
July 11/77
-July 18/77
-July 25/77
Aug.’ g

Aug. 8/77
Aug. 15/77
Aug. 22/77
Rug. 29/77
‘Sept. '5/_7?

‘Sept. 12/77 -
Septs19/77.

Mar.
Mar.

- Sept. 26/77-

Qct. 3/77°.
. Oct. 10/77 -

Oct. 17/77
- Oct.-24/77
Oct. 31/77
- Nev.. /77
~ Nov. .14/77 -

‘1655

1057 .
, 1058
"1059
1060

- 1061
1062
1063

" 1064
1065

1066

- 1067

1068 . .
11069

070

- 1071
1072 -

-+ 1073

.- 1074
1075

078,

1077
1078

~1079- -
11080

1081»
1082,

105.58 -
124 23

129. 91;"}
- 140,81

1084
1085 -

SRR
. 1087

1089

_1090,

‘ 50.02:“;‘
St 49.29

53.08
43.36
60.21 -

68,05
64.95 .
63.43

- §3.40

. 86.03
80.76

91.42.
84.33 )

6280
8205

7756

86.24

87.25
88,23

80.87 .
- ' m.43 o (“i,. .
1 95.26

1i2>54'
100.39
92.06

119.92
113.61

-,122;50\:.

26, 95‘
(28.93

‘ : 29 77

}33 65
36.50

e

11.76)
{7 .79)
1..08) /
3~50

. /.
-

(3 68
13.57)
(13.95).
14.67

‘QB 14)

' 528'45)l",f7'
i 5,’;3,4.‘21 o
8) [ '(25.60). . . - (8!
67) " (2096) "+ . (85

-

© (8.59)

- (38.63

[

ol

(39 65}

(25

‘ . 55:20:f;:v;“:f“
oo lesiesli -

~§12L97




:.E*-:Ibtal Net |
o ‘Return Fm (Loss)

mﬁt

Profl t (Loss)
Feeder Cattle

Cprofit (Loss)

T Hedge

Live Catt],:

x‘ ch_adi‘m : p_ev‘ 'H'gad_ .

o

§

w

Dec. 5

Nov. 2877
3 Nz
Dec..19/77 -

Dec 26/773"
~Jan. .2/718
“Jan, 9/78 -
. ~ Jan. .16/78
-Jan.- 23/78'». :

Janw30/78 S |
Fab _6/78 . 1102 "
 Feb. 20/78{9'*;‘ 1104
Feb 27}‘78;7-.» 1105 .
ﬂar. ...6'/7 L TI06 e T2 10
. Mar: 13778 .
Mar. 20/78’-_:»

1001 '31 112.05
1092 11680
1003 © 97.63,

- 87.57

80,77

1099, - 84.47

‘-'._71 73

1 62 13
e 57.86 -
- 52,90

L OBY, 82

12, 87

_*llnzpygla“as 22
271108 ‘aﬁ.ss
C 1091012113

=UIN0T 106767

78 1
17/78 . 112
SN
i
.4a¢y11%s

/787q;1117 -“'153 55f;  ;3

8975

0% .?'as:41?" :
11097° - 88.56 -

ﬂ!

‘->41 7§r

B2
NM.77
- 15.08 -

L'¥‘7}§'93 '87.19
Lt 91,38
~(s 13

{028}

156.04

b

0
S0

A1

107.93“'. 3
- '5.15°  108.10 - =
89.88
/r93-121 L
J9.87.

- 85.63
‘Nos - (5.18)
BT/ SR

1
1

§1
1

'.(1

(

]1688 o
21:89) ©
104.62) '
-(119.04

17. 73 ‘

2. as
31.96)
54..50
80.90)
83.68)

45, 70
13.06)
73.11).

28 17

_“,sz_




\
ADDRESS'

. i‘ L

" Education

TRAINING

_ BUSINESS
EXPERIENCE

Lol

<

ﬁYIIA

,,(',

JOHN PgIER CALDWELL

w P

Present Address

Apt.402 e e e e e e e

1815-111 A. Street

Permanent Address

RRU¥2

Almonte, Ontario

-~ Minor Areas:

- Toan applications. -

Edmonton, Alberta
Phone: Res: (403) 437-M33
: Bus: (403) 428-0236

November 29.1950 ° , ,-h

Phone: - (603) 256-2305

Date of Birth:

‘Marital Status: Single

Health: Excellent .

Candidate for Certified General Accountant
Fall, 1981.

Specialization: Financial Management

Candidate for Master of Science. '

University of Alberta, Edmonton, A]berta Spr1ng 1981

Specialization: Agricultunﬂl_gggnomics ’
Major Areas: Marketing and Agricultural Business

Natural Resources Economics

Hedging on the United States- Futures

Market. by a Canadian Producer. .

Thesis Subject:

-~

Bachelor of Commerce
Car]etgn University, Ottawa, Ontario, Spring 1975
Specialization Accounting and F1nance

Toastmaster, 1979.

- Dale Carnegie, "Effective Pub11c Speaking“ 1976

August, 1980 - present s N >
Agrologist, Bank of Nova Scotia, Alberta North ‘
Duties: Develop and implement a marketing strategy to

- increase the agribusiness clientele of the Bank .of Nova

Scotia.  Analyze financial statements and evaluate the

financial performance of companies engaged 1n(agr1business
Prepare and submit reports with recommendations to regional

and general office concerning the credit worthiness of
In co-operation with the Personnel
Department identify agriculture oriented branches and
assist in° the selection of personnel to staff such branches.
Provide consultation to éxisting customers on their busin-
ess and financial needs. Provide consultation to Branch
Managers on agriculture in general. Represent the Bank of

- Nova Scotia at agricu1tura] functtons

- h -

‘s
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March 1978 - August 19

Assistant Manager/Credft Assistant/Credit Trainee

_ Bank of Nova Scotia.

Dutfes: Analyze financial statements and evaluate the
financial performance of companfes. Evaluate and authorize }
_" loans for a complete portfolio of farm, business, and cor- . .
porate accounts. Supervise and train creqit assistants

and credit trainees. Prepare and submit reports with
recommendations to regional and general offices concerning
the credit worthiness of loan applications.. Monitor accounts
on a daily basis to determine if loan conditions are being
honoured. Provide consultation and advice to customers on
, financial matters.

' Jﬁne 1975 - September 1976. .

Assistant. Economic Analyst.

Economics Branch, Agriculture Canada.

Reported to Dr. B Perkins.

Duties: Prepared financial budgets, cash flows, and finan-

~ cial forecasts for the Canadian Dairy Commission Develop
and implement computer programs to provide up-to-date

analysis of cash flows and financial forecasts. Analyze,

'eValuate and .prepare briefs on agricultural po]icy\issues

Januany 1971 - September 1971

Computer Programmer, /

Federal Department of Transport

‘Duties: Write and test computer programs according to

specification.

- JOHN CALDWELL NS
November, 1980 - s



