Managing Price Risk in Cow-calf Operations @ Cow-calf profitability drivers...
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Avg returns are highly variable over time

Avg returns are highly variable over time
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@ Returns are more variable across producers @ Cow-calf profitability drivers...

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

— —— * Returns are more variable across producers at a
rofit Category ifference between . . . .
Al High 1/3 Mid 1/3 Low 173 High 1/3 and Low 1/3 pomt in time than they are on average over time

Farms Head / $ Head / $ Head / $ Absolute % H H “ H ” H
(i.e., evenin “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 s 4 1 e w o 1o Cost differences explain a much bigger portion of
Weight of Calves Sold 563 501 564 573 8 % profitability differences across producers than does
Calf Sales Price / Cwt $109.12 $108.73 $109.99 $108.68 $0.05 0% | ncome d Iff erences
Gross Income $539.29 $573.90 $555.38 $489.33 |—[ $84.56 ] 17%
T

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% o ® . p o °

B 0 - . - - - - S 0 . . . 8 g @ o o |
Livestock Marketing / Breeding $10.08 $8.15 $11.44 $10.72 -$2.56 24% g DL ] AL LR

.

Depreciation $37.23 $26.36 $25.28 $59.51 -$33.16 -56% S 200 . ‘:.;.’_ [ 5 200 VUL AT i "

E 7
Machinery $66.73 $47.71 $63.34 $88.99 -$41.28 -46% 8 A, AA S SN N A
Labor $92.87 $69.48 $84.90 812388 - 5, -$54.41 -44% T 00 Ag adt T 40 } A A
Other $39.85 $22.85 $35.10 $61.38 I_ -$38.53 -63% 3 . - 5 TIEIGHEST
Total Cost $691.49 $558.84 $668.84 $845.75 -$286.91 -34% ° -600 o 1A TS T5559) ; u Middle 1/3 (8-113/$555)
Net Return to Management -$152.20 $15.05 -$113.46 -$356.42 $371.47 2 800 = Middle 1/3 ($-113 / $669) 5 -800 A Bottom 1/3 ($-356) / $489)

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

Compared to $170-$190 between 1,000 A 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, $icow

@ So, what does this mean?

. . Daily Price R High - L OCT Feeder Cattle Fi Pri
« In order to increase returns (relative to average), B R et 25 each vy uures Price

producers should focus their management efforts on 140
being a low-cost producer.

1.20

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

1.00

0.80

* Most price risk-management tools available allow us
to manage short-term price fluctuations, but not 0.0 |
multi-year price risk.

Price range, $/cwt

* What price risk are we most concerned about in cow-
calf operations?




Short-term vs long-term price variability...

Price, $/cwt

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

e Production issues related to marketing
* Marketing alternatives available

» Pricing tools available

Selling:

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
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Methods of pricing feeder calves...

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)
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Cash sales...

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
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Forward contract...

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
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Hedge with futures contract...

e 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)
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Buy put option contract...

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)
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@ Buy LRP insurance policy...

» 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)
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@ Other options strategies...

» 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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@ 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.
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FeederCattleRiskMgmiTool.xls — A decision making tool that can be used to compare

Expected Net Selling Prices using alternative risk management tools available 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.

INPUTS v CALCULATED VALUES
In the Comparison shast all biua numbers are input by the user. Al Blsck numbers are calculsted wsing data provided by
the user The speeadahest sutomatically recaleutates svoey time an addticanl input is entersd  Thus. it is imponant 1o

wast until all data have been antered and reviewed balore mlerpeating any of the calculatad results {1.e . biack numbers)

DESCRIFTION OF INFUTS
Mot of the imput cells {1 e, blug number] hive 8 sed dumond in the upper nghl hand comes of the cell By moving your
mausa cursor over this diamond, 3 brief dascription of the input will be displayed on the screen

This spreadsheet was developed as a decision-aid tool for producers inberesled in managing feeder catlle price
fisk. You can keam more about managing price risk and usng LRI insurance at www.AgManager.info by
€lCKING On the FBowing lnks.

LEP Insurance Price Risk

Developed by: Kevin €. Dhuyvetier, Ph.D,
Deparument of Agricubiural Economics
Hansas Sute University

wolce: (T85) 532.3507
emall: ked@ksu.edu
website: www.agm

Note: Macros In this spreadsheet are simply
used for prin o not contain viruses.
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Comparison of Alternative Risk Management Strategies for Pricing Feeder Cattle B EE F BAS ] S.COM

Deasion Support for Amenca's Beel Producers

Current date 10/12/2009
Number of head (number of head to match futures contract = 68) 68
Expected weight at time of sale, Ibs/head -- (use weight 1 for LRP) 730 A Took o Ma ket Dals | Contach Aont
Pounds of cattle expected to sell in cash market, Ibs 49,640
Expected sale date 3112009
Feeder cattle type Steers Beefiasis.Com - Declsion Support for America's Deef Producers Market Data Uppdated: We have
The Cattle Basis Risk Analysis Tooks at Somrlaed iy updein o ot
A analytics they naedmlnnm;e marketing Cecone ehead by cattl batt Rok e ;,,mx,’z:mv““"
CME futures contract for hedging (Jan, Mar, Apr, May, Aug, Sep, Oct, Nov) Mar site is completely free of charge to producers. August 2009. This update
micludes the new states that have
Commission for roundtrip (sell and buy) futures trade, $/contract $60.00 E'n“’n'u’aé’?i'm";f'c.“aﬁ'ii‘éé'r’.;ﬁ?ﬂﬁ%‘%%‘éﬂ‘ff&rﬁgﬁ‘%ﬂ?;&m breen added to beefbusis. com.
Commission to buy or sell options contract, $/contract $30.00 ar ba,.,mﬁa;ﬂﬁmu”ﬁaﬁ«:&ﬁﬁin?mmm =l M:-'W We have just
i Chicago Mercantile Exchange (CME) hutures and opbans and forward contracts. the beefbasia
Futures price -- Mar CME feeder cattle contract, $/cwt* $96.375 "’“‘J’*"’"“.’*‘;:‘“.‘f“
. The BeclBasis website was developed by Custom Ag Sohutions, Inc. (CAS) and Kansas ::‘Yu"‘:""’“‘”'”"m‘““’
Expected basis (cash - Mar CME futures), $/cwt# -$0.72 /1 State University (K-State) in partnership with the US0A's Risk Management Agency (RMA) S
i i iod” Basis gives you rek and analytics you
LRP expected ending value for relevant time period $96.202 hEeH 0 Betiate mrh-mq andmnnqeyunr .
End date for LRP contract 3/5/2010 price risk.

Data for BeefBasis.com

e i ik

Marketing Servl
BaafBasis N. £ S

- Paper on BeefBasis presented at the 2008 annual meeting of the Western Agriculneal
23 Econcmics Association in Biz Skv, MT on June 27, 2008. Download

/1 basis for futures and options can vary from LRP basis

o @ Intemet fa | RI100% -




= BeefBasis.com - Forecasting Tools - Windews Internet Explarer
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= BeefBasis.com - Forecasting Tools - Windews Internet Explarer
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Degrson Support for Amenca's Beel
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BEEFBASIS. com

Degrson Support for Amenca's Beel

Home Forecasting Tools= Market Data Contact About DeefBasis=

eder Cattle B
Srate: Mizzour Location: Joplin Regional Stockoyards A Expected Sale Date: 3/ L2010
Sex: Steer Frame: Lg & Med/Lg + Grade: 1-2 < March 2018
Woight: Head:

730 |fbs/head ]

Feeder Cattle Futures Price: Live Cattle Futures Price: Corn Futures Price:
9637 | Slewt 8817 | Slewt 383 | Siba

Reference Contract: Mar 2610 Reference Comtrace: Apr 2018 Reference Contrace: May 2010
Transaction Date: Oct 09, 2009 | Transaction Date: Oct 09, 2009 | Transaction Date: Ot 09, 2009

Feeder Cattle Basis Forecast
Srate: Mizzour Location: Joplin Regional Stockyards A

Sex: Steer Frame: Lg & Med'Lg ~ Grade: 1-2
Woight: Head:

il | Thshead B8

Feeder Cattle Futures Price: Live Cattle Futures Price: Corn Futures Price:
9637 | Slewt BE1T | Slewt 383 | Sibm

Reference Contract: Mar 2610 Reference Comrace: Apr 2010 Reference Contrace: May 2010
Transaction Date: Oct 09, 2009 | Transaction Date: Oct 09, 2009 | Transaction Date: Oct 09, 2009
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1) Select values from each of the pulldowns, enter values in each of the text boxes. ‘“‘""’"“""“"“‘“1 e L

2) Hover cursor over entry labels for explanation of value to be entered. Model-estmated feeder cantle basis, $/ewt 0.72 h_

3) When all values have been entered, click the run button. Confidence interval for basis, S/'cwt® -5.23 to 3.80

4 Resulrs are displayed fere. Expected cash price, $/cwt 95.65

Confidence interval for expected cash price, $/ewt’ 91.14 to 100.17 .
Doxre -l & Intemet fa - Rioew -

Comparison of Alternative Risk Management Strategies for Pricing Feeder Cattle Comparison of Alternative Risk Management Strategies for Pricing Feeder Cattle
CME feeder cattle option premiums LRP coverage levels and premiums Futures LRP Put Call Put Call
Strike price Put Call Coverage Level LRP cost Number of contracts 1 68 1 1 1 1
$lcwt $lowt $lcwt $lowt % $/cwt Strike price(s), $/cwt $95.83 $96.00 $104.00 $98.00 $106.00
P ium, $/cwt 3.968 3.500 0.900 4.500 0.600
$84.00 $95.830 99.61% $3.968 remium, $icw 5 k2 & 5 3
$86.00 $0.7000 $93.830 97.53% . .
Expected Net Selling Prices
$88.00 $1.0250 $91.830 95.46% $2.165
Futures Hedge
$90.00 $1.4250 $89.830 93.38% $1.528 price Cash Hedge LRP Put &cCall put&Call
$92.00 $1.9750 $87.830 91.30% $1.071 $82.00 $81.28 $95.64 $91.14 $91.74 $94.67 $93.29
$94.00 $2.6500 $85.830 89.22% $86.00 $85.28 $95.61 $91.14 $91.71 $94.64 $93.26
$96.00 $3.5000 $3.8750 $83.830 87.14% $90.00 $89.28 $95.58 $91.14 $91.68 $94.61 $93.23
$98.00 $4.5000 $2.8750 $81.830 85.06% $94.00 $93.28 $95.55 $91.14 $91.65 $94.58 $93.20
$100.00 $5.6500 $2.0500 $79.830 82.98% $98.00 $97.28 $95.52 $93.31 $93.69 $94.56 $93.23
$102.00 $1.4000 $77.830 80.90% $102.00 $101.28 $95.49 $97.31 $97.69 $94.53 $97.23
$104.00 $0.9000 $75.830 78.82% $106.00 $105.28 $95.46 $101.31 $101.69 $96.45 $101.23
s QY = e ses sms o
$108.00 $71.830 74.67% ' 2 L ' - i e
$4.00 <= futures price increment Signifies maximum price in row

27 28




Impact of number of head “hedged” ...

g Output for FeederCattleRiskMgmtTool.xls

Comparison of Alternative Risk Management Strategies for Pricing Feeder Cattle
Comparison of Alternative Expected Net Selling Prices
Futures LRP Put Call Put Call
Number of contracts 1 68 1 1 1 1 120
Strike price(s), $lcwt $95.83 $96.00 $104.00 $98.00 $106.00
Premium, $/cwt $3.968 $3.500 $0.900 $4.500 $0.600 —e—Cash —=—Futures Hedge .
115 1 —a—LRP, (396) —s—Put, ($96)
. . . . —»— Hedge & Call, ($104) —e— Put & Call, ($98/$106)
Comparison of Alternative Expected Net Selling Prices 110 2

120 ////
105
—o—Cash —8— Futures Hedge Y ////‘// /
—4—LRP, (5 ——put,
LRP, ($96) Put, ($96) / - )
/’/// X

i
o
3}

-
=
S}

—¥=Hedge & Call, ($104) —e—put & Call,

H
o
&
o
L
a
b~ (=2
3 105 £ 951
L 3
3 ///‘, / 3
£ 100 / 2 90 —
2 &) 3 50 head (36,500 Ibs) — ~37% over hedged
3 5 85
3 g o
2 / 80 ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘
3 g5 84 88 92 96 100 104 108 112 116
LR
“ 80 Ending Futures Price, $/cwt
84 88 92 9% 100 104 108 112 116

Cash and LRP don’t change from base because they are not “fixed quantity” contracts.

Ending Futures Price, $/cwt

%‘ Retain ownership... %‘ Retain ownership...

. . .
« Characteristics — Retain Ownership
— “delaying” when cattle are delivered to market Steer weight, Ibs/head 550
— capture returns to adding weight to cattle Estimated price at weaning, $/cwt $97.50
— method of “marketing” feed resources, labor, etc. Value at weaning, $/head $536.25
— consider if market is undervaluing traits of your cattle
. . Total variable costs, $/head $119.86
— may increase risk .
. . Total fixed costs, $/head $58.23
— still need to price cattle
Total costs, $/head $178.08

Selling weight, Ibs/head
Breakeven price to cover VC, $/cwt
Breakeven price to cover TC, $/cwt

* Feeding period =90 days @ ADG of 2.00 Ibs and death loss of 1.0%
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@ Retain ownership — pricing opportunities vs BE

Comparison of Alternative Expected Net Selling Prices
120
115 +— —e—Cash —a— Futures Hedge -
——LRP, ($96) —<—Put, ($96) /

110 4| —*—Hedge & call, ($104) —e—Put & Call, ($98/$106) A
% 105
o
?
I
© 100
= TC
j=2)
£ 95
T
n £ 2= ¥
% 9o : Ve
@ i Market needs to rally to cover total

85 - : .
s i cost, butcan lock in return to VC
w H

80 : : : — : : : :

84 88 92 96 100 104 108 112 116
Ending Futures Price, $/cwt 33

e 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

34

* 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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