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T Avg returns are highly variable over time... T Avg returns are highly variable over time...
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- .
'l}tf[STATE Returns are more variable across producers...

Beef Cow-calf Enterprise, 2004-2008 (min of 3 years)*

» Returns are more variable across producers at a
Profit Categon Difference between . . . .
a TR Mdis  Lowii _righisamitow 18 point in time than they are on average over time

Farms Head / $ Head / $ Head / $ Absolute % H H “ H ” H
(i.e., even in “hard times” some producers are profitable)
Number of Farms 65 22 21 22
Labor allocated to livestock, % 38.1 48.0 35.4 30.7
Number of Cows in Herd 124 170 137 65 105 161% H H H H
L]
e e o 1 et w o e Cost differences explain a much bigger portion of
Weight of Calves Sold 583 s01 584 573 B profitability differences across producers than does
Calf Sales Price / Cwt $109.12 $108.73 $109.99 $108.68 $0.05 0% in come d iff erences
Gross Income $539.29 $573.90 $555.38 $489.33 |—[ $84.56 ] 17%
I o )
Feed $312.02 $274.36 $316.05 $345.83 22.8% -$71.47 21% Profitability vs. total cost Profitability vs. gross income
Interest $117.00 $94.09 $117.00 $139.90 -$45.81 -33% 200 200
Vet Medicine / Drugs $15.70 $15.85 $15.73 $15.54 $0.30 2% s ole b o s, o . S’
Livestock Marketing / Breeding $10.08 $8.15 $11.44 $10.72 -$2.56 -24% § 00ty ' T ' ' § ' ' I N LR
.

Depreciation $37.23 $26.36 $25.28 $59.51 -$33.16 -56% S 200 . ‘:.;.’_ [ 5 200 o, W taa i "

¢ 2
Machinery $66.73 $47.71 $63.34 $88.99 -$41.28 -46% 8 A, AA 3 aY A
Labor $92.87 $69.48 $84.90 $123.88 77 204 -$54.41 -44% T 400 = YN g 40 } A A

s s
Other $39.85 $22.85 $35.10 s61.38 770 3853 -63% o AL 5 5 TIEIGHEST

E

Total Cost $691.49 $558.84 $668.84 $845.75  —] 528691 |  -34% s 60 Ty A s 6w « Madle 173 (5-113 /$555)
Net Return to Management -$152.20 $15.05 -$113.46 -$356.42 $371.47 % 800 = Middle 1/3 ($-113 / $669) 5 -800 A Bottom 1/3 ($-356) / $489)

5 .
* Sorted by Net Return to Management (Returns over Total Costs) per Cow A Bottom 1/3 ($-356) / $846) R

-1,000
Compared to $170-$190 between -1,000 —~ '
. 400 500 600 700 800 900 1,000 1,100 1,200 1,300 1,400 300 350 400 450 500 550 600 650 700
top and bottom third years. 5 Total cost, Scow Gross income, $lcow

So, what does this mean? ‘lgl @y NEd Daily price volatility has increased...

N CONIERENCE

Daily Price Range (High - Low) OCT Feeder Cattle Futures Price

* In order to increase returns (relative to average), (Jan 1 - Oct 15 each year)
producers should focus their management efforts on 140
being a low-cost producer.

* Managing price risk should be viewed as something
to do to reduce variability in income NOT as a way of ;§
getting higher prices. g

5

* Most price risk-management tools available allow us g
to manage short-term price fluctuations, but not
multi-year price risk.

* What price risk are we most concerned about in cow-
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'{MFSTATE Short-term vs long-term price variability...
LN CTonierinct

Daily OCT Feeder Cattle Futures Price (Jan 1 - Oct 15 each year)
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‘ﬁéFSTATE Marketing issues to think about...
AN ConitrEnct

* Production issues related to marketing
» Marketing alternatives available

» Pricing tools available

2009
‘[%EEESTATE Selling vs. Marketing vs. Pricing...

Selling:

e Quality or grade that is easiest to produce
* Most convenient time and place

* Whatever price is offered

Marketing:

» Identifying quality or grade that is most profitable

* Most profitable time and place

* As aresult, retain some control over price and profitability

Pricing:
» Use of specific tool(s) to set price and/or basis
» Method of managing short-term price risk

11

2009
‘ﬁtffSTATE Methods of pricing feeder calves...

e Cash sales

* Forward contract

» Hedge with futures contract (i.e., sell futures)
* Buy put option

» Livestock Risk Protection (LRP)

* Other option market strategies

* Retain ownership

(more “marketing” than pricing, but pricing alternatives can
play a role in decision whether or not to retain calves)

12
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'ﬁé_fST ATE Cash sales...
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\E@STATE Forward contract...

e Characteristics —

— easy to understand

retain price and basis* risk

no quantity or quality obligations (within reason)

no futures broker or margin calls

— financial risk (i.e., risk of not getting paid) depends on
financial strength/integrity of buyer

* basis = cash price — futures price
13

* Characteristics —
— locks in a“fixed” price
— basis risk is eliminated
— pay a premium for transferring basis risk
— no margin account or maintenance required
— may or may not involve broker / brokerage commission
— contract specifications and size flexible (within reason)
— obligated to deliver
— low quality cattle might be excluded/refused
— weight price slide risk
— risk of other party not honoring contract
— not always available
— prices are not very transparent

14

.ﬁ“ JNgd Hedge with futures contract...

N CONIERENCE

Buy put option contract...

* Characteristics —
— locks in a “fixed” price (CME futures price)
— subject to basis risk
— fixed contract specifications and size
— deal with broker / brokerage commission
— margin account and maintenance required
— easy to enter and liquidate
— transparent price quotes
— no risk of other party “backing out”
— no risk of low quality cattle being “refused”
— cash settled contract (no delivery ability / obligation)

15

* Characteristics —
— locks in a“floor” price (CME strike price)
— subject to basis risk
— fixed contract specifications and size
— deal with broker / brokerage commission
— pay premium for option
— easy to enter and liquidate
— transparent price quotes
— no risk of other party “backing out”
— no risk of low quality cattle being “refused”
— cash settled contract (no delivery ability / obligation)

16
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“('SD—L&I:E Buy LRP insurance policy...

2009
‘YFESDH’EI:E Other options strategies..

* Characteristics —
— locks in a“floor” price (CME cash index)
— subject to basis risk
— contract specifications somewhat flexible (e.g., weight)
— contract size flexible (1 head up to 1,000 — max of 2,000 hd/year)
— deal with crop insurance agent
— pay premium for LRP policy
— have to buy in “off hours” (i.e., ~ 4:00 pm to 9:00 am)
— tied to options market (determines availability)
— price quotes available on RMA website
— no risk of other party “backing out”
— no risk of low quality cattle being “refused”
— cash settled contract (no delivery ability / obligation)

17

* Characteristics —
— anything goes...
— buy / sell put(s), calls(s), sell futures, forward contract...
— selling options requires margin account and maintenance
— make sure you understand what you are doing!

Several of the more common options strategies

— Synthetic put —hedge (sell futures) or forward contract
and buy call option (works similar to buying put option)

— Window / fence — establish minimum (floor) and

maximum (ceiling) prices by buying a put option and
selling a call option(s)
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'lYFSTATE Comparing pricing alternatives..

Cash vs. Hedging vs. Options...

Because the various risk management tools have different
characteristics (e.g., flat price vs. minimum price), it is
useful to compare them under alternative price outcomes.

FeederCattleRiskMgmtTool.xls is a tool that allows users
to compare various feeder cattle pricing strategies,
specifically focusing on LRP versus options.

KSU-Option Strategies.xls is a tool that allows users to
compare various pricing strategies, specifically focusing
on using put and call options.

Both tools are available on www.agmanager.info.

19

I Microsoft Cucol - FeaderCattloRiskMgmt TooL xls
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FeaderCattleRiskMgmiTool xis - A decision making tool that can be used to compare
Expected Net Selling Prices using alternative risk management tools avallable for pricing
feeder cattle. The authors gratefully acknowledge funding provided by USDA's Risk
Management Agency (RMA) for development of this feeder cattle risk management tool.
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5 Microaolt Excel - FasderCatileRiskMemt Tool--Example, xis
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FeederCattIeRlskMgmt xls

.1.;3;4.:‘7;4, AaB- 7 BT 0T 2] HEE

TR Lo

¢ | o | €& | *¥ | & [ w ] T [ 3 ] ® [ © [ wm | wn ] o ]| P

= 3 | om0 ) A2 B &g - A==z=aa}

Bani

Q

2 UT screen lor LEP plcmluml Lty

a 08 1 Stal Kansas: Commeadity = Feeder Catle; Typ

4 [ -

5 - —— H B A “ o H
6 ? = =T Tab” included with
; Pt D T S, - ettt Qrecios ) Poeins . ims . 1 LR R e e u-.' | f
3 e ... | example screens for
il = B I | LRP and RMA web
13 (I SOy S ——

13] address where

) : premiums can be
17

i8] L - ——— found.

19,

f‘l. ot I Gnmie b |

2] Holdap whare L Sales s wil be Unavaiabie

?fl_ » ALAL0H harw Yoars |

FIl o 4TS Py of M Lsthr g

% S ate ot oy o )

Fi e

= :m.‘:’:m:

] M-w-&

20| o

AN L St Ol il b nable o Bt iy o L ooy

]| e

kX)) C 1

3 [e———

»

'T’.

e

'ﬁ. freee. B e dps S -

:E.

0| Fxample OUTPUT screan for LRP premlums

I Microsoft Cecol - FeaderCatiloRiskMpmi TooL xis

I3] e Edt Wew lset Fomer [nck [ats Hindow e Adoke POF
HRNE N HEWE 11T FERIa UR R 1R A RN SRR I TN 1) lil Y Lo
Al - &
I:iﬂ“ P o [ D R | o e | s L ] | ) | o o O | T =
1
2 Comparisen of Alternative Risk Management Strategies for Prizing Feader Camis Frivt information
3
4 Coment date T e fmwes  LBP . call P Call
[y [ ar onbist eal) = [ T—pp——— v [y i T v T
[} Expacted wetghil 4 Ui of male, s hsd - s weight 710 LIy s B et frees’  freasd janed’  fiecas
7 Pounds of cattle expected to sell in cash market. ibs. T A5 Premium bowt FTR O G TS L 1)
5 Expected saim date T mamee
5 Feeder came e T steen Fapectet et Setig Pisces.
0 tmes Mty
1 CME fUSU 25 GO ot Rodging (e, Mar. Apr, May. Awg. Sep, Dol N [ price _ Cash T} acall
17 tade, contiat o [T T [
13 Comiminsion o bay or el options comsact, § oo act . f0.0m [eLT) [LTYEE T
" P s price - Bow CME Desdes caftle contsact, §ewt” T pesn [T eLT feess
1% Fxpactind busis jeanls - Ilow CME fulimesj, §ests - e (e L s
{0 i s T jwram ey fesa fwear
a7 it T LRP conts st T amzgees H1ese frem1 freaan
{0 f1ansa a1 peans
W ML Tewdnt cattln e L vty L f111ee [t e
0 Sulkepie P call Coverage Level  LRP <ot Hilsa hm-n it [T TR DO LT REM LR
k] bt St Somt St S $emt i igaitie
7 Voe00 Tonre  wear. jrin
= e i ¢ Comparison of Alternative Expactad Net Selling Prlces
e 12568
bty N
::' L T [
ity o o Hedge & CAL (WG] —a— P 8 L, ()
wa
WLTE e -
nir
e e
e
Trs, 05
T
E s
Ew
L I R U I TR T R
4 * Wrksite with LRP suves ege bevels amd peemims
) seponsi Erding Funures Frice, §cwt
i)
A4 FeederCattierisk Mgt ol
45 Devebiped s Kevin €, Dugyvetter, P mﬁ W
P Prots
4 Fansas State University
4 THEENI5HT ivakee) oo ———] =
Hoar u(mﬂ:iahmmm LR Stontl ] 3 3|
iome g N OO AG @ 9L A-=msad]l
| ram

2009
Inputs for FeederCattleRiskMgmtTool.xls

‘G{VFS

A N DN!(!(N‘::

Comparison of Alternative Risk Management Strategies for Pricing Feeder Cattle

Current date 8/5/2009
Number of head (number of head to match futures contract = 87) 85
Expected weight at time of sale, Ibs/head -- (use weight 2 for LRP) 575
Pounds of cattle expected to sell in cash market, Ibs 48,875
Expected sale date 11/2/2009
Feeder cattle type Steers
CME futures contract for hedging (Jan, Mar, Apr, May, Aug, Sep, Oct, Nov) Nov
Commission for roundtrip (sell and buy) futures trade, $/contract $60.00
Commission to buy or sell options contract, $/contract $30.00
Futures price -- Nov CME feeder cattle contract, $/cwt* $101.525

Expected basis (cash - Nov CME futures), $/cwt# $6.70
LRP expected ending value for relevant time period” $107.458
End date for LRP contract 8/12/2009
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Decision Suppod fof America’s Beef Producers

[ ecomobumas | e ]

BeelBasis.Com - Decision Support for America’s Beel Producers Data for Beehatic.com provided

USDA's
Tha Cattle Anabysis Tools at com give procucers the Bl W s
analytics they need to catthe basis nak. This

decisions
e s completely free of charge to producers. lm

Basis, defined senply as the dilference between the local cash markets and hatures
maammmmm:wmmﬂmmhmnnumdamsw
market locations from year to year. Understanding the nsk related to basis uncertainty
‘uaas risk,” ig nswlualwmahng «fmwe usq of price risk management teols sucn s
Exchanga ind

m Beefiasis website was developed by Custom Ag Solutions, Inc. (CAS) and Kansas
State University (K-State) in partnership with the USDA's Risk Management Agency (RMA).
BeelBasis gives you refevant information and analytics you
needao evam:e marketing decisions and manage your

anson and refinement
of our toals and content is
. If yeu have any

ONgoINg.
[ emmanew et
ar

- Paper on BeelBasis presented ot the 2008 acemal mecting of the Western Agricuitural i smmm please
Economics Association in Big Sky, MT on June 27, 2008, Dowrload peded el

- Mentioned in Drovers, July 2008 Read

- BeefBasis is fratured in the December issue of BEEF magarme Read




= DeofMasis.com - Forocasting Tools - Windows Internet Fxplorer
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Diecision Suppoit for America’s Beef Producers

Home: * Markut Data Conta

Siate: Kansas Location: Famars and Ranchars Lvestock Commission ¥ Expected Sale Date: 11272009
Sexs Stest Frame: Lj & Medly ~ Grade: 12
Weight: Head:
475 | Dbs/head 85
Feeder Cattle Futures Price: Live Cattle Fatures Price: Carn Futures Price:
10153 Slewt 8907 | Slewt 345 | Sba
Huset el || Reference Contract: Feb 2010 Reset Referance
Target Contract: Nov 2009 Transaction Dare: Aug 07, 2009 Target Contrac: Dec 2009

i
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[Instructions:
1) Select values from each of the pulldowns, enter values in cack of the text boxes.
2 Hover cursor over entry labels for explanation of value to be entered.
3) When all values have been entered, click ehe run button.
4) Resules are displayed irere.

! Model estimated feeder catle basis is based on the cuvent Chicago Mercantle Exchange (CME) foeder canle contract specifications,
# The basis foncasting model is based on nemby feeder catle and corn fibures price and otber variables.

¥ Confidence iterv represents the rage actsal basis and expected cash price is expected o fall in 68% of the time,

¥ For additionsl Efommation and explanation, please sec the About Foreeasting page
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Drecision Support for America's Beef Producers

State: Kanzas Location: Famers and Ranchers Livestock Commission |+ Expected Sale Date: 11722009
Sex: Sleer Frame: Lj & Medly ~ Grade: 12
Weight: Head:
575 | Ibs/head 85
Feeder Cattle Futures Price: Live Cattle Fatures Price: Carn Futures Price:
10153 Slewt 8907 | Slewt 345 | Sibe
[ ResetRet | | Reference Contract: Feb 2010 Reset Reforence
Target Contract: Nov 2009 Transaction Date: Aug 07, 2009 Target Contrac: Dec 2009

Opty Vortcl —E—

i
i
£
i
BT

21 1
[ 3 S0

EEE -k
EEE NIB
Ll
R R

Model-estimated foedor cattle basis values! Results
Model-cstimated feeder cattle basis, Siewt © 670
Confidence interval fos basis, $/ont’ 2.02 1o 1138
Expected cash price, Sicwt 108.23
Confidence interval for expected cash price, S/cwt’ 10355 ta 11291
Optimal hedge satic® 1.0301
Number of calves hedged per contract’

2009

'l;(, Inputs for FeederCattleRiskMgmtTool.xls

Comparison of Alternative Risk Management Strategies for Pricing Feeder Cattle

CME feeder cattle option premiums LRP coverage levels and premiums
Strike price Put Call Coverage Level LRP cost
$lcwt $lcwt $lcwt $lcwt -%- $lcwt
$90.00 $109.760 102.14% $3.113

$92.00 $107.560 100.09%

$94.00 $105.360 98.05% $1.568
$96.00 $103.160 96.00%
$98.00 $1.8000 $100.960 93.95%
$100.00 $2.4500 $4.2500 $98.760 91.91%
$102.00 $3.3000 $3.1000 $96.560 89.86%
$104.00 $4.4250 $2.2250 $94.360 87.81%
$106.00 $5.6500 $1.5500 $92.160 85.76%
$108.00 $89.960 83.72%
110.00 $87.760 81.67%
$112.00 $85.560 79.62%
$114.00 $83.360 77.57%
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2009

'ﬁf'rST Output for FeederCattleRiskMgmtTool.xls

DNI'[![N([

Comparison of Alternative Risk Management Strategies for Pricing Feeder Cattle

Futures LRP Put Call Put Call

Number of contracts 1 85 1 1 1 1

Strike price(s), $/cwt $105.36 $100.00 $106.00 $98.00 $106.00

Premium, $/cwt $1.568 $2.450 $1.550 $1.800 $1.550

Expected Net Selling Prices
Futures Hedge
price Cash Hedge LRP Put &Call Put&Call
$85.00 $91.70 $108.48 $101.99 $104.42 $106.84 $104.56
$89.00 $95.70 $108.39 $101.59 $104.32 $106.74 $104.47
$93.00 $99.70 $108.30 $101.19 $104.23 $106.65 $104.38
$97.00 $103.70 $108.21 $102.13 $104.14 $106.56 $104.28
$101.00 $107.70 $108.11 $106.13 $105.13 $106.47 $107.32
$105.00 $111.70 $108.02 $110.13 $109.13 $106.38 $111.32
$109.00 $115.70 $107.93 $114.13 $113.13 $109.29 $112.19
$113.00 $119.70 $107.84 $118.13 $117.13 $113.29 $112.10
$117.00 $123.70 $107.75 $122.13 $121.13 $117.29 $112.01
$4.00 <= futures price increment Signifies maximum price in row
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2009
'{MFSTATE Output for FeederCattleRiskMgmtTool.xls
1N

CONFERENCE

‘ﬁé{STATE Impact of number of head “hedged”...

CONFERENCE

Comparison of Alternative Risk Management Strategies for Pricing Feeder Cattle

Futures LRP Put Call Put Call Comparison of Alternative Expected Net Selling Prices
Number of contracts 1 85 1 1 1 1 130
Strike price(s), $/cwt $105.36 $100.00 $106.00 $98.00 $106.00 o— Cash =— Futures Hedge
Premium, $icwt $1.568 $2.450 $1.550 $1.800 $1.550 125 |
—&— LRP, ($105) = Put, ($100)
Comparison of Alternative Expected Net Selling Prices 5 120 —¥—Hedge & Call, ($106) —e— Put & Call, ($98/$106) A
130 2
—&—Cash —&—Futures Hedge y}. 115
125 19 —a—LRP, (5105) —=Put, ($100) 5
5 190 || —¥Hedgea cail, (s106)  —®=—put & call, (s8/5106) A o 110 4
2 o
@ c
g 115 5 1051
£ (%]
o 110 A 5 100
£ z 64 head (36,800 Ibs) — ~35% over hedged
S 105 8 95
@ ©
g 100 @
z £ 90 ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘
kel w
% 95 85 89 93 97 101 105 109 113 117
Q
L%L 90 ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ Ending Futures Price, $/cwt
85 89 93 97 101 105 109 113 117
Ending Futures Price, $fcwt " Cash and LRP don’t change from base because they are not “fixed quantity” contracts. "

2009 2009

N3 STATE Retain ownership... NIESTATE Retain ownership...

COMNFERENCE COMNFERENCE

* Characteristics — Retain Ownership*

— “delaying” when cattle are delivered to market Steer weight, Ibs/head 575
— capture returns to adding weight to cattle Estimated price at weaning, $/cwt $108.48
— method of “marketing” feed resources, labor, etc. Value at weaning, $/head $623.76

— consider if market is undervaluing traits of your cattle

_ mav increase risk Total variable costs, $/head $126.34
_”y oo | Total fixed costs, $/head $61.47

— stillneed to price cattle Total costs, $/head $187.81
Selling weight, Ibs/head 775

Breakeven price to cover VC, $/cwt $97.76
Breakeven price to cover TC, $/cwt $105.78

* Feeding period = 89 days @ ADG of 2.25 Ibs and death loss of 1.0%

31 32
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.' H . .
‘IEEEESTATE RMA website (http://www3.rma.usda.gov/apps/livestock_reports/)

CONFERENCE

Select Crileria  Msin Menu  Print

[ LRP Coverage Prices, Rates, and Actual Ending Values - Report for 08052000 ]

USDA subsidizes 13 percent of total LRP premium

* S notes at Bottom of page
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Natos
- Soma sndorsement lengths may not be aalable dus ta insufficient pricing or rating information

-For LRP Fed Cattie, Feeder Cattle and Swine, sales open from the time sales data is avaiable (approximately 3:30 P.M. central time) wntil 9 A M. central time the
st day

- For Lamb, sales availabls MONDAY ONLY Sales open fram the fime of oficial release of cowrage prices and rates on Manday maming {approximately 10 A M
conteal teng) untid 7 M, contral tme Monday
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Far Lamb, peoliminary covoragn picos and fates may b avaable for siowing Friday evening and avor the waskond but are subjct 1o change at th official v
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Comparison of Alternative Expected Net Selling Prices
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ATE Summary...

N CONIERENCE

* More variability in returns across producers at a
point in time than on average over time

« Cost management has historically been much more
important than income management

* “Marketing” is different than selling or pricing —the
value of marketing likely will increase as we move
away from commodity beef
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'ﬁ“ ATE Summary...

N CONIERENCE

* Price risk management tools available generally
only help manage short-term risk. Cow-calf
producers are also concerned about multi-year risk

» Short-term price volatility has been increasing and
thus managing that risk is likely becoming more
important for many producers

* Numerous pricing methods/strategies that can be
used and they all have their advantages and
disadvantages — make sure you know and
understand what you are doing

» Tools available to help analyze pricing methods
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