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By Diana Klemme

s a little girl I had a small cloth clown that
I carried everywhere. He was soft and

to Full-Carry and basis is setting record lows in some

markets for wheat and soybeans. At the same time, a AGRICU LTU RAL AND |NDUSTR| Al.
smaller market such as Minneapolis wheat soared to BUILDERS SINCE 1956

inconceivable levels and affected basis and spreads in

familiar and infinitely comforting dur-
ing the numerous trials of my childhood. But
Clownie became grubby and beat up, and other commodities.
lost much of his stuffing despite my mother’s Conventional strategies and tools by themselves

secret attempts to patch him for me. I still loved don’t seem up to the task of adequately managing this

him, but one day I recognized that it was time to year’s risks. But putting “conventional hedging” on the
keep my old friend in my room and carry something
else with me. The old familiar ways and strategies

Managing merchandising risks this year reminds . - .
me of my beloved clown. The old familiar ways are reassuring, d nd it's a little
and strategies are reassuring, and it’s a little fl’lg htening torecog nize th ey may not
frightening to recognize they may not be up to

the demands of these markets. It can be unset- be u p to the demands of these markets.
tling that it could be smart — even necessary
— to bring some new tools and strategies into

shelf the way I retired my old stuffed clown is too dras- THE ULTIMATE BUILDING SOLUTION

tic. CH will remain the right tool for most merchandis-

ers in most crop years. CONTACT US TO LEARN MORE
Venture outside your comfort zone this year and at 1 _800_ 367_3 42 4

least check out other strategies. First, define the differ-

ent issues, factcirs anlcj ris.ks your business faces in these CAPACITY ¢ EFFICIENT
unconventional markets: ECONOMICAL * AUTOMATED

the mix to complement the old ways.
Most merchandisers and managers are
conventional hedgers (“CH”), using strate-
gies that reflect principles you learn in Basic
Merchandising:
¢ Hedging means equal and opposite positions
in cash and futures. Cash and futures prices are not tracking as conven-
e Keep short hedges in the futures month most closely tional markets would anticipate. That adds risk.
corresponding to the cash transaction. Investment capital in commodities doesn’t respond
® Roll short futures forward when a futures spread nears to supply/demand signals. It provides steady new buy-
“full carry” ing that can leave cash prices lagging. Expect this sector
® Basis tends to be fairly repetitive and reasonably predict-
able. It tends to be weakest at harvest and typically firms

when farm selling declines. Buy grain at harvest, roll short

to continue to grow.

There is no limit to how high the basis can go when
supplies are tight. Harsh lesson #2: there is no econom-
ic floor to the basis. And harsh lesson #3: Short hedgers
cannot take their inventory to the delivery market to
fulfill short futures (at zero basis). The good news is
that extreme basis volatility also creates opportunities.

hedges forward and liquidate inventory through the year
to earn the carry.

¢ Go short the basis and ship Delayed Price ownership
when basis and futures are inverted.

e Futures prices provide signals for basis and spread Financial requirements to buy grain and maintain short

expectations: High prices typically reflect tight sup- | r hedges in bull markets can exceed past requirements by

many multiples. Underfinanced firms can find themselves
f forced into bad cash contracts when futures soar. www.marcusconstruction.com

plies where spreads are narrow and basis is high.
Real world merchandising is much more complex than

that, of course, but most managers would still consider them- Counter-party credit and contract exposure with
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Hydra-Hauler
BULK BODIES

TIPPECAMNOE

Mike Strickert - Janesville, WI

STANDARD EQUIPMENT
« Slope Boards
* Aluminum Dividers w/ Doors
* 9-12-9 Auger System
* “Fold Out” Valve Plate For Ease Of Service
« Hatch Or Tarp Top Opening
* Horizontal Or Drop Gates
» Smooth Wall - Inside & Out
 High Mount Stop/Turn Lights
 Barn Style Doors Or Todco Roll-Up Door
Trailer Configurations Also Available

Dykstra’s Elevator - Conklin, MI

STANDARD EQUIPMENT

* Gardner/Denver Duraflow Blower

* A.W. Stauffer 8 or 10 Vane Reversible Air Lock

¢ Aluminum Dividers w/ Doors

« Control Box At Rear

« 72” Offset Tarp Top Opening

* Smooth Wall - Inside & Out

 High Mount Stop/Turn Lights

* Barn Style Doors - 1/2 Or 2/3 Split Doors w/ Grain Chute
Pup Style Units Also Available

=) 877.498.6514
.u]k, IIIZI:H www.hensleyfab. com

Bringing The Bulk Feed
Transportation Industry
Into the
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your buyers and sellers is much higher these days.

Redefine “good” basis: Selling “cheap” basis is fine as
long as you're buying it even cheaper. Looking at past
sales and objectives can be an expensive mistake in
extreme markets.

Inventory repos: Credit lines are the limiting fac-
tor for a lot of elevators this year. Some managers have
hesitated to use innovative financing such as inventory
repo’s, where a financial entity buys inventory in-store,
takes over the short hedges, and pays for the grain against
warehouse receipts. These transactions include a buy-
back clause for the elevator to regain ownership at a
defined time at a defined basis. Most years conventional
hedgers don’t need additional financing and most bor-

Selling “cheap” basis is fine, as long as
you're buying it even cheaper. Looking
at past sales and objectives can be an
expensive mistake in extreme markets.

rowers hesitate to risk their relationship with their lend-
ers. But this is the year where these new tools aren’t only
OK; they may be essential for some firms’ survival.

Bear-spreads: CH would suggest that when futures
carries are narrow, keep short hedges in nearby futures
and sell inventory when returns don’t cover costs. But
in extreme markets, outside factors may limit your
choices. Buyers may back away, for example. To protect
against falling basis in rising futures, consider also bear-
spreading futures; buying the deferred and selling the
nearby month, if the carry isn’t already wide. If basis
falls hard, eventually the futures spread should weaken
and the gains help offset basis loss.

Underhedging your cash position: This is common
in financial markets, uncommon in agriculture. This
earns some revenue on your unhedged bushels in bull
markets to help offset interest costs, contract risk, basis
slippage or other costs. In bear markets your loss on
unhedged bushels is mostly offset by the interest you
earn from withdrawing and putting to use the open
trade equity on your short hedges. The challenge is
to quantify how much to underhedge without taking
on more risk than you offset, and the percentage isn't
static. A 3% underhedge, for example, on 100 bushels
would earn $1.50 on a 50¢ rally on the 3 bushels. The
interest cost on the 97 hedged bushels at 7% would be
$3.40 for 12 months. On the downside, the 3% under-

www.feedandgrain.com

Exceeding Our Customers’ Needs

by Bringing Tpye Innovation

to Every Engineering and Construction Project
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2905 SE 5th Street * Ames, IA 50010
Phone: (515) 232-0442
Website: www.tsargent.com
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hedge loses $1.50, offset by the
interest on excess margin funds of
approximately $3.40 (assuming 12
months at 7%).

Or you can hedge your posi-
tion 100%, perhaps to satisfy loan
covenants, but pay a small fee to
someone else to provide protection
that eliminates the interest cost or
earnings on your hedges. This is a
lot easier than managing the per-
centages yourself.

Options: You can use options
instead of futures to hedge price
risk, but understand the risk profile
and the net costs. Being long puts +
short out of the money calls, lessens
your margin requirements if futures
rise, and provide market gains to
help offset a falling basis, contract
defaults or other risks of bull mar-

1.00 7 Position:
0.80 4 Long unhedged price risk +

Profit/Loss at Expiration

0.60 - Buy out of the money put(s) +
0.40 - Sell out of the money call(s) +

0.20 1 Outcome excludes initial cost.

000 T T T T T T T T 1
-0.20
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kets. Your protection against lower
prices has a ‘deductible’ and some
initial cost. But where a credit line
is limited, options can be an impor-

tant tool.

Solutions in

Hi Roller Enclosed Belt Conveyors:
..New Standards, Innovations, and

Mo’rer|0| Hondllng

——> River Facilities
> Port Operations
> Ethanol Plants
- Soybean Processing
> Feed And Flour Mills
> [ndustrial Applications
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DIBELTAC
5100 West I2Ih Street
Sioux Falls, South Dakota 57107-0514 USA
Phone: (605) 332-3200
Toll Free (US and Canada): 800-328-1785
Fax: (605) 332-1107

E-Mail: sales@hiroller.com
Website: www.hiroller.com
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Another strategy is to maintain
conventional short hedges and buy
some deep out of the money call
options for a small cost. A $1 rise
in futures might add 15¢ to the
time-value of each deep out-of-
the-money call with a 15% delta
factor, for $750 of revenue per
5,000 bushels. This assumes the
rally occurs well before expiration.
The calls aren’t meant to capture a
rally cent for cent but to earn some
money, at a low cost, to help offset
risks. (These values are just for illus-
tration; option analytic programs
can forecast actual outcomes based
on strike prices, premiums, and days
to expiration.)

These are just a few of many
nonconventional approaches that
can expand your ability to manage
the unusual risks of our new mar-
kets. Perhaps one or more will be a
comfortable enough fit for you to
add to your old standbys.

Diana Klemme is a longfime con-
tributor to FEED & GRAIN. Contact
o | herat Grain Service Corporation,
S0 Atlanta, GA, by calling (800)
I 845-7103 or e-mail at diana@
grainservice.com
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YOU KNOW OUR NAMES.

! ' WE KNOW THE QUALITY YOU DEMAND.
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Providing Elevator & Mill operators with
the HARDEST WORKING, LONGEST LASTING
equipment available:

Elevator Buckets & Belt*
Conveyors, Belts & Accessories
Urethane & Lining Material
Hopper Gate Openers

Access & Monitoring Equipment

Safety Equipment
Bins, Tanks, Loading, Unloading
& Transfer Equipment

Hydraulic & Pneumatic Equipment
Replacement Parts

Rubber
elting

ose

Wichita, KS
800-835-0226
rbhinc.com

Mill &
Elevator

Supply

PARTNERS IN
YOUR SUCCESS.

E BN

MILL & ELEVATOR SUPPLY INC.

{g|“‘|“}

Kansas City, MO
800-821-5578
millelevatorsupply.com
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Norfolk, NE
800-356-9782
ebmmill.com

* Pictured: Maxi-Lift Tiger-Tuff
Maximum Duty elevator buckets.




