
Dear Ag Industry Associate,

As we move through the fall season, much of the attention has shifted to harvest 
including the progress of gathering this year’s crops along with the size of those crops 
following a very favorable growing season.  The large supply of both corn and 
soybeans will create very different paths in the coming year for crop and livestock 
producers as highlighted by the margins for each industry.  Another dynamic in play is 
how this increased supply will impact forward cash prices and basis levels next year.

This month, we feature an article, “The Cash Market and Margin Management” that 
explores when it may be advantageous to contract a forward price in one’s local cash 
market, and how the futures market may be incorporated to compliment a cash 
purchase or sale.  Another topic we explore this month, in “Looking at the Full Picture” 
is accounting for losses on hedge positions that are protecting forward profit margins 
in deferred periods.  

The latter article helps to make sense of realizing losses on derivative transactions 
that will be reconciled by future purchases and sales in the local market. It features a 
new tool called the Capital Monitor that was created to help producers and their lend-
ers make sense of how gains or losses on hedging transactions translate back to 
margins on the open market.  Using this tool has been helpful in allowing producers to 
put losses on futures and options into a broader context of looking at an overall profit 
margin opportunity.

As always, the latest profit margin projections for the crop, hog, dairy and beef cattle 
industries are also included in our regular Margin Watch feature along with a full 
schedule for upcoming margin management educational programs in the 2015 calen-
dar year.         

Sincerely,

Chip Whalen
Managing Editor
V.P. Of Education & Research
CIH

October 2014 Learn more at MarginManager.Com
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 Within a margin management context, 
profitability is ultimately determined by the costs 
and revenues that are realized in one’s local 
marketplace.  In this respect, the cash price is 
important as it truly reflects the profitability of a 
crop, livestock, or dairy operation at any given point 
in time.  In projecting forward margins, the futures 
market is used as a price discovery mechanism to 
estimate costs and revenues in deferred time 
periods.  While this is a reasonable way to gauge 
future profitability, there is obviously room for error 
given that local prices may be more or less than 
what the futures market is projecting.  This differ-
ence or basis between cash prices and futures 
prices can have a significant impact on profitability 
and one’s overall margins in any given year or 
period within a year depending on what is happen-
ing in the cash market.
  
 In contracting prices to secure forward 
profit margins, producers have a choice of using 
their local cash market or derivative contracts 
including futures and options on the exchange.  
When prices are favorable and contracting is avail-
able, it is typically better to contract for purchases 
and sales in the cash market as this provides 
greater certainty to an operation’s bottom line.  The 
basis, or the difference between the cash market 
price and the futures market price, is typically used 
as a gauge of when it would be favorable to contract 
for purchases and/or sales in the local market.  A 
weak basis from a historical or seasonal perspec-
tive may trigger a purchase decision to realize a 
cost; likewise, a strong basis may similarly trigger a 
sale decision to secure revenue.  In some cases, 
this basis is something that can only be contracted 
for in a spot transaction.  In other cases however, 
the basis may be set in advance of delivery and be 
secured over a period of time.  This is typically true 
on the crop side as basis can often be contracted in 

forward time periods. 
 
 In the current environment, crop prices 
have been under a great deal of pressure due to the 
large supplies expected to be harvested this fall and 
the growing stocks that will accompany this 
increased supply.  This dynamic typically results in a 
weak basis as cash prices come under pressure 
relative to futures prices.  Because of this, feed 
purchases may be favorable for hog, dairy and 
cattle operations not only on a spot basis, but poten-
tially on a forward basis as well.  To the extent that 
basis values are offered at attractive levels in 
deferred periods, it may well be worthwhile to 
secure these costs in order to achieve greater 
visibility on forward margins.  Clock soybean meal 
contracts, forward corn and DDG purchases, and 
forages may very well be secured into 2015 at costs 
that pencil out favorably relative to the value of 
hogs, milk and cattle for livestock feeders. 
 
 Given the dynamics of basis the past few 
years following short crops and supply deficits 
relative to demand, it might be prudent to contract in 
the local cash market for feed purchases to the 
extent that basis is offered at a level which trans-
lates into favorable forward margins.  While using 
forward contracts in the cash market provides 

greater certainty to deferred margins given that basis is included in the transaction, a disadvantage often cited with using the 
cash market is the lack of flexibility those contracts provide around the price being secured.  While it may be the case that feed 
prices can be locked in at levels that pencil favorably for forward margins, it still might be advantageous to retain flexibility for 
margins to improve.  The futures market can assist in this process though as complimentary positions may be built to add 
flexibility to a cash purchase or sale in one’s local market.  

 As an example, let’s say that I am being offered a clock contract on soybean meal for 2015 at basis levels which appear 
attractive relative to past years and much closer to normal from a historical perspective.  I like the fact that I can lock in this 
supply for my protein needs, and having the peace of mind knowing that the supply will be available when needed at my opera-
tion following some of the dislocations that have taken place recently.  While locking in a delivered price on a clock basis sounds 
good from a margin perspective, I still may have pause given the recent increase in price due to concern that I might be booking 
an inflated value.  What I could consider doing in this instance is going to the exchange to purchase a put option or put spread 
in order to participate in lower prices following my purchase should the market begin to move down again.  Combined with a 
fixed purchase price in the cash market, a put option or put spread would allow me to essentially re-price my soybean meal 
purchase in a declining market for the cost associated with the option’s premium.
    
 If prices do in fact decline, the put option or put spread will gain in value to offset the depreciated inventory that was 
purchased at a higher price.  In a similar way, if a sale price is contracted in the local cash market such that basis is secured 
against forward margins, flexibility may be added by complimenting that sale with the purchase of a call option or call spread.  
This would allow a producer to participate in higher prices following the cash sale, as the call option or call spread will gain in 
value to offset the opportunity cost of having previously sold at a lower price level.  Other strategies could also be considered 
around either a cash purchase or sale on a forward contract in one’s local marketplace to achieve added price flexibility.  In 
general, if basis levels are attractive as they compare to historical ranges and factor favorably to forward margins, it would 
typically be advantageous to contract those in one’s local cash market; however, this does not necessarily mean that a producer 
must forgo flexibility.  Understanding how the cash market and futures market can work together to protect forward margins will 
ultimately put you in greater control of your operation’s profitability and improve the effectiveness of your overall margin man-
agement.
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ultimately put you in greater control of your operation’s profitability and improve the effectiveness of your overall margin man-
agement.
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 For many margin managers, using deriva-
tive contracts to protect forward profitability can be 
challenging given the performance bond require-
ments of various futures and options strategies.  In 
addition to the cash flow implications of maintaining 
these margins in a brokerage account, gains and 
losses on open and closed positions are typically 
“marked-to-market” or realized periodically on a 
month-end basis.  It may well be the case that 
depending on market conditions, open or closed 
positions will result in a loss that is realized in the 
current period; however, that loss goes against a 
deferred period where actual costs and revenues 
will be assumed at a later date.  This dilemma 
creates a cash flow dislocation as hedge losses are 
realized first before operating gains follow later.  As 
a result, working capital is necessary to fund the 
hedge losses until funds come back into the opera-
tion over time.  In addition, it becomes easier to 
focus on the “loss” resulting from the derivative 
transaction because the operating gain has not yet 
caught up to that loss. 
 
 A producer might conclude that they should 
not have hedged to begin with so that the loss on 
the derivative contracts would not have occurred.  
While it may be true that avoiding these losses 
would have allowed for even more favorable 
margins to be realized, it is important to keep in 
mind what these losses represent and put them 
within context of the operation’s overall goals and 
objectives.  In using futures or options to protect 
costs and revenues in deferred periods, one is 
typically defining a level of profitability that repre-
sents an acceptable target or return to the opera-
tion.  A projection of that forward profit margin is 
made with some assumptions built in, but if the 
model reasonably captures all the unique variables 
of the specific operation, it should provide good 
visibility into those forward margins.  

“If one only considers the loss with-
out taking into consideration 

improvement in operating margins 
that result from lower costs and 

higher revenues, they may miss the 
point of how their operation has 

actually achieved a favorable result in 
the end run.”  

 Let’s assume for example that we have a 
hog operation which finishes around 90,000 market 
pigs annually and has actively been monitoring and 
hedging forward margins about a year out in time.  
They have begun to realize actual margins in the 
spot Q4 period, and maintain derivative positions to 
protect forward margins through Q4 of 2015.  Given 
this hypothetical operation’s goals and objectives, 
they have defined a target net return over the next 
year of $2 million they would like to protect with the 
possibility of that margin improving slightly if 
margins continue to strengthen.  Following the price 
action of forward feed costs represented by corn 
and soybean meal futures along with projected 
revenues represented by hog futures, the market 
has already provided the opportunity to contract a 
mix of futures and option combinations that will 
allow this operation to achieve their objectives, and 
they have been maintaining these positions in the 
market as forward margins have continued to 
improve.

 With corn and soybean meal prices steadily 
moving lower over the past several months along 
with increasing hog prices, this operation has both 
open and closed hedge losses on these futures and 
options combinations that they are marking to 
market on a monthly basis.  While their costs and 

Continued on next page.

revenues have yet to be realized for the remainder of 2014 and all of 2015, feed costs are generally lower than what they were 
projecting when they started to protect these forward margins and hog prices are higher than what they were expecting to 
receive in these deferred periods.  On the open market, their unhedged margin is much more favorable than what they are 
projecting although their net margin is nonetheless above what they targeted as a net return over the following year. The 
graphic below illustrates a tool we call the Capital Monitor which shows the impact of these derivative hedges on net profitability 
relative to the open market:
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Continued on next page.Past performance is not necessarily indicative of future results.
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 Looking at the total across the top and scanning over to the far right, one can see that on the open market, this particu-
lar operation would be making just over $4 million based on an unhedged position with all costs and revenues reflected at 
current projections.  In the final column, the net margin of $2,461,410 shows what the operation is expecting to realize taking 
into consideration the impact of their hedging positions over the following year.  While the net margin is not as strong as what 
would be the case under the open market, it is nonetheless above the goal this particular operation set out to achieve.  The 
difference between the two figures of $1,554,615 would represent the hedge loss on both open and closed positions looking 
out through Q4 of 2015.  While this figure does represent a cost to the operation both from the standpoint of interest on working 
capital until actual margins are realized as well as lost opportunity, it is important to keep in mind that the operation is still 
projected to achieve their objective in realizing a margin above their defined profitability target.
  
 In judging the impact of hedge losses on open and closed positions that are marked to market but allocated against 
deferred periods, it is important to look at the bigger picture of what these losses represent within the broader context of net 
profitability.  If one only considers the loss without taking into consideration improvement in operating margins that result from 
lower costs and higher revenues, they may miss the point of how their operation has actually achieved a favorable result in the 
end run. 

Exploring the Margin Approach

Looking at the Big Picture
Continued from previous page.

 

“CIH empowers you with knowledge. You 
will really gain by developing a disciplined 

approach to capturing margins.”
See for yourself why veteran hog producers like Doug Laut 

are so impressed. Schedule an online demonstration or 
register for an educational program now.

(866) 299-9333
Individuals providing testimonials were not compensated. 

Testimonials are not indicative of future success

Past performance is not necessarily indicative of future results.
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Corn Margin Watch: October
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Soybeans Margin Watch: October
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Wheat Margin Watch: October
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