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Using Hedge Information as a Risk Management Tool for Feeder Cattle

The Theory Behind A Hedge
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“Historical Example” worksheet of the Hedge Calculator
allows the user to select the week and month they would like
to place a hedge, as well as the sale date and weight. The
spreadsheet then calculates the expected selling price for the
calves using a historical basis derived from the most recent
three years of data from the Nebraska Combined Auction
data, available from the Livestock Marketing Information
Center (LMIC). The user is requested to decide if he/she is
satisfied with the price. If so, the program will show the
results from hedging that year, otherwise it will only display
the cash price received on the sale date. The first year for
viewing a simulated hedge is 2000.

The resulting calculations in the “Historical Example”
worksheet show the user the advantages and disadvantages of
hedging. By hedging, producers reduce the risk of a price
reduction. As an opportunity cost, however, producers must
be willing to forgo any additional revenue that would have
been received if prices rise. The lost revenue as a result of the
choice to hedge can be interpreted as a premium for insurance
against falling prices. It should be noted that hedging is not a
get rich scheme, but a method of deferring price uncertainty.

What Good is the Futures Market if You Don’t Hedge?

The futures market is a valuable tool for calculating an
expected price, or developing a price forecast. Thousands of
individuals participate in the futures market daily, each with
their own idea of how current conditions will affect market
prices in the future. All of these ideas and expectations
collide in the futures market in the discovery of a contract
price. A discovered price is the market’s best guess of the
future price. The price forecast created by this process is
considered to be one of, if not the best, price forecasting tool
available.

Within the Hedge Calculator are two additional
worksheets that provide current price forecast and historical
performance of the futures market’s price forecasting ability.
The first worksheet, “Expected Price Calculator,” provides a
price forecast when the user enters his/her local basis and the
appropriate futures price. Users could utilize different basis
expectations to capture the range of possible net prices. By
using a locally determined basis with published futures
contract prices, the Expected Price Calculator provides a
locally adjusted price forecast.

The second of these worksheets, the “Price Forecasting”
worksheet, helps users discover the historical accuracy of the
price forecast for a user specified hedge period using the
Nebraska markets. The available start dates range from March
to July. By selecting the month and the week with the month,
a forecast is made for each of the years from 2000 to 2007.

Theory suggests that the closer the price forecastis made
to the futures contract expiration the more likely that it will
match the cash price. Figures 1 and 2, graphs from the Price
Forecasting worksheet, show the differences based on
historical futures price data of a March and July hedge due to
mature in September. In these figures, the red line is the
actual cash price in September of that year while the blue line
is the predicted September cash price. In Figure 1, the

forecast for September prices was made in late July, which
more closely matches actual prices than those forecast by the
March hedge in Figure 2.
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Figure 1. September Cash Price as Predicted in July

$130.00 Forecasted Price vs. Cash Price

$110.00 P

$90.00 :"\L(—//\/

$70.00

$5000 bor-r-—
FE S S S

Figure 2. September Cash Price as Predicted in March

The Hedge Calculator is easily accessed and available for
downloading on the web at www.agmanagerstools.com. The
authors welcome and encourage any comments and/or
questions.
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