= O

~ price for class III is the current month’s Basic Formula Price (BFP). Class II is grade A milk
used for soft manufacture dairy products (yogurt, cottage cheese, ice cream, etc.) and is based
on the BFP two months previous plus $.30 per hundredweight. Class I is grade A milk used
for beverage purposes and is also priced using the BFP two months previous plus a class I
d:fferenual that varies with dxstance ﬁ'om Eau Claire, Wisconsm :

Deliveries of milk under both contracts will be subject to federal order pricing rules.
The federal order class specification for both contracts is Class Ill. Class IlI-a, Class II, and
Class I price differentials will apply to the delivery settlement price. In other words, those
taking delivery will be responsible for any additional costs associated with higher uses (Classes
I and II) or any reduced cost if the nnlklsnsedforCIassm~Aand thefederalorder Class II-A
mlessthantheCIassHIpnce ‘ .

'WEAT WILL THE NEwl\mK FUTURES CONTRACTS PRICE?

‘Since the new milk futures contracts price Class III milk and since the minimum Class
III price in all federal orders is the Basic Formula Price (BFP), it would seem logical to assume
that the contracts will "price” the BFP; that is, thatfuumpnc&sm}lrepr&senttheexpected
value of the BFP for the dehvery month

However, the actual value of Grade A milk used for Class III purposes seldom matches
the BFP. In Wisconsin and other Midwestern states, intensive competition for milk elevates
Grade A milk prices well above minimum biend prices, 1mp1ymg plant costs for Gr.ade A milk
~ used for manufacturing higher than the BFP.

Figure 1 shows the relauonsth between the Grade A manufacmnng mﬂk price in
Wisconsin and the M-W price (the predecessor of the BFP) for 1984-94.% During that period,
Grade A manufacturing milk prices increased steadily above the M-W price. In recent years,
; GmdeAplants;md$70~$100perhundredwe1ghtmorethantheBFPformﬂkusedtomake

6 This chart is derived from data supplied periodically by the Market Administrator’s Office, Upper
Midwest Milk Marketing Order. The Grade A manufacturing milk price is calculated by subtracting
federal order pool draws (revenues associated with market-wide sales of Class I and Class II sales) from
reported pay prices of plants engaged exclusively or predominantly in manufacmrm g Class Il products.
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Wisconsin Crade A Manufacturing Price and M-W Price
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Figure 1

' Under the CSCE milk contract, with delivery points in the vicinity of Madison, eligible
plants would not likely be willing to supply milk for delivery at the Basic Formula Price if they
were obligated to pay producers more. The cost to acquire milk for delivery would be at least
the Grade A cost to the plant for Class IIT milk. Plants may demand even more, since the
unanticipated reduction in supply would distupt manufacturing schedules and cause the plant to .
operate at reduced input levels.’ If these added costs are reflected in the futures price, then
the CSCE milk futures price would be expected to exceed the BFP by the amount necessary to
induce delivery from Grade A plants. Of course, this assumes that delivery, rather than offset,
is viewed as a viable option for hedgers.

7 Grade A mamxfactm'mg plants typically negotiate substantial "give-up” charges for spot sales of
" milk for diversion to fluid use. ; e ;
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If the CSCE contract prices the Madison, Wisconsin, district Grade A price rather than
- the BFP, establishing a basis for hedging purposes will be more difficult than if the contract
- prices the BFP. There is no routinely-reported Grade A manufacturing price. Consequently,
hedgers will need to predict the Grade A premium for Class Il milk in the Madison district and
use that value in relation to the BFP in their calculation of basis. This do&notposeasenous
problem as long as the relationship between the Grade A price and the BFP is reasonably
predictable and the contract does not "switch” from pricing the BFP to pricing the Grade A

The CME contract price could be affected in a different way. The CME contract
specifies plants regulated under the Chicago and Upper Midwest orders as destinations for
delivery. Contract sellers bear all or most of the cost of delivery to the destination. The milk
may originate from eligible Grade A milk plants anywhere in the U.S.

B Thxsrms&stheposmbﬂtythatthecmmﬂkcomractmﬂpnoe "distressed” milk; i.e.,
- milk volume that temporarily exceeds plant capacity in some region. Distressed milk moving
'toWisconsmformanuﬁcmungtypxmﬂysensatadlscoumtotheBFPs Supphersarewﬂhng
‘tomcmla:gehaulmgcostsmordertoﬁndahomeforthemﬂk. ;

: Moreover the lomnon of dxsmad milk and the related cost of dehvery to a Chwago
or Upper Midwest order-regulated plant could vary from month-to-month. And, at times, the
- delivered cost of distressed milk to Midwestern plants could exceed the cost of local supplies.

- Because of their different delivery terms, the CME contract price would be expected to be at or

" below the CSCE price. The CME price would equal the CSCE price if the delivered cost of
~ Grade A milk from the lowest price area equalled or exceeded the Grade A price in the delivery
~ rTegion. IfﬂleCMEcomctpnmdlstmssedmﬂkthaxwpphemaremﬂmgmsmpmthe
Midwest at delivered price less than the Grade A price in the delivery regmn, then the CME
conu'actwmﬂdbeexpectedtotradeatadascounttotheCSCEcontract. ,

£ Thepossxb:htythattheCMEconn’actwﬂlpncedlsuessed mﬂkpos&s apotennalproblem
- for hedgers because the basis would be unpredictable. For example, at the time a hedge is

- placed, the CME contract price might reflect a temporary surplus of milk in New Mexico and

~ the related willingness of a cooperative to incur a substantial loss to ship the excess milk to
Wisconsin for manufacturing. That price might be lower than the BFP. At the time the hedge
is lifted, the CME contract price might represent a normal supply situation, pricing the Grade
A manufacturing mitk price in Minnesota and Wisconsin. That price would be above the BFP.
In other words, the price expectation when the hedge was placed wouid be different from the
pnce expectation when the hedge was lifted because the underlying futures price was, in effect,
pricing different commodities.

8 Distressed Grade A milk from regulated plants is subject to federal order minimum pricing rules.
But dairy cooperatives, which are exempt from paying minimum producer blend prices, account for most
interorder shipments of milk in excess of local manufacturing capacity.
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These concerns may be immaterial if delivery occurs only very infrequently. In that
case, both contracts would likely price the BFP. That is because the BFP is the only
consistently reported, verifiable, nationally applicable milk price. That, in itself, may ensure
that the contracts price the BFP, and that parties choosing to make or take delivery bear any
additional costs or risks. Since delivery is (intentionally) very difficult under both contracts, we
suspect that it will be a rare event. SR 2 S

In the hedging examples below, we assume that the CSCE and CME milk contracts price
the BFP. If that is not the case, then hedgers will need to account for deviations in establishing

HEDGING WITH THE MILK FUTURES CONTRACTS - SOME EXAMPLES

: A stated reason for introducing the new milk futures contracts is to provide more
 straightforward hedging opportunities for dairy farmers and dairy plants buying raw milk. The
cheddar cheese futures contract, which has traded on the Coffee, Sugar and Cocoa Exchange
since June 1993 can and has been used for hedging milk. This involves a cross-hedge;
protecting a price for one commodity by trading futures contracts for another commodity. Since
‘cheese and milk prices move together very closely, hedging milk using the cheese futures is not
a particularly risky cross-hedge. Nonetheless, the exchanges felt that a direct hedge (trading raw
milk futures contracts to protect raw milk prices) would be easier for many hedgers to
 understand and use. T i st el e

~ Assuming that the new milk futures contracts "price” the Basic Formula Price, hedging
is straightforward for some potential users.. But it is not for others. Fluid milk processors
should find it easy to derive accurate price expectations based on milk futures prices (i.e, basis
risk will likely be small). Dairy plants who buy milk on 2 volume basis and dairy farmers who
sell milk by the hundredweight will also find the new contracts reasonably simple to use for
hedging. However, plants paying for milk components rather than milk volume can only use
the futures contracts to cross hedge component prices against the futures milk price. Likewise,
dairy farmers paid under muitiple component pricing arrangements will need to convert milk
* futures prices to related component prices or convert component prices to equivalent expected
milk prices if they engage in hedging. b

| Several hedging examples are shown below. We caution the reader that these are
simplified examples to illustrate the concept of hedging with the milk futures contracts and the

types of hedges that might be placed.
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~ Fluid Milk Processor Hedge to protect contracted sale

Setret e L g B

§
.
1
!

| Case I: Futures price increase/No basis change

Apr. 96 | Botderpurchases 500,900 pounds

FLUID MILK PROCESSOR HEDGING

Possibly the most direct hedging opportunity with the milk contracts is for fluid milk
bottling plants that purchase their entire raw milk supply from cooperatives. This is because all
multiple component pricing (MCP) plans in effect under federal milk marketing orders exempt
fluid handlers (bottlers) from MCP payments. In all orders, fluid handlers’ pool obligation is
the order Class I price plus or minus an adjustment for butterfat content above or below 3.5
percent. The minimum Class I price is the basic formula price from two months earlier plus a
fixed Class I differential. Hence, a handler can lock in an order price two months beyond the
contract month for the milk futures contract. . -

Fluid handlers acquiring milk from cooperatives typically pay more than the order
minimum Class I price in the form of an "over-order” or "superpool” premium added to the
announced Class I price. These premiums are a source of basis risk, but they are usually
announced two months in advance, and usually do not change substantially from month-to-
month. T e :

 An example of a potential hedge by a fluid milk bottler is illustrated in the table below.
The example assumes that the bottler forward contracts for delivery of half-pints of milk to a
school district on a fixed price basis. The bottler’s largest cost is raw milk, so it wants
protect its contracted price by locking in its raw milk cost. .

 Bottler needs 500,000 pounds of
- milk to supply April school milk
Class I Differential = $2.50.

Coop premium = $1.00.
Price objective is $15.00.

BUY 10 Feb. contracts @ | $3.5
o it

Feb. *96 SELL 10 Feb. contracts |
| | $3.50

| of milk from coop @ $16.00.

Gain/(Loss) | ($1.00) : 3 $1.00
Net Gain - 00 ;
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Case Il: Futures price increase/Basis strengthens

*Feb 96 L AR i SELL 10 Feb. contracts
| | 57 @ $13.00 -

CApr. 96 'Botﬁer purchas&s 500 000 pounds
' ‘of milk from coop @ $17.00.
1 (Coop premium mcmsed to

($2.00)
_(30.50)

SELL 10 Feb. contracts
@ $11.00 -
Bottler purchases 500,000 pounds
of milk from coop @ $14.25.
- (Coop premium decmsed to
3.75) -

$.75
$.25

o Inth:sexample thebottlerwouldhavemtabhshednscontractpncetotheschool dlstnct ,
‘by converting the February 1996 futures pnoe into a related raw product price that would have
permitted a nozmal pmﬁt. With no change in the basis (the difference between the bottler’s
expected procurement price and the futures contract price), any potential loss from a price
mcr&semthemshmarketwouldbeoﬁfsetbyagamfmmﬁmmmarkettransacnons :

Bemnseofthelanglasstncmbunderfedemlorders the bottler would place its
hedge in the futures contract delivery month two months before the milk was to be purchased.
Itwoxﬂdﬂzenoﬁfseutslongfumr&smarketposmontwomonthsbeforcprocxmng milk in the
cash market. Since cooperatives price milk to their buyers according to federal order pncmg
rules, the lagged BFP not the cun'ent month BFP, establishes the processors ﬂmd milk price.

;’I‘here are only two sources of basis risk in this example: (1) The coop ovemrder
premium may be different from what the plant expected when it placed its hedge; or (2) the
futures market price may not converge with the basic formula price in the delivery month.

In case II of the example, the coop supplying the bottler negotiated a premium higher
than what the bottler expected. This resulted in a basis higher than expected (strengthened
basis), leading to a net loss from the hedge. In Case III, the coop premium was less than
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expected (basis weakened), and the hedge showed a net gam Note thax the C]ass I differential
is fixed and cannot affect the basis.

‘Convergence of cash and underlying futures prices during the month of delivery is
usually assured because of arbitrage — gains from "buying low” and "selling high” cause the
cash and futures prices to come together at the time of delivery. In actively-traded futures
markets, there is essentially no risk that prices will not converge. However, as noted earlier,
there is some question about what cash ma:ket pnce the futuzes pnce wﬂl converge w1th in the
case of the milk futures. : : : S

/'HmMnxSmmememG ‘

Another ﬂmd milk hedging oppomxmty involves a cooperative supplymg milk to a fluid
bottler. The hedge would be different dependmg on whether the supply contract was an open
pnce or fixed pnce contract. With an open price contract, the coopemtzve would be interested
in locking in a price that represented a profitable fluid milk price for its members. It would
place a short hedge (short futures market position with subsequent offsetnng purchase) to protect
agamst a price decline. Under a fixed price contract, the cooperative would need to protect its
procurement cost, and would place a long hedge (long futum market posmon with subsequent

offsetting sale).

. Let’s look at a simple open price supply contract hedge first. Assume that in January
1996, a cooperative agrees to supply one million pounds of milk to a fluid bottler in June. The
price when the milk is delivered will be the BFP for April plus $3.75 per hundredweight. This
pricing fcrmnlawnformswnhfedexalorderpncmgm}es 'IhemzmmumClasstncelsthe
Basic Formuia Price from two months&rherplusaClassImfferenualﬂxaizsconstantﬁom
‘month-to-month. Assume that the Class I differential applying in this market is $2.50 per
hundredweight. Further, assume that the cooperative is a member of a over-order bargaining
federation that has negotiated a $1.25 per hundredweight Class I premium with all fluid handlers
in the marketing area. Under these assumptions, the basis for the hedging transaction is $3 75,
the sum of the order Class Idaﬁerennalandtheovemrderpremmm

The cooperative feels that the $12. 00 futures price for April 1996 represents an optimistic
price level, and decides to lock in the related fluid milk price of $15.75. To do so, it sells milk
_ contracts equal in volume to its contracted cash market sale, or 20 50,000-pound contracts.
 Because of the formula lag in pncmg, the cooperative will place its hedge in the futures contract
dehvery month that is two months prior to the month it will make its milk delivery; it is hedgme,
in the month when the sale is priced, not when it occurs. ,

. In this example futures market gains from offsetting the hedge cancel cash market losses

(relative to the price expectation) if the futures price falls between the time the hedge is placed
and when it is lifted. Likewise, cash market gains (relative to expectations) cancel futures
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market losses if the futures price increases. With no change in basis, gains and losses exactly
match, meaning that the cooperative exactly achieves its locked-in price.

. This is an unusually risk-free hedge. As long as the milk futures contracts price the BFP
andtherexsconvergencemthefunmmarketdehverymonﬁx there is no basis risk in this
hedgmg example That is because the cooperauve has locked its sales pnce to the BFP.

| Cboperaﬁve contracts to Supply mﬂkto a ﬂuld botﬂeréx future date

| Date Cash Market Futures Market Basis }

ﬁ

| 1an
}
B
|
|
|
J
|
|
|
1

Cooperative signs an open price
_contract to supply a fluid bottler with
1 miltion pounds of milk during June
1996. Price at delivery will be BFP
from two months earlier plus $3.75
(ClassIdxﬁerennalof&SOand
Overorder premium of $1.25). Coop
~ wants to lock in an attractive fluid
milk sales price as reflected by
current futures quote for April. Price

SELL 20 Apr

contracts @ $12.00

$3.75

!
+
.

_ objective is $15.75.
Case I Fumrm pnce dechne/No basxs change i
Apr. ’:96 - BUY 20 Apr. ﬂ
‘ B contracts @ $11.75.
i Jun. ’96 Cooperative delivers milk to bottler. $3.75
= Gross paypnoexssls 50 N
Gam/(ImS) ($0 25) $0.25
Net Gain $0.00 s '
Case II: Futures pnce increase/No basis change |
Apr. 96 ' BUY 20 Apr.
contracts @ $13.00
Iun *96 Cooperative delivers milk to bottler. = ' ' $3.75
Gross pay price is $16.75. ' 1
Gain/(Loss) $1.00 (31.00)
Net Gain $0.00 ,




There is one other complexity that should be discussed. Note that nothing is said in this
example about what the cooperative pays its members in the month of June. The June BFP
could be much lower or higher than the April BFP. How can this be a risk-free hedge if the
cooperative price is unknown when the hedge is lifted. : ‘

z The answer is in federal order pricing and pooling rules. The cooperative accounts to
the federal order pool for its Class I disposition at the federal order Class I price, which for June
Class I sales, is set in April. Consequently, even if the BFP is different between April and
June, the Class I price obligation is fixed in April. The cost of the milk in terms of the
cooperative pay price may be different from expectations because producer premiums may be
higher or lower than predicted. But this risk applies whether or not the cooperative hedges;
hence, it is not a part of basis risk in this example. (But see the next example!)

A second example illustrates a fixed price contractual arrangement. In January 1996, a
cooperative agrees to supply milk to a bottler in June 1996 at $16.00 per hundredweight. To
protect itself against adverse price movements that would cause a loss, the cooperative wants to
Jock in the cost of the milk it will supply at the fixed price. This calls for a long hedge.

In this example, the basis is calculated as the cost of milk to the cooperative less the
futures price (assumed to price the BFP). In practice, the cooperative would set its sales price
by adding its expected basis to the futures market prediction of the BFP for the pricing month.
The cost of milk is largely fixed by federal order pricing and pooling rules. However, there is
~ an element of basis risk associated with "plant premiums” (premiums over the federal order
blend price). In building its basis, the cooperative assumed it would pay a Grade A piant
~ premium of $1.00 per hundredweight. In Case II, the actual premium paid was only $.75,
leading to a hedging "profit” equal to the amount by which the basis weakened (3.25). Had the
basis strengthened, the hedge would have yielded a loss equal to the change. "

speciﬁedpﬁceintheﬁmrre. |

Cooperative oontractstosu?plYmilktoaﬂnid bottler at a

BUY 20 Apr.
contracts @ $12.00. |

Cooperative commits to provide 1

1 million pounds of milk to a fluid

| bottler during June 1996 at a fixed

| | price of $16.00. .

1 S Class I Differential = $1.50. -
'Grade A premium to patrons is $1.00

| over the order blend price. Projected
cost of milk is $14.50. (BFP plus
$2.50) , o

|
|
E
|
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CaseI: Futures price decline/No basis change

Apr.9%¢ | ~|'SELL 20 Apr.
- | contracts @ $11.75.

{| Jun. '96 | Cooperative procures milk to meet ‘ $2.50
‘ ‘ | contract. Accounts to federal order e
| pool at $13.25 Class I price ($11.75

‘| BFP plus $1.50 Class I differential).

| Pays producers a June 96 plant
premium of $1.00 (over the order
blend price). Cost of milk is $14.25.

Cooperanveprocxm milk to meet
contract. Accounts to federal order

| pool at $14.50 Class I price ($13.00
- BFP plus $1.50 Class I differential).
Pays producers a June "96 plant
premium of $.75 (over the order
blend price). Cost of milk is $15.25.

3.75)
825

CasH FORWARD PRICING

Milk futures can be used by dairy plants to offer fixed price contracts to their dairy
farmer suppliers. ThecheddarcheesecontractontheCSCEhasbeenusedfor@spmposeby
cooperatives heavily involved in manufacturing cheese. The new milk futures may provide

superior hedging opportunities for plants making other dairy products whose prices are tied as
closely as cheese to the BFP. Some cheese plants might also choose to use milk futures rather

than the cheese futures for hedging cash forward contracts.
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A simple example of cash forward contracting by a cheese plant using milk futures is

 illustrated below. The example is simple because it implies 2 very rudimentary basis calculation.
Cash market gains and losses are calculated relative to "opportunity cost,” i.e., in relation to
what competitors paid for milk. . e LR e ,

Che&se plantofferscash foxward price contract to dairy farmers; hedges ob]igaﬁdn in milk

© Cash Market . Futures Market

[ 5an. 96 | Prant offers fixed price contract to | SELL Apr. milk | $1.00

~ | Grade A patrons. Will pay $14.00 | contracts @ $13.00.

il base price (3.5% butterfat) for April | |

e | milk. Contract price is derived as |

i follows: i e ' %

$13.00 BEP |

"4 .75 Normal Apr. "pool draw” o | E
4+ __.25 Plant premium . k

- $14.00 « , - , ‘ s

|

|

i

I

|
| Case I Funures price decline/No basis change
|
|
|
|

Il Apr. *96 Plant pays producers the contract | BUY Apr. milk $1.00
e price of $14.00. Competitors pay contracts @ $12.00. '

|l Gain/(Loss) | §1.00) L $1.00

| NetGam | 5000 | ,
1| CaseII: Fumpricé increase/No ba_§xs change

Apr. 96 Plant pays producers the contract BUY Apr. milk | $1.50

~ | price of $14.00. Competitors pay contracts @ $14.00
$15.00. S SN L

|

|

Gain/(Loss) | $1.00 o | ($1.00) |
Net Gain | $0.00 g | v |

The plant offering the forward pricing arrangement establishes its future pay price
according to the futures market price for milk. In this case, the April price offer is set in
January by adding the manufacturing plant’s expected "pool draw" and its plant premium to the
futures market prediction of the BFP. The pool draw is the difference between the reported
federal order blend price for the month and the Class I, or Basic Formuia Price. Pooled
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manufacturing plants receive this draw to make up the difference between the blend price (which
all regulated handlers are obligated to pay their producers) and the Class III price (the order-
specified value of milk used to make cheese). As described earlier, the plant premium is over
the blend price, and reflects competition among plants for milk. SR

The pool draw and the plant premium comprise the basis, which is added to the futures
price to derive the Grade A price offer. The plant is committed to paying $14.00 per
hundredweight. To protect itself against adverse price movements, which would prevent the
‘plant from paying the fixed price, the plant hedges by selling April milk futures contracts

equivalent in volume to the volume of milk contracted at the fixed price. . :

" If there is no change in the basis from what was predicted when the hedge was placed,
then futures market gains will offset cash market losses if futures market prices fall. Cash
market losses, in this case, are relative to what competitors paid for milk. In case I of the
example, the plant offering the forward contract would be at a serious competitive disadvantage
 if it were obligated to pay $14.00 while its competitors making the same product could acquire
milk at $13.00. :

In case II, the plant loses $1.00 per hundredweight from its futures market transaction

because the futures price (and the BFP) rose by $1.00 between the time the hedge was placed

~ and when it was removed. However, this loss is offset by the lower price the plant pays for

. contracted milk relative to competitors. Obviously, those dairy farmers holding fixed price

contracts would not be very pleased by this turn of events. But they received the price they
agreed to contract for in January. g ey S e s

, ,iltisinstxucﬁvetocomparemiswshforwardpﬁcinganangementwithoneinvolvinga
hedge in cheese futures. The following example shows an identical Grade A cash forward price
quote derived from the CSCE cheddar cheese futures. Basis is derived in a different fashion.
 First, the cheese futures price is converted to gross revenue per hundredweight by multiplying
‘by expected yield of cheese per hundredweight of milk (assumed to be 10 pounds in the
~ example). Then, the gross value is adjusted by added revenue associated with the plant pool
' draw and plant costs, yielding a net value to milk. The net value, representing what the plant
can profitably afford to pay for milk, is the cash forward price offer. The basis is the difference
between the net value of milk and the futures price for cheese times expected cheese yield.

Both the pool draw and plant costs are sources of basis risk in this hedging example. In
~ Case 11, the pool draw is $.25 less than expected and net make cost is $.10 more than expected.
This weakens the basis by $.35, resulting in a hedging loss. Other sources of basis risk include
cheese yield variations and local cheese prices varying from the futures price at the time of
offset. :



Cheese plant offers cash forward price contract to dairy farmers; hedges obligation in cheese

Date CashMaIket | Futures Market | Basis

Ian 96 £ Plant offers ﬁxed pnce conn'act to SELL May cheese $0.00
s GxadeApau'ons Wiilpay$1400 cont:acts@$140 :
=  base price (3.5% butterfat) for May
‘ milk. Contract price is derived as
fo}.lows

 $14.00 Cheddar czme' price X 10
4+ .75 Normal Apr. "pool draw”

- _-75 Net make cost N l

$14.00 ' i | . k
Case I Futures price dechnelNo basxs change - G
‘May ’96 Plant pays producers the contract | BUY May‘ cheese $0.00

e
|
|
I
! - price of $14.00. Cheese revenueis | contracts @ $1.30
§ '$1.00/Cwt. less than expected. Pool
1 | draw and net make cost are both
. . $75 Netmﬂkvaluexs$13 00.
i
&
|
%
S

Gam/(Loss) (51.00) | si00
Net Gain | $0.00 S

Case I Futures price increase/Basis weakens

May ’96 Plant pays producers the contract BUY May cheese 8.35)
: | price of $14.00. Cheese revenue is contracts @ $1.45 ;
| $.50/Cwt. more than expected. Pool | o '
‘draw is $.50 and net make cost is
$.85. Net milk value is $14.15.

Gain/(Loss) | $.15 | 6o
Net Gain | (5.35) | - :

DAIRY FARMER HEDGE ;

Dairy farmers can hedge milk sales using the cheddar cheese or the nonfat dry milk
contracts. But hedges based on these contracts are cross-hedges, requiring the conversion of
cheese or nonfat dry milk prices to equivalent milk prices. Hedging Grade A milk at the farm
against the milk futures contract is a direct hedge, which makes it simpler to calculate basis if

23



payment is made on a volume basis. Moreover, the milk contracts are for 50,000 pounds of
milk, which is smaller than the equivalent volume of milk associated with the product contracts.
 Consequently, smaller farmers should be better-able to utilize the milk contracts for hedging.

A simplified dairy farmer hedge is iflustrated below, in which a dairy farmer sells 2 April
milk contracts to hedge expected April Grade A milk production of 100,000 pounds. Given
specific on-farm conditions with respect to milk composition, size of herd, milk quality, efc.;
buyer conditions with respect to the buyer’s premium structure (plant volume, quality, protein,
etc.); and milk utilization by class in the federal order market; the farmer has determined that
a $13.00 BFP correlates to a Grade A milk price of $14.00. That price looks favorable
compared to production costs, so the farmer attempts to lock the price in through a short hedge.
In Case I, with a constant basis, the lower cash market price from a lower BFP is offset by
- futures market gains. In cases TI and III, offsets are not exact because the basis at the time the

hedge was lifted was different from what was expected at the time the hedge was placed. Net
~ gains are experienced with a strengthened basis and losses are incurred when the basis weakens.

~ The farm-level Grade A price associated with a particular BFP was merely specified in
this example. In reality, considerable analysis would be necessary to derive the basis and there
would be several sources of basis risk. The minimum federal order blend price varies with
utilization by class as well as with the BFP; hence the blend price relative to the BFP is not
constant. A plant’s base pay price relative to the federal order blend price varies with product
mix, extent of competition, and premium structure. Farmers’ butterfat and protein tests, somatic
cell count and other quality variables, herd size, and 2 host of other factors cause actual pay
prices to deviate from base pay prices. , .

Dairy Farmer Hedge
i

| Jan. *96 Dairy farmers expects to sell SELL 2 Apr. milk con- | $1.00 |
‘ 100,000 pounds of Grade A milk | tracts @ $13.00
in April. Price expectation based

on April futures price is $14.00
Case I: Futures price decline/No basis change H
Apr. 96 Sell 100,000 pounds of milk @ BUY 2 Apr. milk $1.00
$13.00. contracts @ $12.00.
Gain/(Loss) | ($1.00) $1.00
Net Gain | $0.00
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Case II: Futures pnce decline/Basis weakens ; A
~ Apr. 96 | Sell 100,000 pounds of milk @ | BUY 2 Apr. milk $.50

$13.00. contracts @ $12.50
1:
Gain/(Loss) | ($1.00) | ] 850

Net Gain | ($0.50)
Case III: Futures price incrmse/Basis ffstrengthens

Apr. 96 Sell 100,000 pounds of milk @ BUY 2 Apr. milk $1.50
e ) $15 00 , , contracts @ $13.50

Gam@osy | $1.00 | @ss0

Net Gain $.50

But regardless of the complexities associated with calculating basis, basis risk for hedgers
is usually much smaller than price risk for those who choose not to hedge. The relationship
between Grade A prices andtheBFstverystrong Note from Figure 2 the large swings in
the Wisconsin average Grade A price and the M-W price (predecessor to the BFP) over the last
10 years.- 2 ~ Two-dollar price changes within a year have become the norm. Note in contrast
* the small within-year differences between the Grade A price and the M-W price. The difference
~ in prices is quite predictable relative to the absolute prices. Moreover, the price differences
exhibit a pronounced seasonal pattem, suggesting even more predictability.

This seasonality is detailed in Figure 3, which shows the 10-year average difference
between the Wisconsin Grade A pnce and the M-W price by month. The monthly difference
peaks in the late fall and troughs in mid-summer. The upper and lower ranges shown in the
chart represent the 90 percent confidence intervals for the price differences. For example, if
the same relationship between the two price series continues, one can be 90 percent confident
- that the Wisconsin Grade Agncewﬂlexcwd the M-W (BFP) by between$50 and $1.25 in

| June.

9 The Wisconsin Grade A price shown in Figure 2 is at average butterfat test, while the M-W price
is adjusted to a 3.5 percent butterfat basis. The seasonal pattern of price differences is related primarily
tomﬂkcomposnmn,&speclaﬂybutterfat. Butterfat tests tend to be lowest in the summer and highest in
the late fall. Note that this price series represents the value of all Grade A milk (regardless of use) and
is different from the Grade A manufacturing milk price series discussed earlier.
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Wisconsin Average Grade A Milk Price and M-W Price

Doliars per Hundredweight

1800 ——

1200 A

10.00 kil b

- 1988 1988 1967 1983 1989 1990 1991 19%2 1983 1994

Figure 2

' Beginning with milk checks written for January marketings, most Grade A milk
producers in the Upper Midwest will have their milk priced according to its component values.
Five federal orders in the Upper Midwest have been amended to require Multiple Component
Pricing (MCP). Under MCP, producers will be paid for pounds of protein, butterfat, and other
solids in milk. This is in contrast to current federal order pricing in the region, under which
producers are paid for milk volume plus or minus a butterfat differential. 10

10 gee Marketing and Policy Briefing Papers No. 49 (USDA’s Recommended Decision on Multiple

' Component Pricing for Midwestern Federal Milk Marketing Orders) and No. 53 (USDA'’s Final Decision

on Multiple Componen: Pricing for Midwest Federal Milk Marketing Orders) for a detailed explanation
of the MCP plan and how it will affect payment for milk. o e
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mscansmerade A Milk Price Less M-W Price, 1985-94
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The switch to MCP in Upper Midwest federal orders affects hedging. Producers are no
longer paid for milk; they are paid for milk components. Consequently, producers cannot
directly hedge expected milk component marketings against the CSCE and CME milk contracts,
which are written in terms of milk volume. Likewise, handlers who use milk for Class III and
Class Hpurposes mustpay formﬂkcomponems, not for milk volume.

Mdmnotmmﬁxatpmducemandhandlemmnotuseﬂlenewmﬂkmnmfm
hedgmg. ‘It does mean that hedges will be cross hedges — hedging milk component prices
against a per hundredweight milk value — msteadofduec:hedg&s In placing hedges,
pmduoersandhandiersmﬂneedtownve:tfummﬂkpnmtomﬂkcomponentpnmor
convert oompcnent pnc& to an eqmvalent mﬂkpnce

An example will ﬂlusuate haw a producer nght perform th&se conversions in

establishing a basis prediction. At the same time, the example will reiterate how MCP values
will be determined. Suppose that in January 1996, the CME July 1996 contract is trading at
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' $12.50, and that this reflects the expected BFP for that month. A producer wants to know what
the $12.50 price means in terms of his or her expected Grade A price for July.

lheﬁxststepistomlwlaxecomponemvalumperpoundassociatedwiﬂa the futures
price. Priced components are butterfat, protein, and other solids. The milk contract prices are
expressed in terms of 3.5 percent butterfat. However, the amounts of protein and other nonfat
solids embodied in the futures price are unknown.

| Under MCP, butterfat is priced in relation to butter prices as reflected by the monthly

average CME cash market for Grade A butter. This price is widely quoted in dairy publications.
The formula to convert butter prices to butterfat prices is complex, but a good rule of thumb is
to multiply the CME butter price by 1.1 to derive the related butterfat price per pound. Suppose
. the producer thinks that the butter price in July will be $1.00 per pound. Using the rule of
thumb, that means a butterfat price of $1.10 per pound. e

The MCP protein price is 1.32 times the monthly average National Cheese Exchange
(Green Bay) opinion for 40-pound block cheddar cheese. Since the specifications match closely,
a reasonable estimate of the NCE block cheese price in July is the CSCE futures price for block
cheddar cheese for the delivery month closest to the milk contract delivery month. Suppose the
July 1996 CSCE cheese contract is trading at $1.35 per pound. That would predict a July
protein price of (1.32 X 1.35) = $1.782 per pound.

The price for other solids under MCP is calculated as a residual to the BFP._
Specifically, the other solids price per pound is the BFP minus the value of 3.5 pounds of
butterfat minus the average protein test associated with the BFP times the protein price per
pound all divided by the average other solids test associated with the BFP. The BFP proteinand
other solids tests vary seasonally, but are relatively constant from year-to-year. Suppose the
average BFP protein and other solids test for July average 3.2 and 5.5 percent respectively.
‘Then, the estimated other solids price per pound would be: i

. [$12.50- G5 X $SL10)- (3.2 X $1.782))/5.5 = $.536

With these expected component values associated with the July futures price for milk,
the producer can then estimate his or her farm level Grade A milk price consistent with the
futures quote. The producer’s component levels will likely be different from those used to
calculate the MCP component prices. Suppose the producer expects July herd milk to test 3.8
‘percent butterfat, 3.4 percent protein, and 5.6 percent other solids. ‘Given the milk component
values calculated above, milk value consistent with the $12.50 futures price would be:

3.8 X $1.100 = $4.18 = butterfat value per hundredweight
4+ 34X$1.782 = 6.06 = protein value per hundredweight

+ 5.6X$0.536 = 3.00 = other solids value per hundredweight

$13.24 = total milk component value per hundredweight
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The producer’s milk is expected to be worth 74 cents per hundredweight more than the
July 1996 futures market BFP prediction because of higher component values. Since the milk
is Grade A and purchased by a plant regulated under a federal order, the producer will receive
an additional producer price differential reflecting market-wide utilization and prices of classes
of milk other than Class III. Let’s say that, based on historical records, the producer pnce

E dxfferennal is expected to be $.35 per hundredwexght in our example.

The producer wﬂl also receive a premmm ora penalty to the extent herd somatic cell

count (SCC) for the month differs from 350,000. The premium/penalty per 100,000 SCC

below/above 350,000 will be between 6 and 7 cents, depending on the cheese price for the
month. Let’s assume the producer expects to have a herd SCC of 150,000 in July, and that this

would qualify for a premium of 13 cents per hundredweight.

Finally, the producer would probably be eligible to receive other premiums on top of the
federal order minimum price. These might include plant premiums, volume premiums, and,
possibly, quality premiums over and above the federal order SCC premium. Assume the
producer expects these other premiums to total $.25 per hundredweight in July based on previous
experience.

The producer’s expected total milk value per hundredweight with these assumptions
would be:

$13.24 = Milk component value

+ .35 = Producer price differential

+ A3 = Somatic Cell Count Premium

+ 25 = Non-order producer price enhancements
$13.97 = Expected Grade A price

Stated differently, the producer’s basis prediction is $1.47 per hundredweight after
converting MCP component values to milk equivalent and accounting for other distinctions
between the futures market price quotation and the manner in which farm-level Grade A prices
are established. There are many elements making up the basis and, consequently, many sources
of basis risk. But experience with relating actual pay prices with the BFP should serve to
minimize basis risk.

SUMMARY

The two new milk futures contracts offer dairy farmers and other buyers and sellers of
milk and dairy products additional opportunities to manage price risk in an increasingly volatile
milk price environment. The availability of these risk management tools is especially important
given the market-oriented direction of federal dairy policy.
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The CSCE and CME contracts differ somewhat in their specifications. Potential hedgers
will need to evaluate which offers the best opportunity to lock in prices. Hedgers should also
look at the cheese and nonfat dry milk contracts in determining the most appropriate risk
management strategy. Strategies may involve using more than one futures market.

Key in any hedging decision is the basis, especially the predictability of the relationship
between cash and futures prices. Hedgers should compare the alternative contracts in terms of
which yields the most predictable basis given the type of hedge and the specific market
~ conditions affecting their business. FAEE Y , : :
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DAIRY NEWSLETTER OF THE COFFEE, SUGAR & Cocoa EXCHANGE, INC.

New Markets. Tlme and Effort are Keys to Success

- New markets take time to fully develop. o SUGAR OPTIONS VOLUME and OPEN INTEREST
- How much time is difficult to determine. & : (1982-1885) ,
_ Theyneed theright mix of comfortlevel 3,000,000 e : , — . 300 000
wnhtheneedtomanagepncenskaqmwre SR S T
in order to grow. Pt R ?2,500.090 —
. g , o :

e 'The CSCE's new mxlk fmutes and options = °= 2,000 oon o
markets have experienced relatively ght - ,
trading activity since their introductionin 0 1 ,500 000&

- mid-December. And while this level of R
 activity barely scratches the suriace of the
~ milk markets’ potennal, it is not unusual for
~ newproducts. To try and understand the
developmental process of a new market, we

look at the CSCE's sugar options market, an : L = . '
| 193 1984 1986 1988 1990 1982 1994
example of a highly successtul markeplace T SR TS0 1991 1993 1995

that got off xoavery slow start. : o ;
: T mvowus -—-—OPENINTEREST

: Sa gar Opttons e ;
 The CSCE inroduced the first exchange © MILK FUTURES & OPTIONS V. SUGAR op'nons VOLUME |
- traded option on a futures contract in 1982, 140

with the introduction of options on sugar it B

futures. The conceptof a sugaroptionwas A

new and difierent, and was initially met with =~ 120

- caution, due to a lack of understandmg and
comfort with the idea. :

259.000

-{ 200,000

’N

1 150,000

OPEN INTEREST

1 000 ooo:ji, 1 100,000

VOLUM '

500,000 50000

c

(o]
o

To educate market pamcxpants and teach
~ them how to use this beneficial risk manage-
ment tool, the Exchange embarked on an
ambitious marketing and education efiort. :
 Thousands of prospective customers attend- 1
~ ed pre-launch seminars from coast o coast, - f
Exchange staff spent hours and days with o
mdmduai firms, teaching trading personnel. E b B : ! = RS
~ The interest in the market was remendous. : ' 8 1011 12 13143516 17 182920
~ But, in spite of that, only 704 sugar options : c MONTH (FIRST 20D, AYS OF TRAD!NG)
contracts traded in the ﬁrst month. - e

{continued)
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“;Today,&;eCSCEwgaropnonsmarkeus T

i fecognized as an indispensable risk

e management tool, trading an average ¢ of
3,000 contracts a day {down from a 1990

7 peak of 10,786). Market volume did not

accelerate overnight, however. In the first - "
ol year, 8,255 contracts traded and open
K mierestgrewmﬁtsandstaﬁs Asshownin |

; - the accompanying charts (see cover)
~ volume in sugar options did not gow
~ appreciably until several years after

~ introduction. The first three years of n'admg 1
 were marked by low volume andopen
L mterest levels. Butthena convergenceof

increased industry understandmg andcash

~ market events pushed volume and open

. interest higher. Since 1987, sugar options
~ have been a vital source of risk; protection
o durmg penods of rapid!y and w;dely movmg:; 1

 prices.

- -

. ,Similar

- The chailenges facmg the Bcchange in thek k
- early years of sugar options trading are

 similar to those experienced now with the i

o introduction of milk futures and options.

|  Prior to the markets’ launch in December,

~ the CSCE put forth a simitarly comprehen-

~ sive and exhaustive educational effortto
~ reach dairy market participants and teach .

~ them about these new products. And while

~ the dairy industry’s interest in the markets
_ hasbeen consistently strong and theyare |
~ receptive to the concept, the milk futures

market traded 72 contracts during its first 20

days of trading. The milk markets, much -

 like the sugar options market, need to reach | “

‘a centain level of understanding and

- knowledge among market pamcxpants

 combined with 2 need for risk managemem.y

* Things are progressing as volume picks up

~ and the market reached a new record open
interest of 362 contracts on May S, 1996

The mdustry's leammg curve, whde steep
iessens  every day. Interest in the markets
remains strong, from different levels of the
dairy marketing chain. The exposureto -

price risk is there. And in time, the comfort |

”leve wﬁibe there t00.

¥ ' Brokers L
* JMdk Futures |
and Oy tions Pnces b Interested in-
ol tp t | Markets |
3 Oﬂ n eme b marketmg effort, o ; i
v Daniy pnces of tbe CSCE mzlk futures - ducted m conjuncnon with -
| and options markets are now available | |
| vough the Worid Wide Web awwy | | e Netional nocucing |
portion of the Internet. Sxmpiygotome‘ | Brokers Association, drew
. ,Exchange s Home Page at http:// < responses frOm 20 brokers
| www.csce.comand access the Daily | rkine with
| MarketReport OMR). The DMR | | interested in working.
| feawres daily market activity ineach of | | farmersto deveiop hedgmg
 the CSCE'’s future and options contracts, | | _
* including opening and closing prices, | | ‘programs using the CSCE mzlk
daily high/low, settlement prices,open | | futures market For more -
 interestand volumes. Eachdays | | mformauon call Kevin
| market activity is added to the report -
 between 5:00 and 7:00 PM New York s McCormick, marketing--
 Time da!fy 11 manager, at 212-742-6103

TAK!NG CDNTRDL
DF MILK PQIBE RISK

a futures and 0pt10ns sazelhte wdeoconference b

WEDNESDAY JUNE 19, 1996
IOO 300PMCenn'alTime e

,AComprehemveSmmCovmunguwres& Optwus
, .  Including: ;
WhaustheCSCElvﬁlkFumesComract £
oHowtonseHedgm:asaRmkManagmemTool
-HowtoLockInPnoesforPumlvﬁkPmdncuon
" - +How to Hedge Incredients Costs
WhaxareOpaonsandHowtoUse’fhem

= . PhesaztedEy Ty R
The Umersny of Wzsconsm—Enenswn. Coope:auveE)nensmn

To Regzster call 608-263-1 672 : E
or far more mfonnatwn call the Coffee; Sugar & Cocoa ExCharzge at
P I-SO&MDGE IT or 212—742-6100

© Coffee, Suaar & Cocoa Exchange, inc.» 4 World Trade Center' New York N Y 10048
-BOB-HEDGE IT » http’//www.csce.com @ ‘Frinied on Recycled Paper ,




W:th the advent of the new mllk
~ futures and options contractson

| JANUARY 25, 1996

~ DAIRY NEWSLETTER OF THE COFFEE, SUBAR & COTOA EXCHANG

 * :What does the Ml"( Futures Prlce Represent?

‘Pau! Chnst

: ~ Vice Prsldent, '

 Planning and Analysis/ Daxry Group
~ Land O’Lakes, Inc.
Siilig :
"‘ﬁ‘,jefireyE Levm i
- Vice President/Chief Economust :
A Coffee, Sugar & Cocoa Exchange, Inc.

 December 12 and 13, 1995, several
- market users have asked the Coffee,
~ Sugar & Cocoa Exchange, Inc. (CSCI)
~ about the pricing basis of the new
CSCE milk futures contract. In re-
 sponse, Mr. Christ and Mr. Levin
drafted the following analysis, which
has been adapted for On the Dairy

~ Markets. Please note that this analysis

is merely the mfonned oprmon of the
authons e ]

--W'll:am Whmnoyer SRR
 Financial Writer ‘

'The CSCE m:lk futures corm'act has
 been structured to price Class lil milk,
- which is milk used to manufacmre

hard dairy products (cheese and

butter). in developing the contract, the
 differentials—just as in the cash. %
‘market. This makes sound economlc 58

CSCE and industry dairy experts
incorporated the standard commercial
practices of the milk industry to the

~ fullest extent possxble, including class

~ differentials and minimum pricesas
required by the Federal Milk Marketing

- Orders (FMMO). lncorporatmgthe

- cash market dehvery requirements into

the futures contract ensures that

- commercial standards for delivery
. 'facxlmes, quality specifications and
- minimum prices are replicated for
 deliveries through the milk futures

contract. Even though, on average,
only a very small percentage of futures

- contracts traded actually result in

delivery of the underiymg commodxty,

 the delivery mechanism must be
- consistent with the commercial market.

This consistency bolsters contract
integrity through a futures price which

‘ accurately reflects the cash market

pnce

The resuft is a CSCE milk futures price
which reflects the Class 11} milk price.
The deliverer who sells milk through
the futures contract will receive the
same net payments using the futures
market, regardiess of how the milk is
itamateiy used in production, after
payments to and from the FMMO

market admxmstrator are taken mto

account. The receiver who takes mxik '

 through the futures market will paya
net price that is dependent on milk

usage and the rsuitmg FMMO

sense as the usage—and therefore the

ash ﬂow—-as determmed by the buyer ,

ln a rmlk fx.rtures market dehvery, the

- payment flows for any class of milkis
dependent on the level of the futures
~ delivery price, just as it would be for

any other commodity such as grain,
So, for all market participants, the !evel ;

of the futures price, not the specific

usage of the milk, determines any
difference in profitability for their

hedgmg positions.

Mechanics

The minimum Class il pnce is the ‘
USDA reported Basic Formula Price
(BFP), formerly the ansota-W:scon—
sin (M-W) price. FMMO class differ-
entials in the milk futures contract
include the Class I differential for fluid
milk, the Class i differential for milk

-used for soft dairy products, and the
Class 11l-A differential for milk used to

produce nonfat dry milk. These

~ differentials are all calculated relative '
 to the BFP for the delivery month and :
- are mcorporated into the final settle-

{continued)




o ‘lli pnce (and ultxrnaﬂey the BFP)

f Milk Contract
(continued)

o “ment ’fcr any milk deiwery on the

ﬂ,“exchange. in addition, because

. proprietary firms may be reqmred by
- FMMO reguiataons to pay no less than
the announced minimum class | price

~ for milk, the futures contract has been
_ structured to require any propnexary
 fim takmg dehvery on the futures

- contract to pay no less than then mm:_

- mum price, if requed to do so by
. ‘FMMO reguiatlons. , ,

i ;Actua! cash pncs,mi eChzcago
- Regional order, which is the delivery
 region for the milk futures contract,

~tend to reflect movements in the BFP.
~ However, these  prices can and do vary

o the cash market, a buyer of mdk ,

; ~ usedfor Class |, Class Il or Class -A

- and demand in that particular market  pu '
- and therefore is often above the -

~ minimum class price. Since the milk

~ from FMMO minimum pnces, asthe
 actual cash price is based on supply

 futures price is structured to reflect the

. ClassHi price, any movements in the
 BFP price will-be reflected in the

.  Chicago Regional order price. Futures
- market participants will enter into

- contract positions to hedge against

o price risk for the milk they will be

o _buying or selling. They know thazthe

- FMMO regulanons are mcorporated
~ into the contract delxvery procedures so
 that the price being hedged is the Class

: A few exampla should he!p ciarsfy the

 pricing regime. As dehvery against the
- milk futures contract is fromthe
~ Madison District!, which is ocated -
" within the Chicago Regional Order,
September 1995 prices for this federal
~order will serve as the basis for the
'exampi&s. These pr:ces are:

Classi : ‘312.63

Classii  $1153
‘Classill  $12.08 (this is ﬁ'ze' :
~ September BFP)

Class ll-FA  $1090
 Blend Price  $12.30 (price wexghted
~ byclass usagethatts

pazd to producer)

Based on these pnces, eﬁectwe class :
dtﬁerennals are detemmed by sub-

5 tractmg the Class m or Bz’-‘? forthe
. current. month  price from each rei-
 evantclass pnce The Ciass Iand Class e
1l minimum monthly prices are calcu-
~ lated by adding predetermmed differ-
 entials to the BFP price of two months

prior to the current month. The Class

- lI-A price is calculated by usinga
~pmduct price formula based on nonfat

dry milk cash prices for the month in

which the milk is delivered. Therefore,
~ the Class | and Class Il prices for
i cSeptember were known when the }uly g
~ BFP was announced, while the Class !Il
~ and lll-A September prices were not -

known untsl eariy October.

purposes would pay the class price

~ {i.e., the effective differential for the
- month in which the mﬂk is delivered i in
- addition to the BFP price | -for the cur-

rent month} Ina futures market dehv-‘

- ery, the : appropriate effective differen-
tial is used to adjust the futures settle-
~ ment price. These effective differentials

fortheSeptember wcampieare i
- ,Classl . s,.ss (12.63-12.08)
Classi ;-5 .55(11.53 12.08)
Class Il - $ .00 (no ad;ustment)*
Class lii-A e $‘! .18(‘!0.90 12.08) :
r FumwsMadcetDelweryCash Flows

As the futures final settlement price can

- be above, below, or equal to the BFP
~ for that particular month—depending

- on the conditions in the cash market—
 the three following examples incorpo-
_ rate different futures final settlement
‘ ‘pnc&s to provide for all posszble resuits
- in the cash market. Example one is

based on a futures settlement price of
$12.08/cwt., exactly equal to the BFP

- for the month; example two is based
“on a futures settiement price of $13.00/

cwt., above the BFP for the month;
and, fi naﬁy, example three i mcorpo-

rates a futures settlement price of

$11.00/cwt., below the BFP for the

“month. For each example, the net cash

flow to the buyer and seller is present-

ed for each class of mxlk intable
. format. '

lri the exainpleé,' the futures marf{et

. milk deliverer’s cash flow is compnsed

~ of two parts: One, the recezpt of the

- futures final settlement price that is
~ adjusted by the appropriate class
- differential; and, Two, the reqmred
~ cash flows with the market admzmstra-
tor of the FMMO. The second partis
 required for any seller of malk pooied .
i mtheFMMO.,, S '

'V«’:For the futures market mxik receaver,
only the net cash flow for the futures
_delivery, which is the total cost of the

milk, is shownm the tables. However,
the receiver of the milk, fol iowmg o

 processing, would sell the finished ,
- product in the cash market. The final
cash flow would depend on the price

the buyer received for the finished

- dairy product. The buyer determmes

the total cost of the milk received

through futures delivery by decxdmg

whether the milk will be used for Class g

i li lli or llI-A produc&

_‘ln aﬂ examples, the tables xncludethe ¥

~ cash flows associated withthe delivery
of milk through the ﬁ:mr%mrket, but :
notthe price at which the ﬁmres ‘

- contract was ongmally ) ¢
_buyers of milk) or sold (for sellers of

‘ (for

milk). The price at which the futures
position was originally established does

affect the overall profitability of the

futures transaction for each hedger,

- but does not impact the cash ﬂow

through the dehvery process

Note. For both the buyerand theselier, :

lines one and two in the tables reflect
the cash flows for the fumres market

delivery. Lines three and four—orthe

seller only—represent the requzmd ,
cash flows in the FMMO for any milk
that is to be pooled as the FMMO stdi
regulates the money movement -

associated with milk sales. Line three

in example three—for the buyer oniy-—-
- represents the adjustment to the -

settlement price for a proprietary ﬁrm,

1o raise the net price to the c[ass e
minimum. - , :

! TbeMadxson dxﬁnct mdudes !ﬂmozs counnes of Boone Carrol Cook De Kalb, Du Page, jo Daviess {except East Dubuque}, Kane, Kendall Lake Lee
McHenry, Ogle, Stephenson, Whiteside (only townships of Caloma, Hahnaman, Hopkins, Hume, jordan, Montmorency, Sterling, Tampico), Will, and
"'Winnebago and Wisconsin counties of Columbia, Dane, Dodge Green, iowa Jefferson, Kenwha Lafayene, Mshmaui(ee, Ozauicee Racine, Rxchiand Rock

Sauk, Waiwoztb Washmgtcn, and ‘Waukesha.

e———



EXAM
Futures Pnce ($12.08) is equal to the BFP ($12.08)

[ACI'UALUSEOFMILK}

‘,Senu- i . cmsI , C!assl'! Class I Class II-A
| senlcmempmefrombuya" %1208 ,512.08‘ $1208 = 81208
: *Z.Bﬁemvemﬁ:mmal R s e e RIS R
'Adjusnnent Lo e 7 e + 55 S _55 4 -OO L -;,]8
'mshﬁow(l-i-:&) o s12e3 . osus3 $12.08 $1090
ChicagoPool 1263 153 208 0 -1090
4xmmmdm R R S - e
from theCincavoPoo} #1230 41230 41230 #1230

S BNeFMMO -
Cesmflew@) .3 T s sl
 NETCASHFLOW(A+B)  $1230 $1230  s1230 $12.30

By sl Chsh . CesI  Chsma
scmmpncewseﬂa’ o s1208 81208 . -$12.08 - -512.08
Z.Eﬁ'ecnveDrﬂ’mual S ST '

Ad_wsunmt ; ' i e 55 L + 55 S+ 00 oo+ 18

ToTALCOST | |
- OFMOK(@+2 -$12.63 -$1153 - -$12.08 L «$10.90

EXANIPLE 2
an Pnoe (513.00) is above the BFP ($12.08)

[ACTUAL USE OF MILK]

 Seller sl Class I CasIl  Casma
smlmpncc&ombuycr : - $13.00 $13.00 $13.00 : $13.00
Z.Eﬁ'ecuvcbzﬁ‘mal R ' S
Adjusmt O R R + 55 -85 o+ 00 So-118
A Net futures defivery SR : ot
, ashnowmz) o $13.55 $1245 - $13.00 $11.82
ChicagoPool - -1263 - -1153 0 .1208 - -1090
4Receives Blead Price fom , N R RN R
~ the Chicago Pool , +1230 +1230 #1230 +1230
B. Net FMMO N ! A : , o
cash flow(3+4) o -33 o+77 ; + 2 ' +140
NET CASHFLOW (4 +B) - sz - s132 s1322 $1322
 Bayer S | CasI CesO CasI 0 CasHA
setlement price to seller - -S13.00 o -B1300  -$13.00 - -S13.00
2. Effective Differential ; ‘ PR
Adjusungnt i L - 55 S 55 + .00 + L18
~ TOTALCOST SRR T g

OFMILK (:2) -$13.55 S1245  s1e0  susz




EXAMPLE 3
Futurs Pnce ($11.00) is beiow the BFP ($12.08)

{ACTUALUSEOFLIILK}
b Sener L Clasl czasnf, e cmm e m~A
i sea:lcmcntpnceﬁumbuyer : $1100 __rksn;ool '_511.00““ pie s1’1~.oo, #
: fAdjnsnncnt e R SS L  aBE L e e 00 L8
= now(1+z> ;,  S $11.55 $1045  su00  $982
5 CIncagoPool S o -1263 -3 41208 . -1090
kel 4.Rmmeudmoeﬁnm Tl o S T B S
| heChicsgoPool 41230 41230 41230 41230
v'nnamommm SEm e e e
“~,"NET<:ASHFL0W(A+B) . su2 suz suz suz

| m  GesI CasH CasII  CasIRA
1 swlemenzgmewsenu . sume0  suo0 S0 S0
-;','f,'~"fom1.cosrorm O e T e e
fmmﬁm‘ RS s S8 G S8 S e
,(1+2+3) (propmtm) oo %1263  -$1153  -$1208 $10.90

As these three examples show, the net ~market administrator), the class usage  effectiveness against milk price risk by
e payments on the fytures portion of the  of milk by the buyer does not alterthe  all buyers and sellers of mitk. For
transaction by the buyer to the seller reffecnveness of the ﬁ:tures contract. more information about the CSCE
 will vary depending on the class usage. ~ milk futures contract, please call
This is due to the class differential Because the CSCE rmlk futures contract ~ the Exchange at 1-800-HEDGE IT,
* adjustments, which replicate cash  wasdesigned to reflect the Class lll = (21 2) 742-6100 orfax. 212) 748_4321 .

~ market transactions. After incorporat-  milk price, which is the basis for all LT
ingt the cash market portionofthe ~ prices in the FMMO, the futures
~transaction (ﬂows to and from the  contract provides for equal hedging

*!f the buyer isa propnetary firm, the buyer may be requrred to pay no less than the minimum pnce for the m;lk m’espec
tive of the futures delivery price. The Federal Milk Market Administrator would determine whether minimum class prices
apply based on the nature of the transaction. The milk futures contract accomplishes this by requiring an additional pay-

ment equal to the difference between the BFP and the futures delivery price. In this example, that payment is equal to
 $1.08($12.08 - $11.00). This will be an additional cash payment to the seller, mcreasmg the net cash ﬂow for each ciass to '
the USDA minimum class pnce : = ‘ ; :

© Caffee, Suoar & Cocoa Exchange, lm:. o4 World dee Center e New York NY 10048
‘-800-HEDGE IT @ PmdcnRecydedPapcr ' ,
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CSCE to Embark on HELP,NG
A COOPERATIVE

;Ambmous Ml"( Launch ”Plan :

~ On }une 14, the Coxfee, Sugar & Cocoa
- Exchange’s Board of Managers approved
- an aggressive milk futures launch plan, as

. recommended by the New Product DeveL

opment Commmee ‘

~Since the rmd 1980s, milk price vo!atx!ny
has risen dramancaily And currently,
mdk—-the comerstone of ali dairy prod-
ucts—is a $19.8 billion industry without the
ability to protect against this unceriainty.
- Milk futures and options will provide t the
 dairy mdusiry with the risk management
tools necessary 1o protect agaxns! tuture
;unexpected pnce movements

Before mzlk tutures can achzeve zhxs -

- prominent roie in the industry, a number of
pieces must come together to create an
-immediately active, userul futures market.
Potential market users must be educated.
‘Brokers must be informed and motivated. -

And, speculative capital must be generated.

Education is Key :
The most :mportam element of the efforts to.
 successfully launch milk futures is perhaps

education. With milk futures, for the first

time, everyone in the airy industry from
tarmer {o retailer will have the opportunity

10 manage the risks associated with volatile

milk prices. While the Exchange has worked

diligently to introduce the daxrv industry to
the concepls of futures-based risk manage-
ment, creating higher levels of awareness

- and understanding remains importani. To o

, 0, the CSCE has outlined 2 muiu-racexed

educauon pian thaz mcludes-

* New mfonnanonal hterature that will
explam in srmp!e language, the process of

hedgmg pnce rxsk inthe mxlk futures markeL :

e imrcductory seminars to be heid in severa} :
cities around the country to introduce the -
" dairy community to the concepts behind -

the milk futures contract. Coupled with

 teleconferences, dairy mdustry participanis
will receive ongoing re-enrorcement on how

lo use the market.

:eiecomerences ihat will ailow darry :
industry participants to fisten in on detailed
expianazxons of milk futures. hedgmg at their

~ convenience. Afull package of teleconier-

ence materials will be distributed priorto -
the meetings, so all participants can foliow
along with the instructor. Interested
participants also will be able to ask ques-
tions aboutme markets. ‘ i '

s ‘-iedomg workshops exp ormo the details,
 in step-by-step iashion, of stabl:shxnva
- milk price risk hedging program. The

workshops will likely feature dairy econo-

mists who have a detailed understanding of '
the benems of xhe milk futures contract.

« Individual meetings between Exchange
officials, brokers and an interested firm's:

-empioyees or groups of cooperative

{continued)

GET STARTED

To reach as many as poss:bie or b
the 155,339 producing dairy f: rarms ‘
in the United States, the CSCE

' plansto work closely wzth daxry
' cooperatives interested in having
 their management and patrons be -
~aware of the potential benefisof
| milk futures trading. Among other
thmgs, the Exchange can:

hold one-on-one meetings
with co-op managers

Prowde customxzed educa-
tional ixteg:ure and materials;

conduct co-op specific tele-
conferences;

 develop specialized milk

hedging materials for direct
‘mail to co-op patrons

~ conduct individual seminars

present at board meetings
and/or patron meetings.

Contact the CSCE Marketing

Department for more information.

1-800-HEDGE IT or 21 2-938-2966

FAX 212-324-9863




- someone on the CSCE trading floor must be -
. prepared 1o execute their orders. Atiracting. a

: ‘popuiauon of floor brokers to 2 new market
 can be difficult as our existing contracts offer

~ interested floor traders 10 access the dairy
 market without the cost of obtammg aCSCE

G membership The program willofferup to
- 25 transferable trading 1 permits 10 non-CSCE

S centain volume ci leria over the two years
effect. In addmon the
'ehgxble for permanent :

Ambmous Mdk Launda Plan
= {con:aned) i

 members will be held‘as rrequem!y as

S possible. These personalized meetings have

i traditionally produced heightened levels of
understanding and can address a group s
specmc need& S , ;

: Permifs to Allow Brokers Easy Accas
~ When 'ﬂda;ry industry is ready to trade,

k. far more immediate opportunities. Thus, the
- Exchange has devised 2 “Permit Program”
‘ fdesxgned o create 2 core oi mxikdedtcated

. ""ln sbort, 1he ;;emut program wai aiiow :

m mbers for 2 nominal cost of $2,000. The
is refundable if the pemnt holder meets -

that the program i
~ permit hoiders will

 dairy trading rights if the holder is respon-

sible for only 2% of the two year volume (up.

. ofive pemms wdlybe awarded loan

. mdxvzdual‘

- Eop zhe mdustry the permzi program means
 that more traders will be i in the dairy ring at

. the Exchange, providing more liquidityto
~ the markets. Full CSCE members are able to
 trade the markets and CSCE associate -

. , members will be allowed to trade the da:ry‘
 futures and options markets for two years
~ after introduction without cosx, futther o

o ﬁboostmg iaqu:d:ty

L in addmon New Yoric Cozzon Exchange
g fNYCE) and its affiliate. members have been

~ provide an invaluable service to the
~ marketplace. However, speculators have
~ been hsstorxcaiiy reluctant to tmmed;aiely
participate in new markets, particufarly
 today as the bulk of speculative capital isin

:mnted o trade in the CSCE dazry ma:kets <

| washmgto,, e

- for the two years that the milk permits are

. ouistandmg Notonly can the NYCE ,
- members aid isqusdny in the markets, but N
 theyalso have ties to orange juice produc- Lt

: i ers—many of whom also are active in the

- milk markeL And NYCE members and

i f CSCE associate ‘members also are. ekgzbie to

 receive permanent darry txadmg penmts if

‘ Ihey meet the 2% requcrements

 Market Makers to “TakeO&eerde”

Another difficult part of new market

- deveiopmem is developing the initial ’
- presence of speculative capx:a! By takmg 0
~ the other side of mdustry orders, spemiators )

the hands of large Commodity Trading
Advisors who must see I:quxd;ty develop

: before they wﬂt pamcrpate ina maricez.

The CSCE Milk Market Maker Program Has ,

been structured to create instant spemfaUVe e

i paruc:patxon and corr@ondxng fiquidity.
The program calls for two $100,000 loans to

~ bemade totwozradersvreemgtobe g

- present in the ring and make bids and offers

~ atall times. For example, while specific

terms of the program have not yetbeen

 finalized, a milk market maker might be
_ required to maintain 2. $0.20/cwt. bid orfer

spread for five contracts at all times. That

- means that if the market maker offers to sell ;
 aparticular contract month at $12.00/cwt, |

, ;ti'nemarketxsassutedtha{memarket :
- maker's bid to buy will be at least $11.80/
- ewt, which isonlya SlOdeerenceon a o

$6 000 mdk contract.

Meetmg

Mxlk Presentatton

On july 17 Paui Chns{, Land O’Lakes
inc. Dairy Group Vice Pres:dent, :

: ~‘ - James Bowe, CSCE Senior Vice

President/Market Developmem and

e Plannmg and Janet Troy, CSCE Vice
AL Pres:den&Marketmg and Commumca_

nons went to Washington D.C. 10
meet with the United States Senate

| and House of f Representatives ,
Agricultural Commitiees staff members

- | 2ndpresentan overview of the new
| CSCE milk contract. Afemoon

meetings included discussions at the

. ~ United States Depanment of Agncuf-
ture (USDA) and the National Milk

Producers Federauon Summer Board

; ~’Miik¥utmsc:o:mact5tznsf‘ '

S . Awamng Commodzty Futures

' Tradmg Commission (CFTC)
Approva! S

; inthenextisyeof el
On the Darry Man’cers
intemew thh Jarme Ztmmennan

Dxrector of
“Farm Manacemem Semces

Coat Dasryiea Cooperatwe, n;;_k :

: "O Caffee, Sugar & Cocoa Excbanoe inc. *4 World T:ade Centero New York NY 1 0048

1-800-HEDGEIT
; @mdo: qu,gled?zp:r, .




| duiy 13, 1994

. Damy NEwWsLETTER OF THE CorFFes, SusSAR & CDOCDA EXCHANSE, INC

Aito Dames ‘to Offer Farmer Members Frxed Pnc& for Mt!k
| Months in Advance of Dei:very ‘ , e
| Msconsm D.pamn.nt oannazInJr.. Gzant Paves Way for Pfioz‘ P.rocTam

Becmnmc n }aze}unyoreariy.-‘-meusz, i

: aito Dames Cooperative will offer its

- farmer members an opporumity to fock

_ inprices for their milk production
- months in advance. The cooperative,
based in Waupun, Wisconsin, is

, 'k‘f;;emba':onconammﬁ':azwmus‘e .
o f*rxedm'dmaswﬁ:pnce: o
: ,negged‘oievelsobzmeamwmsf ‘

dedarcmemnam P

Alto Damea mm-—-oeueved tooe‘
menrszoxsaimdmmeaanvmdusuy

— will be adiliaed by 2 grentfrom the

 Wisconsin Decamnenzo:ﬁgnmm
Trade and Consumer Prosection,

awamedtoBthaand*Asmcazes'a

Wxsconsm-b@a ﬂxamam dairy

narkemc mn

’ Roge; Bmmmg, of Blimiing and Associ-
awes, isakoa’recsaeredmnmk.r.
-ie nas been working on various risk
nanaaememsu'aze% WIth Afto Dairies
since the inception of dairy funres and
‘options tading fas: june. Hoping to

bmaaenmescooeorthe:eooe'a‘xves

hedging to directiy benefit individual
cazrv Zrmers by torward comracing
k, Mr. Biimimg apolied foran
n"ncula:'a? Devcioomem and Dnrersm—
cation Granz 1o neip derav taming and
. operaticns coss of a one-year “miot
| progrem®.

'ReaIBezart;mrDaerarms

“AkoDamesxsveryoieasaitopm::-

pate in this pilot program, whereby our
dairy farmer members aniorward
- contract their milk production with the

datry at 2 known price,® saxd!.a:ry
Lemmenes C£O of Ako Dairies.

, ’Thswﬁlaﬁowommm:bersmmanaa
‘ rsisandmlimowdnaimmaal ~
'maﬂcamcaizemam L

A szgnmczm &iemenz of this pilot

- program s the opporumity for educa-
- Hom, mmcmmaem:d‘memmc
‘ meonﬁenmzesmri@smrour

members, a;mﬁasﬁ:edevebnmm
Mecesandmodeiswhxd';mne
adopeed by the dafry indusgy in -+
general® anaeer.!.emems.

’kmkessersemrmeuﬁmyioorfes

Torward congracing s astomers and
members,” said Mr. Blimiing. *Dairy

. zarmersnemzohavemosameappcrm-

nity 16 fock in prices that their peers in
amramminxziseaorsmveenw
mrdecaaes. :

“wzewm:sa;ansmormm}mrmc
dairy indusry io provide addiional
services 1o members and customers,*

‘added Mr. Sizzmmc Forward contrzc

mcwmnmd.z:e:soenemsw mmy

252 wno-- 27 .SQYO”‘B’RTOGJS&SO'!E“ )

~ ,pmducerlevei.'l’ha&sngcaineause =
; memoducer—-!evel;swherepncersk:s

frst encountered. O course, there’s risk
on every level of the marketing chain,
andevenmallyﬁ:epramceormmard
contacting and price risk management
wn:hnm.naswzﬁsafeadh‘uwgmmﬁme

’i'hecan@utofoﬁememapnce e
‘torward contracts to dafry ammers has
recemivmvedmandwmermma 3
Sﬁ’seﬁammaﬁaﬂeﬁq:muymzs
dairy markets. in the past two months,

 the Exchange has widely cirautared 2 o

tepont {New Mitk Marketingand

: Prmuam?aals)mni&mcmm&

mroaermcsumcom-a:s.?hemorz
nasbeenweﬂ:ecen.ed withmanyin

,mmmmmwy7

thazmvxmgmpzmamn(emer o
directly or indirectly) is perfeps the best
mmb@dmcaﬁeaMymarkef, ;

Exchange officais are hopetul that Alto’s -
program will boost activity mthe dairy
contracss, and fead 1o similar efforis by
other dairy cooperatives.

“We launched these products because of

dairy price voiziility and the lzck of to0is |

avaiiabie to the mdusz:v for s manags-
(cnnanucd‘ :




o a,f"msenewzoci»f’

t’con‘muoo?

(e ment;’ sad CSCZ Chairman G’zar*es H.
oo Falk -‘\,xmouch aeveiopmemhasbeen
- siow, the mwszr)’s nesdforrisk
. manzagemesni rEmains very real. Tt This =~
pmvmm demonstaies that the muv_qry §92

s beginnmg :oundersanchowzcuse

i fjf'We cznzioseszcmax znemczthax

price volatifity and the search zomsk

 management (ools are eniirely new to

m»daxrvmusuy ' s2id CSCE President
 Bemnerj Com. 'Deveioomi»"a tr:éxkez o

~‘1san ovoiunonary process. : :

ot '—ad”mbaaxvnvnasbeenhvhz buz f’ «
Hmmmauonrequesshawbé&‘!%&d% :
~ added james |. Bowe, (SCE senior vice

 presidentjmarke: development &

~ plenning. ‘fﬂéoreﬁianimkevdazrs' e
~ Tomshaveopened accountsto tade.
~ As this progrem and others fike itbegin

10 2Wea commitnents, the market will
. grow and build liquidity.”

e : ':b:cbange‘aﬁﬁg‘toﬁdp

. Aspanofiseforilo mmoducethe

o mcecpacemmzrdcamz,mo

. Exchange has prepared 2 “marketing
'kr“mamam cooperatives and
 proprietary firms can adzm’mrmb:r

, Tovmzsemermlemmmca G

kproﬂ-zm. Comso«wmancennc

. packages were recenﬂvsemto kav
' :‘riaxryeoooﬂranves.ﬁdnmonaicomes

 areavailable by caliing the CSC's

: l:\ﬁanceancnepamaenw SR
 1-800-HEDCETor. 712-938—2877
‘1‘“ —‘m217-:>7-,-9863;. : i

%ma;c'nmarono*mms i
~ providing information about marketpar-
. ticipamts’ views oi the future. Many studies
,aavasisownﬁzammrespncesarameb&
- prediciors of future cash market prices. The
inoduction of CSCE Chedder cheese

Do Cheese Fuiures ?rzces Predact
Cheese Cash Market Pnces? i

NearFmSnreadversstC:Cheesere

w0

16 3
m

0

i 0&]7‘:;_" - :
- Fuluos sproad feometd)

R

nm:omcsiaszyearmamua
anoommayzoexnﬁomﬁuspmoosnm

de:aﬁamwmsenmnmcesmr

' Cheddar cheese near-spreads from the
" beginning of mading on june 13, 1993. The
- chesse fmures spreads shown represent the

amen:ebemmmmmm

‘ mmamﬁmsemndmona

nerﬁ%w;mbermad represm:sﬁze

 November fuures price minus the Septem-
 berfunsmes price. £ach spread refleas2 wo
crﬁ'neemonﬁmutmkorﬁ!emc. '

between spot futures and mes:mseqwm

 expiring fuires conract. %isomomare

wnakiv czsh markszmcesmrbioucs of
Chesse 25 desermined at the Nazsor.at '

Cheese Excnanga each Friday.

An exammzmn o; me mo*na:son ”veals 2

k : mnss&mivsnuncpremmmrme
,déimerym ia!.ejuneﬁzroucnmnxsz,

1993, indicating an expecition arhzghe:

f:pncsazmz:me. Cash chesse prices

 then soar=d on August 27, 1993, and

 Seprember3, 1923. FxnmhzeSeambo
waanyNovember 1993, thepagem

neversedandanememe!ysacmdmum
existed. ‘i‘i::smxcaadamaﬂe:ezpecmon

of lower prices. Cashpricesthenelim

early December, 1993. Asubsequent

’wndcriugnpmmwo@nadm
Jamzaryﬁ’zrough?eumary 1994, preceding

simpmaeasemdzeseczshpnmsm
IasewtdxandaﬂyAer.Sgnnm

: dmxswptecedeﬂﬁwmarpm drop
in cheese cash prices. Apparently, the

fausres market comectly anticipated cash \
mmi:etmbead omhsanecaozal

amﬂa

: %asemm».mrsmim sz;ased on<z

bokbadma'ds‘mmeaadmmz
neceswﬁvmd’:cz:ewnazmynapnen inthe
funsre. Cheese fumures spreads may or may
mtsemeasanamzewmczooi
bevmzdmempemdemnm

e Coﬁ'ee, Saoar & Cocaa

dzanoe Inc -

meamac*& IT or (21 v) 933-9579 FAX (212) 324—9863

@ ~f,.._,_..;—..~?._.:..,.....-'._;

4 Woﬂd Trzde Cenfer New York NY 70048 o
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Cambradoe Fmanc:al Develops vae—Step
Dalry R:sk Management Program

, Cambndde Fmanc:ai Management,
Inc. is located in Cambridge,
Massachusetts, and provides money
, i'manacement advisory services
- in stock, bond and commodity
manfcets Cambndoe Financial.

Sec:urmes and Exchange Commis-

| and with the Commodtzy Futures
| Trading Commission (CFTC)as

a Commod:ty Trading Advisor

| (CTA). Cambridge Commodwes

| Corporation, a subs:dtary, publishes
 the monthly, "The Dairy Markets

| Financial Advisor,” to advise dairy

clients on hedging and tradma

strateates

— William Whm'noyer
CSCE Financial Wnter

- Management is reglstered withthe |

sion (SEC) as an Investment Adwsor ‘

,]zm Kneafsey, Pressdent of Cambrxdoe

 Financial Management, Inc., has
developed a five-step risk management
' 'program for daxry firms. With hedging
inthe daxry futures and options markets

as its core focus, the five-step program

 consists of assessing a client’s risk

profile; establishing a hedgmg strategy;

applying hedges; monitoring hedges; -
and lifting hedges. The goal of the
program: to lessen the negative impact
-of cheese and milk price changes ona
'dauy firm’s bottom hne ik :

"I you arein the daxry busmess

changes in the price of cheese or milk
can have a big impact on your firm,”

Mr. Kneafsey said. "And the best way
to protect against price risk in this
situation is to hedge in the Cheddar -

1 cheese futures and options markets

 "That's the theory But how do you
use the theory to create a risk manage-
_ment program?,* Mr. Kneafsey asked

“To answer that question, we devel-
oped our nve-s{ep risk manacemem

program.”

Step One

‘Risk Profile

The first step is assessing a chent 's risk
profile. Mr. Kneafsey takes into
account a client’s business structure,
productson levels, and comrfort with
risk to form 2 profile. in some cases,

chenr_s are comtortab!e with only :

futures or options, or their business
charters prevent them from using

 certain risk managemem strategxes; :

By creatmg a nsk profile, Mr. Kneafsey

“'is able to determine the client’s
: 'opnmal hedge ratio, which is the
~amount of cheese which should be

hedged. In most cases, Mr. Knearsey

 develops a prototype program for
- hedging price risk on a small pomon of

the total cheese producucn overa szx
month penod v

"’lt s like testing a new azrp!ane, Mr
‘Kneaisey said. "You know this new

airplane will help you become more

efficient, but you want to take it out

and fly it around on a few test flights
before putting it into full service.”

Step Two: -

Establishing a /Hedvsnc Strategy

‘Using the nsk prome and opnmal

hedging ratio, Mr. Kneafsey.then

~“moves to the second step: estabhshmg

a hedging strategy by determining the
precise transactions to be made i in the
futures and opuons markets. He
establishes target prices by applying
the Horton imemanona Dairy Industry

- Pricing Forecast. This proprietary

forecast predicts expecied future or:ce

~ ranges for different dairy products.

(contfnued)




~ cheese producer would want to take

(Cmt!nued)

If the forecast calls for hxgher cheese o

~ prices in the future, acheeseuser
~ would want to lock in. today’s lower
~ prices with Cheddar futures whilea

~advantage of possible higher cash
market prices. And, if it fits the chent s

|  risk profile, Mr. Kneafsey would advise
~ that the cheese producer purchase e
~ options as an “insurance policy” agamst :

 the forecast being incorrect. If the .

 forecast calls for iower prices, then the 1
cheese producer would want to lock in

~ current prices while the cheese user

* would want to take acivamage ofthe
: Steps Four and F:ve*

- Monitoring and Lifting Hedges N
~ In the fourth and fifth steps of the risk
_management program, Mr. Kneafsey

“ possxble lower cash market praces

’StepThree: i S
- Applying the Hedges

 The third step is applying the hedges oY
oM Kneatsey works with clients on two
~levels, as a hedge advisor or as a hedge

- implementor. Asan advisor, Mr.

- Kneafsey recommends individual hédg- :
ing posnt:ons and the client is respon- B

 sible for executing the transaction

' through its own brokers. As an 1mp§e~' ~

~ mentor, Mr. Kneafsey holds a fimited
‘power of atiomey t0 place the orders

~ himself Ihrough Cambridge Commodity

rporauons s reguiar ﬂoor brokers

: 'Mr Kneazsey uses ﬂze Horton kmema-
tional Dairy Price Forecast and other

5 technical trading systems 1o help him

L adwse clients. But, Mr. Kneafsey

stresses, he is only able to do what the £
market allows him to do for the client. -

- If he advises purchasmg 120 put
options for a premium of 2.00 cents/
~ Ib., and prices never reach that level,

. Mr. Kneafsey is unabiemestabhsh the

'ne-dge at tha{ pnce 1eve¥

o o set up 3 mtures or cpm:ns account
~ the hedging client makes a deposit
_with a broker. The deposit amount
ie-pends on the client and the hedging
;m«ram but Mr. Kneafsey says the
range runs from $10,000 to $56,000.
In some cases, these deposits earn
imterest.  This money is used to pay for
upzmn premiums or futures margm
Options are purchased mﬁngh{ for the
premium amount, but futures contracts

are purchased on margin. Margm isa
- good faith. deposxt whnch allows the
" hedger to control a futures contract

_ without paying the full cash value of b
‘ ‘thecontract s -

o Many clxents choose to h:re Mr.
i Kneafsey as a hedge 1mplememor A
cooperative’s bread and butter is taking

milk and making cheese. Our bread

and butter is financial risk manage-

ment,” Mr. Kneafsey explained. "Risk

‘management is a financial transaction,
a separate function from production ‘
/whnch helps manage producuon risk."

monitors the hedge positions through-

“out their ixfecycle and advisesthe

client when 1o lift the hedge. Here

~ again, if Mr. Kneafsey is a hedge
 advisor, he will advise the client when -
* to make certain financial moves; as a
hedge implementor, Mr. Kneafsey will
_oversee the financial moves through
; Cambndge s orgamzatxon

As 2 hedge advssor or amptememor,

_ M. Kneafsey bills for his services in
 three ways: as a percentage of the

hedge amount, as a percentage of the
hedge gain, or 2 combmanon of the

two tees 5

edcmg risk is a contmuous process,
so each client receives monthly and
annual purchase and sale statements,
which detail all futures and options
trading and current active positions in
the account. This allows a clientto
compare the financial resuits of the

‘hedged versus unhedged cheese pro- -

cuctionon a pound per pound basis.

"'{he whoie xdea of the nveostep pro- .
gram is 10 allow the firms to see how
the process works,” Mr. Kneafsey sazd
“Eventually, the Cheddar market wifl
grow to the size where firms can hedge
their entire cheese production, and our
clients will have the necessary experi-
ence to make. the markets work for

them.”

' ff’Hedgmg Basms

Futures contracts allow a hedger o
to iock in a set priceforan =
upcoming cash market purchase -
or sale, no matter if the cash

~ market prices rise or fall. Options

~ contracts provide the hedger wsth T
the ability to create 2 minimum-

- price floor for a sale or a maxi-

| mum price cexhng fora purchase e

If prices. move below the mini-
mum price f floor or above the

" maximum price ceiling, then the

options are vaiuable and provrde s

| protection. If prices remain.
~ favorable (prices are above the

minimum price floor or below the

| maximum price ceiling), the
 options are not exercised and the
‘hedger loses only the premium

payment. At the same time, the

_hedger can take advantage of the |

more favorabie market prnce

" Inthe next is’ksixedf‘ o
On the Da:ry/\fi-al’fé‘ﬁ‘is '

More detaxis about the mnovanve

- CSCE milk futures contract... .

R Coffee, Sugar & Cocoa Exchanoe, lnc. * 4 World Trade Center

1 «800-HEDGE IT

: . ~::’r~.r.‘~.,.. 2% Redyaied Paper

o New York, NY 10048
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o Protect Your Ml"( Pnce 5 .
| ,Buymg and selhng cheese futures is one way to smooth out the m:lk prrce coaster rzde.
But first you need to know a few thmgs | | . :

By Paula Mchr

. This artrcle is repnnted from the Augusr 7995

: ’tssue of Dazry Today, w:zi: pe.rmlssren

Bt Lmnea and joei Kooxstra knew Jast Oclooer

 that they would get at least SIZ.:O/GNL for :
- their May 1995 milk. How so? The -
- Woodstock, Hil. couple locked in a rm lic price
by tradmv Cheddar cheese :umres

iy "We cer:xded we had 0 do it says Linnea,
who trades grain futures and purchases dairy.
- feed on contract. The Kooistras own and
- operate 2 1,400-acre cash crop/da:ry farm with
225 cows. Thex' herd average is 23,000 Ib

o ‘didn't see milk orx’ces going. up and overall,
the government is getting out of the dairy
' bx,smess Linea says. % on!y saw volaxxhty

After carezuﬂv wazcmnc Cheddar cheese

 futures and listening to Gairy outiook reports
 last fall, she ieamed that economists were

- predicting a price tumble froma $12.29
October M-W to $11 in the spring. . In

~ October last year, May 1995 cheese futures
were going for 51.25/lb. on the New York -
Cofiee, Sugar & Cocoa Exchange (CSCE). For
the Kooistras, that cheese price translated into
an 511.50 M-W pius 2 dol!ar or more ior°

oprems iums.

, ‘,W,e'knew we could make morey on $12.50
~ milk" Linnea says, “so we locked in half of our

- produciion 2t $1.25/b. (and sold two contracts

" Linnea says

:ox Cheddar cheese) . One contract is equai to

10,500 Ib. of cheese or 103,000 Ib. of milk.

Two contracts for the Kooistras are equivalent -

to half of their herd’s milk producnon- Their
cows produce 400 000 lb or rm!k a month

Cheese mtures went down o SLZI/lb Iate last
year and bounced back up to $1.25lb.in

January. Not wanting to risk another price

drop, Linnea sold two additional May cheese

 futures contracts at the $1.25 price, :hereby

Iockma in aiI their May producuon- :

By Apnl cheese futures had dipped to $1.18-

$1.19/lb. It was time jor the Kooistras to cover
themselves by purchasing cheese futures
contracts before their May cheese contraczs

~matured. They bought cheese contracts at-

these prices and made 2 net prorxz of $2,300
{see box onback.

The M—W feI 78c in April so we oniy toek an
18¢ drop whxie others took 2 greater one,.”

That was Lmnea s first time !raomg cheese.
futures, and she’s waiting for the right price to
do it again. "We haven't locked in anything -
yet (for the fall). We want November cheese

at the 51.30 level. Now {late june) :tsa: 1.28.

It has got 2 bit to g0.* Meanwhile, Linnea
keeps s watchmc the markets and the weather.
She sees the pOS>loxixty of another drought this
summer, causing feed costs, milk producmn
cosis and milk prices forise. . - L

: ‘Because 1see the chance of milk pnces gome

up, idcn t see any reason to hedve, she adds.

Tbe concept of trading in daxry fumres to [ o
reduce market risk is still relatively new and

~ untested by most producers. Linnea’s

experience paid off because she did her
homework before playing the market.

 Sometimes, however, the outcome for cross-

heocmc will be less than the current mﬂk
price. ,

’There w:ﬂ be times when the market pnce :s

- higher than the one locked in through the

futures markets,” says Bob Cropp, Unwerszzy of
Wisconsin. agricultural economist "Butif you
know your cost of production and your price
objective, you should a{ways get your pnce
ob;ecuve.

Ttadm'a in fuwres and options on Cheddar:
cheese and ;:owdered milk began in june 1993
on the CSCE. So far, participant numbers have
been low. Most business is conducted by

 dairy companies and cooperatives. On!y a

handiul of producers have traded rutures
mrouoh brokers. Why?

It's 2 chicken or the egg S§tuation Cropp séys '
Datry companies and co-0ps have used the

. futures sparingly to lock in cheese inventory

values. Limited use means limited activity.
Plus, there has not been much interest on the
par; of specu lators.  Speculator activity crea:es
{contmued/ ;




- going.* Cropp surmises that producers have

‘ Protect Your Mxlk Pnce ;
‘ (contmued) A

 , i:he i:quxdx:y in the marker_ So you need both

ors,and speculators in the futures market.
_ ~ruwaver, Cropp is. opnmxstxc that pamcxpant
,?mzmoers w;I grcw o ,

 “Rusua !v does go slow,.* he says "It took
~ three year:. for the sugar contracts to get

- been hesitant to trade futures for several

~ reasons: lack of interest, t00 busy, unknown
- costs of production, lack of understanding

~ about futures. ”Some say it would be easier for,

‘ "Remembe' we ‘re not trymg o predxct what
. the milk price will be in the future. We tell
- -our producers, based on what the futures .
-market is yielding this day, we can offer you

this price. If it's good for you, take zt,

 the milk plant to do it so they won't haveto
£ 5pend zxme ﬁudymg the markets,” Cropp says.

o ;One co-opdec:ded totestthetradmc wa!ers g

andmna pilot project from july 1994 10

- February 1995 oﬁ'enng iixed cash forward

_contracts to its patrons. Alto Dairy, Waupun,

© Wis, received 2 siate grant 10 start the project
 and used the money to cover administrative

~ costs. The co-op now handles contracts for
' about 130 producers and doesn 1 charge extra
~ forthe service.

We establxsh a pnce we :hmk we can sel! =
; cheeseatontheexd\angeandonerthatmthe

~ form of a milk price to our patrons,” saysDon

~ Des;ariazs, Alto’s vice president of finance.

P For example, Alto’s base price paid to patrons ’

i "toa'MaywasSI}.JO. Forthose producerswho

iocked in fomard con:racts earber they

: ,op, producers re;:lace thesr cost nsk wuh zhe -
~co-op’s assumption of the basis risk. Basis is -
- the relationship between the cash and futures

- prices. When a hedge is set, the basis is often -
the predicted dmerence between the cash '
price and the futures price. Basis risk is less .
than price risk because basis is easier to -
, pred;ct than price and is less vanabie than
~ price. a0 :

Des;ariazs says

~You can nowtxadedmese and non-:at dry- i

~ milk futures. By year’s end, you may be able

1o trade fluid-milk futures and options. The

 Coffee, Sugar & Cocoa Exchange and the -

~ Chicago Mercantxle Exchange have petitioned
the Commodity Futures Trading Commission to

 trade fluid-milk futures andﬁopﬁons. The

~ Commission has until next spring to approve |

fluid-milk contracts. Industry insiders expect |

 the fluid contracts to be available this fall.

 Fluid contracts will nde in :0 ooo-xb R

,ai!ounenzs e St

i Cross—Hedgmo |
. By the Komstras
Cash_Mari\e Euiures,.Mazke :
' Oct. '94: Sold 2 May
- cheese contracts
812500 (S125/b)
Jan. "95: Sb’idZ‘M'ay
" cheese contracts |
- @ 125.00: {Sl.Zsﬂb)
Sold Apnl Milk  April '95: Bought3 |
(410,000 Ib) for  May cheese contracts
51280/t @119.00 (51.19/1b).
 Bought 1 May dzeese
 contract @ 118.00
e {51 Isﬁb) '
'~ 52,50000 S -
5230090 netprofit
1 52,300dmded by4000001b
- milk=.575¢/ewt
1 April milk price s1zeo—57;=513 47; net |
- price for Aprxl mﬁk i

‘Wanna 'a'ade2 -
| Where do you start? ~

e W‘nen trzdmg on the futures marke:, you
a_dontaaua!lytradedaeeseorpowdered -
milk. You are trading contracts of commit-
| ment for future delivery. Transactions are
| simply on paper. in rare cases, contracts
| are aliowed to mature and you need to
| defiver commodities. But you don’t want to
wait until your contract matures, otherwise
,!you'il have to buy or sell 2 xoad of cheese.

need 10 do your homework. First, you need
o contact a broker, open an account and

stdy the markezs and read outlook infor-
‘mation. ‘Know what your cost of production
is and establish 2 price objective. Then sell
2 pomon of your milk, says Bob Cropp, Uni-

He suweszs selling, at the most, :0% 0 60%
o: your rmlx.

o say sell becauseasadauytamzer you

' Bemre iockmc in cheese mtures pnces, you ‘

, s:gn 2 hedging contract. Next, you needto

versity of Wisconsin agricultural economist.

produce milk. Hedging is doing the opposite
things on the futures market,” he says. “You
sell cheese on the futures market and buy it

back fater. But don’t wait for the last day or
‘ monheconzracztobuy:tbad:oryoumay

get stuck with a commitment to deliver -

e ‘cheese esoec:allysmce ﬁweresnotmuch

hquzd:ty

. Here are some basxcs to thmk abouz it you ‘re
mterested in futures: S ,

‘ ,"For you the hedcer, wmres markets are used

10 protect price and ‘profit objectives in the
cash market. You deal in both the cash and
iutures market and expect that any loss in one
market will be ofiset by a gain in another
market. You shift the risk of pace change onto

2 speculato;

*There is a closer relatzonsmp bezween :

* cheese prices and the M-W than noniat dry
- milk and the M-W. That's why producers have

been buymc and se!imc cheese mturs.

= you (3 mtemed in ieamzno more abou:

futures, contact the Cofiee, Sugar & Cocoa

- Exchange in New York, 1-800-HEDGE IT.
 The exchange has a number of pubiscauons

explaining da:ry futures and option markets. -

It also has a broker list. Get the listand call
‘ 'acoupieorhrokers for information.

' 'Whentaikmowmabroker ask:fbeorshe ~

works in acnwkura ‘markets, specifically

. dairy. You ‘want 2 broker familiar with your 18

markez, not one specializing in bonds or
foreign currency, says Mike Downes, a

~ Wisconsin dairy farmer and commodity -

broker with Rosenthal Commodity Gmup in

Chicago. Downes suggests that you also ask

if they are members of the commodity
exchange, how much margin (*good faith”} b
money they require, what .hexr commission

 fees are, if they have dxrec‘ phones 1o the

exchanve and if they ca
see actmzv

clients wi')en zhey

© Coffee, Suoar & Cocoa Exchanve, Inc. . 4 Worfd Trade Center e New York NY 10043
~890aHEDCE T ® Pnnwdonk:aci:d?apcr : , , o
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Dalrylea Estabhshes leed Pnce Forward
Contractmg Program Dot o

‘ jémié Zimmennan is the DireCtar
- of Farm Management Services at

Dairylea Cooperative inc., based

| inSyracuse, New York. On june
6, 1995, Dairylea starteda

| forward contracting program,

| offering its members fixed prices
| and managing milk price risk by
| utilizing the Cheddar chese
 Autures markez. To prepare,
| Dairylea studied the success of the
- tixed-price forward contracting -
- program at Alto Dairtes, wmch
was the first cooperative to begin
- using the hedging tools avatlable
in cfze futures market. Although
Dairylea’s program has only just
started, "On the Dairy Markets”

spoke with Mr. Zimmerman about

- his experiences estaohshzng a
proaram.

. --William'l_thitmoyer
* Financial Writer ‘

On }une 6 1995, Dazryiea Cooperatwe

¢ Inc. of Syracuse, New York, announc-
“ed the introduction of a ﬁxed—pnce :

forward contracting program for its

- member’s milk. The program allows

co-op members to establish forward

~ contracts with the cooperative ata
 fixed price to help them manage milk
price risk. In tum, the co-op hedges
the price movement risk in the Ched-
dar cheese futures market at the Cofiee,
; Sugar & Cocoa Exchange, Inc. :

, "M:lk prxce ﬂuczuancns have gotten S
‘greater in the past five years, and this
price volatility has impacted our dairy

farmers,” Mr. Zimmerman said. “So
Dairylea’s reason for introducing the

program is simple.”

' Daxrylea calculates the bsd prices to

mirror the Federal Order Two Blend
Price, the price that most. Dairylea far-
mers receive. The co-op bases these
prices on the price levels of the CSCE
Cheddar cheese futures market. To
access the forward contracting pro-
gram, Dairylea members call are-
corded price line, and listen to bid
prices for up to six months in the fut-
ure. If an offered milk pnce is attrac-
tive, the producer can transfer the call
o a co-op stafi member to write 2
forward contract. In turn, the co-op

:fhedges the price movement rtsk in the
Cheddar market ' :

After studvmg lhe ‘concept of rorward
_ contracting programs (On the Dazry
Markets, July 13, 1994), Dairylea spent

several months designing their own
program to hedge in the Cheddar

- cheese futures market. However,
Mr. Zimmerman said, when- the CSCE

introduces the new milk futures
contract, milk futures may prove even
more efficient for Dairylea because of

the closer correlation to the basic
~rormula milk pr:ce. ‘

“Smce Dairylea is a marketing co-op,
we have no manufactured products to
sell,” Mr. Zimmerman said. “So we

- must be very certain about our hedging

strategy. Currently, we have to make
the jump from cheese to fluid milk

prices. If it's already made for us, as
- with a milk futures contract, then we

don’t haVe to worry about it.”

'Da:ryiea studxed the feasibility of a -
forward contractmg program after

receiving inquiries from several of its
members. As was to be expected, -
some co-op members were not familiar -

- with their new-found ability to influ-
ence their future milk income. ‘

/ continued)




jam:e Z:mmerman :
‘ (con{rnued) G

- '; “Some daary rarmers havekexpenenced

forward contracting on the feed side of
_the business, but for many, thisisa
~ new concept for the income side of the o '
Lo "!t takes time to leam about hedgmg
and bring people along to see the .
_ benefits of hedging, but the exciting
 thing is that these tools are available,”
~ Mr. Zimmerman said. “Dairy farmers
can lock in margins, and use thatto
. their benefit. If people are concemed
with their future milk production
~ income, they have the ability to lock in
~ this level of income and get rid of price
L \change risk. If they are in an expan-
- sion mode or they are lookingto
_borrow money for some other reason,
 having some amount of their produc- el
tion contracted helps them with a
s 'guarameed income. Thatisapretty  L_
~ powerful tool to use when approachmg: ©

~alender, as opposed to just saying we

 operation,” Mr. Zimmerman said.
 “The opportunuy to lock in a price on
~milk income has never been available,
~ sothe challenge is bringing people up
~ to speed and educating dairy farmers

~ about the positive and neganve of

, ,j,forward contraczmg :

,, ”;“‘We decsded to offer Ih!S program —
~ as opposed to the members. hedgmg
 themselves — because it’s easier for
~ the cooperative to apply 1 the time and

f'management expertise to this task. than %

_ for the individual members to take the
_ time out of their day, ‘Mr. Zimmerman
- added. “Since we work for our mem-

~ bership, one of our goals is to develop

~ tools and services that help them
- fzmprove then' bot:om line.”

':}'f"'A!ti-aough the program takes some

'“"ff:'feeis itis won:hwhale because the
_program is of great benef tto the
“'Producers e £

think the price of milk is going to be

o thzs or that in the ﬁnure.

co-op txme to manage, Mr. memerman i '

If you would hke i

- more information on nxe&;bnce, b

rcrward contracts or the new
- milk futures contract,
please contact the Exchange
‘Marketing Department at

| 1-800-HEDGE IT, (212) 938-2966

or FAX (212) 524-9863

1 lekfnthontractStatus ;" 1

Awamnc Commodtty Fuwresf',g,yy A
Txadmc Commxssxon (CFTC) L
‘ Approvai

'@ Coffee, Sugar & Cacoa Exchanoe, Inc. 4 World Trade Center . New York N Y 1 0048
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More Dasry Producers Need to Lock in Pnces m
the Futures Markets Says Wlsconsm Producer

: ;’ : Smce the mn'oduct:on of the :
Cheddar cheese futures contracts

have been using the futures

upcoming productlan, thus

| reducing their price movement

- | risk. Some producers lockina
| price through a coape:attve-mn

~ hedging program, but many

| producers hedge on their own

with a broker, Brad Brunner is
one such producer, and On the
 Dairy Markets spoke to him =~
about his experiences.

—William ’Whilmoyer'
Financial Writer

in 1993, many dairy producers

 market to lock in a milk price for

Cecz! Wsconsm da:ry farmer Brad
‘Brunner urges dairy producers to start
!cckmg in a milk price to protect farm

 income by hedging in the Coffee, Sugar

& Cocoa Exchange, inc.’s Cheddar
cheese futures market. S

| ”It’s abaut trme ifae mduslry ‘

 wses dairy futures.
In fact, zt’s Iong overdue."

by opening a hedging account |

”T 00 ‘many people are stand mg on the
sidelines. 1don’t know why. | guess
they just aren’t comfortable with the
concepts yet, “ Mr. Brunner said. “But
if everyone did a little bit of tradmg,
then we would have liquidity in the

g markets and low bld-offer spreads -

Mr. Brunner a Nat:onal Milk ?roduc—

ers Federation (NMPF) Advisory Com- ’

mittee Member who milks 200 cows,

began hedging in the Cheddar cheese

futures market in May 1994. He will
hedge up to 200,000 pounds of his
farm’s 360,000 pound monthly milk
oroducuon if he feels ma!k prxces will
raﬂ :

' "For‘examp!e, if 1 want to make 2

minimum of '513.00/cwt. 1 will put sell

: orders mto the Cheddar futures market ;

for nothing less than 130.00 cents/!b
If the market reaches that point, my
orders are filled and | have locked in
that price for my chasen month'

B productzon

‘With the current low vclume in the
Cheddar market, Mr. Brunner is pat:ent
- when entering the market. He places
orders with his broker to sell Cheddar
‘contracts at certain prices, a process =
~ known as placing limit orders*. If
market prices reach these levels, then
 his orders are executed at the chosen
~ prices. Mr. Brunner also liquidates hzs
futures positions in advance of the

contract month's expiration, which
occurs on last trading day. Hoidxgg
contracts to expiration would ob!xgate ‘
him to deliver cheese, so by getting out
of the market early, Mr. Brunner uses

the futures market solely as 2 i nancxai i
transaction. E

A g!ean whati can from industry
- sources to make my market outlook.’

| subscribe to Dairy Profit Weekly,
receive information from my broker,
and study feed prices, weather reports

- and cheese inventory levels,” Mr.

ermer said. “Then, since | know my
(contmued)

’Lzmrt Order Order fven to 2 broker specifying a certain maximum {or mxm— k =
8 pec 7}’ g

; mum) prsce beyond whxch the order is not to be executed




S SradBrunner, e
‘ ~ [(continued)
= cperatlon s cost of ptoductxon, 1 can
~ lockina price above that level if |
thmk miik pnces;a e gomc to fail

- ;;'Mr anner became mterested in the .

~ dairy futures markets after aztendmg a
- Farm Credit Services seminar in April

- 1994. He qunckiy opened an account

~ and sold July 1994 Cheddar contracts.

 Since then, he has locked inhismilk
- production’s price six txmes', fora tcmi £
of six product:on momhs‘hedged. G

. As a former gram' merduandxser for
Cargtif inc., Mr. Brunner already

~ understood the concepts of hedgmg in’
a futurs market. While workmg mthe i
: moveagamstmemﬁ\efutursmarket e
g,'lwzﬂmakettupon mymx?ktogetthe S
f‘iockedmpnce. S

' grain markets, Mr. Brunner saw new -

] - opportunities arise in the dauy mdustry ,
~ and the chance to control his own

~ destiny, returning to Wisconsin to run

 the famdy dairy operatxon And, with ‘
S hxs expenenca in grain mtures, Mr.

T Brunner quickly became comfortable |
- ﬁusmg the Cheddar fumres markea

. :,”!r you assume a m:ik prxc:e of S‘! 142/

- owt, and it drops a dollar, you've lost

- over 8 percent of your monthly in-

~ come,” Mr. Brunner said. “With profit

margins at around 5 percent, there just
~ isn't room for a dasrymg operation to

. "f’take that kind of risk. With these slim

. margins, we need to transfer | prxce nsk
' "’f‘throughtheﬁm.xresmarket. :

v ‘Mr. anner sn'ssﬁsthe :mportance of k

_‘goodcashﬂowmanagemem,soa
?produceranmeetmargm caiis outof .

‘ 'operatmg cash ﬂow Margm is marked 3

o the market value every day and milk

i ﬁ, checks lag price changes by two i ‘
. months. Allowing 2 producer to

: kcontrcl a contract, marginisa good ‘
~ faith deposit,” usually a percentage ofa

~ contract’s market value. if prices move
~inan unfavorable dxrecuon, the
: producer may ‘have to post additional .
- rnargin to maintain the correct percent— L
:agedeposst. Thsefundsareremmed o
after the futures pesxtlon is isquxdated o
e and :nsomecases eam mter&st. e

R b | don t mmd margm cal!s, because 1

am going to sell the physical milk
anyway, “Mr. Brunner said. “If prices

Mr. Brunner expects cooperatwes to

o play a larger role in the futures market
in coming months, not only by oﬁenng :
 fixed-price forward contractingpro-
~ grams, but also by hedging the vaiue of

‘ ﬁxexrdme&semvenrones. G

‘ ,"trtheco-op hasama)orswmg in 2
cheese inventory value, we blame iton
~the cheese price,” he said. “But
: someday, producers will not accept

that answer anymore, not with the co-
op able to lock in inventory value

 " - through the futures market. It may take

a while tobecome comfonable with
theconcepts but it’s about time the

i ndusuyusesdarryfumrs. infacz, it’s

Iongoverdue. S

' Effective October 7, 1995

o  the CSCE will have new telephone

and fax numbers, but our toli-free
: number {1-800 HEDGE m

:  ~ and address will nct change

New CSCE Telephone
(21 2) 742-61 00 '

NewCSCEFax T
(212)748-4321

| ‘,@Coﬁee,Sugar& Cacoa Exdzange, Inc.»4 World Trade Center * New York NY 10048' i

; «1«800-HEDGE 113 @ Prined ouRecycied Paper
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ff,'Alto Opens Forward Mxlk
| ?,":Pncmg Program to All Patrons

A!to Daxry has broadened the scope of

- its pioneering program to offer dairy

~ farmers fixed price forward contracts
- for their mslk. Alo began the year-

 long pilot program in July, 1994.
Initially, enroliment was hm:ted to

 Alto patrons who signed up before the
- program’s inception. Now, any Alto

o :""The program was well rece:ved by

initial participants, and the balance of :

- our membership wanted the opportu-
' nity to participate,” said Alto Dairy
~ President Larry Lemmenes. "We had

- eighteen new applications from our
patrons on the first day we expanded
enroi!ment "

Alto’s fixed ‘price fbrward contracting |

- program allows Alto patrons to lock in
- 2 price for the base pay portion of a
future month’s milk production.
‘Program parncxpams have a simple
ob;ectxve' protecting the value of their

milk agamst drops in the cash market '

pnce

By 3od<ing in a milk price, tbé farmer
~ knows in advance how much a future

- month’s forward contracted milk

production will be worth. This

~ guaranteed monthly income helps
wuh farm budgeting, particularly for
tarmers with debt payments

The Producer ’

Todoso, a pamcxpatmg Alo producer
 telephones Alto Dairy between :
- Monday and Friday, 8 AM 10 12 PM,

and requests “forward milk bid prices.”

- The forward milk bid prices will be for

~one or more upcoming month's milk

production, and are based on the

Farmers, who dec:de the dayfs bxd :
~price is attractive request “a forward -
- milk contract” with Alto at that price
for a specific amount of milk produc-

tion. Each forward contract has a
minimum quantity of 10,000 pounds

of milk. Participants may contract

additional milk production over the
minimum in 5,000 pound increments,
up to a maximum of 50% of the farm s

~ monthly rm!k production.

- Over the penad of the contract, the

farmer receives the agreed upon price,
regardless of the market price. Quality
and incentive premiums, such as
butterfat, protein and volume, are

* unaffected by the contracnng program.

. Alto’s Roie

At the time Alto agrees to buy the

forward milk contract, Alto sells

Cheddar cheese futures contracts to
‘ (contmued)

Nonfat Dry M:lk
“Dxfferentxals Reduced

' The CSCE recewed Gommodxty
o Futures Trading Commission (CFTC)
‘approval to reduce nonfat dry milk

(NDM) delivery locational price

 differentials. On February 21, effec-
tive with the September 1995 contract,

the new differentials are 0.5 cents/lb.

for the Central Region and 1.5 cents/
1b. for the Eastern Region, reduced

previous day’s settiement prices in the from the ongmal levels of 3.50 cents/

S CSCE Ch eddar cheese futur&s market { Ib. and S 00 cents/lb., respeczwely

' The price differentials are premxums
_ added to the settlement price of the
'NDM futures contract to reflect the

typical cash market price difference -
for delivering NDM in the Western,

- Central and Eastern Regions. The new'

price differentials more accurately

| reflect cash market conditions and
- make the market more useful to a

wider range of pamczpams Y

in addmon when the final sett!emem
price for a NDM futures contract is

~ below the Commodity Credit Corpora—

tion (CCC) support purchase price, the
differentials will be decreased by the

~ equivalent amount. However, a differ-

ential could never be less than zero.

For example, if the futures contract

- expires with a price of 103.00 cents/lb.
-and the support price is 103.40 cents/
I Ib., then the differentials would be

{continued)
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Fonvard Mdk Pncmg
(conunued)

' s hedge the forward contracted malk

price. As contracted milk is deixvered
~ price exposure diminishes and Alto

 liquidates the futures positions by
, buymg back the Cheddar contraczs it

~ predict what the actual cash price
. mxghtbemﬂzeﬁnure that depends
on market supply and demand,” said
~ Mr. Lemmenes. "The patron’s objec-
- tive is to secure the cost of production
“and an acceptab!e profit margin. If
 that’s important to them, then here’ s a

- of course, pamc:patmg farmers can

~ lock in prices that tumn out to be lower

-  than actual market prices during the -

. contract penod--somethmg several

~ initial program participants have
' experienced. But, Mr. Lemmenes said,

~ those farmers apparently believe the
 benefits of a known price outweigh the -

‘ iost opportumty for hxgher pncs

 "An agncuiturai newspaper mtemewed
e "a program pamczpant and asked him_

: 'about lockmg ina pnce Iower than the
prevailing cash price at delivery," said
- Mr. Lemmenes. "The producer said he
wasn’t concerned about the difference
in prices because his objective wasto
- secure a profit in his business, an
o e R ob;ectsve whxch he had achseved."
o announcmg the program ‘s expan- e
- sion, Alto also reported that, since the
~ pilot’s inception, 22 patrons had
. written a total of 108 contracts,
~ representing 3.475 million pounds of
‘milk. "Dairy farmers have no ability to
oM. Lemmenes, interestin the 1
~ program extends beyond Alto’s own f
_patrons. In fact, other dairy coop

TheWayofﬁ:eFuture

Fixed price forward contracting,

- although used for decades in other
: ‘agncaiturai industries, is a new con-
cept for the dairy industry. According

managers have been calling him or '
pulling him aside at dairy industry

> funcnons E (o) ask about the program ,

L "One ofthe concemns they haveisthat |

~ handling the program may be burden-

- some,” said Mr. Lemmenes. “Sure,

‘ ﬁaexessometnmeandsomework :

~ involved, but we haven'’t had 1o add
' staff to handie our program '

- Mr. Lemmenes expects to see more

o producets looking at forward contract-
ing as a viable marketing mechanism. |
*I sense that futures market activity wiil
 pickupasa numberofdanyorgamza_ i
tions start putting milk forward pricing

programs in place, he added.

NDM leferentxals
il (conmued) S e

0.1 centsﬂb for the Cemrai Reg!on

" and +1.1 cents/lb. for the Eastern
_Region. If you have questions or
“would like 1o receive updated contract

specification cards, please contact the
CSCE Marketing Depat'tment at ‘

1 938.2829

@ Coffee, Sugar& Cocoa Exchange, inc.- 4 World Trade Centero New York, N Y1 0048
1-800-HEDGE IT or (212) 938—2829 FAX (21 2) 524-9863 '
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: -memewwm- Jerry Bos of Mid-America Dairymen, Inc.

; /erry Bos is o‘we Chief Fmanc:al

- Officer of Mid-America Datrymen
Inc., one of the largest dairy

_ cooperatives in the United States.

{ Since the introduction of dairy

{ futures and options in 1993,

. Mid-Am has utilized both the

| Cheddar cheese and nonfat dry

- | milk markets at the Coffee, Sugar :

& Cocoa Exchange, inc. (CSCE). ‘
Mr. Bos spoke with On the Dazry o
‘Markets about Mid-Am’s
f expenences in drese markes

: --Wllzam Whttmoyer k

: CSCE Financial Writer

Q: Why did Mld-Am decide to hedge

- price movement ﬂsk with futures and
options? ,

A: We got involved in futures because,

- first and foremost, we have a lot of
- cheese. We camry up to 30 million
pounds of cheese inventory at any one
time. And so, even a penny swing in’
the cheese price is a $300,000 move
- forus. If the market has a big swing,
we can have quite a few dollars of
inventory value at risk.

Overall, we have about 20 million
pounds of cheese that is subject to the
whims of the market, in other words,

i based on the market pnce at the date
 of sale. Our sales effort accounts for
- the other 10 million pounds, which is
1 either sold at the date of make or
‘under contract. When the Cheddar
futures market came along, it obvi-

ously was a place to shift some of the
risk of i inventory price change by

,hedgmg our cheese mventory

’ Q-Aﬁeryoutexpenazcsmﬁ:e ;
 futures markets, do you consider your
- risk management program asuccess?

A: if you define success as the ability

to use the market as planned; then we
have been successful. When we use

- futures to lay off a million pounds of

inventory risk, the market always

~ works and helps us. But trading in the

dairy futures markets is thin, and it’s
hard for us to do all the hedgmg we
would hke ‘

Outs:de of some dxfﬁcuhy gemng in
and out of the market with our large
positions, we are pleased with the
market. Especially the growth rate.

‘Overall, it’s a nice uptrendmg growth .
~ line.

Q: Others have mentioned light
trading as a reason to avoid the

markets. How do you deal with
light trading in the dairy futures

- markets?

A We are mterested in workmg with

this small market as we feel we can

 help grow it. As the market grows, it

will become a more useful tool for

_everyone. And the only way to grow ,
~ the market is to get in and get your

feet wet. We have tried to pamcxpate
' as much as possxble :

When using these markets you have
to understand that trading is thin so

- you don't get yourself in a difficult

position. And for Mid-Am, we have
the cheese, so we can always dehver it

if necessary

In genera! i have round that entenng
into contracts is easier than unwinding
the trade, so you need to plan ahead
and liquidate the position a little
earlier. If you know it may be tough
to liquidate due to the thinness of the

- market, then you should have a

cautious amwde

Q How do you decide whattrades to

make and when?

A ;Aitbough 1his may not be the most

sophisticated method, we havea
Friday moming meeting with our -

- cheese, nonfat : and butter operations

people. At this meeting, we review

our inventory positions — mostly we

talk about inventory levels and price
{continued)
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(Contmued)

decide what our hedging strategy

i shouid be in the futures market. :
Basically, we determine what exposure :

to risk exists, and try to lock in good
S pnces for a pcmon of our mventory

- f‘:,,Q Whataboutnskmﬁt, mmmﬁ"

C A: The level of nsk depends on

~QW§mtdoyoute8yourpatrmsand

- Board ofanectorswhentheyaskif

; 5 usmg‘the futures. market is vahable?

- A. Hedgmg reduces mvemoty nsk

éffj: - which — obviously — is good for both’::
‘ ,;*theco—opandthepatxon,‘ AR

‘l‘:'! Q- What do you say to those who ;
tbmk fha't hedgmg is too comphcated?

. A I’ve been deaimg w;th futures

~ contracts for a long time. ‘Back when |
 wasinthe accounting business, 1 took

- afutures course so | could audit my
~ grain clients better. That'sonewayto

- geta nice easy backgronnd in futures
- —gotoyouriocal umvers:ty and take ;
a mtures course. ..

e Anmher way o ieam about fuwres is 10
~ get a broker that 'you feel comfortable

- with and trade a few contracts. You

- may not leamn too much about the

‘market when you're not involved. But

 if you have money in it, you will wam
- to understand how your money is,
workmc ror you. .

: trends Dependmg on the mfomanon 'f“;,'.And 10 me, the easiest way to gez

~ that comes out of that | meeting, | ~ started is by tradmg one or two con--

~ tracts. Don’t jump in and trade 100 .

~ contracts. If you jump in and trade one
~ortwo contracts, you will become
y ccmfortabie with the market. 1 think

~ we tend to make this whole process
= 'jtoo complicated. Just domg aplain
i ,vamﬁa fu:ures contract is pretty s:mpie, i

:‘Q Whatdo youseemﬂ\eﬁtturefor
e A ,ﬂieda:ryfum:sandopt;m:smarkets?
;whether you are hedging or speculat—
 ing. Wearehedgingaswehave
~ inventory and are seiimg contracts in
~ the futures market, so that’s not very
 risky. In fact, all of our futures busm&ss :
‘af'zs nsk reducmg, il £

*A. it‘sagood tooi we need to have. 1
. think we will see more consohdanon in
 the daxry mdustry — fewer companies

are going to have larger inventories.

- And I don’t see why we would have
 less volatifity in the market than we do
* now, perhaps we will have even more.
~ Soawayto iaythatmvenzorynskoﬁ ;
Lo wsli become more and more necssary :

: 'Aiso,!thmk that a!ong wum consohda- L

tion, there is a greater need for capxtai
If you have a weli-hedged mventory

. program, your banker will allow you to' e
‘ foperateon lws capial. L

; :You know a wen-hedged mventory s
~ better than just being out there b!owmg ;
. in the breeze. Hedgmg, plainand

simple, is a necessary tool for the dalry

- mdusny of tomm'row

@ Coﬁee Sugar & Cocoa Exchanoe, Inc.« 4 Worla' Trade Center~ New York NY 1 0048 S

~800-HEDGE IT or (21 2) 938«-2829 FAX (21 2) 324—9863
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| Last monn‘: On the Dauy
~ Markets took a look at the

~to offer forward conracting
~ programs to their patrons.
This month, we spoke to

potential for farmers to hedge

A Semor Ac&Odnt Execuavéyr
with Rosenthal Collins i in.

is an active participant in the
Gairy futures markets. in :
- addition to his careerasa

~a dazry farmer milking 250
cows on a 600 acre farm near -
Eau Clazre, Wzsconsm

M. Domes is actrve]y worklnc
1 with other dairy farmers and
~ related dairy industries to

ing of the futures markets. On
: 'Ihe Dairy Markets spoke with
. mMr. Downes about his view of
- the dairy futures markets.

- —William Whitmoyer,
CSCE Financial Writer

| recent move by cooperatives |

| Michael J. Downes aboutth'eﬂ' = |

v milk price risk dtrectly, on thetr i
kf_‘ovm - T s

: Chicago, HHlinois, Mr. Downes

commodrt:es broker, he also is

~ promote a greater understand-

1 Q'\ Ho\‘&‘ddes{afamer' e use’ﬁw‘ey
,"futurs market d:recﬁy? Vi

A When farmers understand Ihexr
| cheese pnce-to-m:lk price reiatxom
- ship and know their cost of .

- production, then hedgmg inthe
futures market is a pretty easy
decision. For instance, on my

~ farm, a $1.25 cheese price is equal

want to lock in prices on 105, 000 ;
Ibs. of milk at $12.50, I need to

cheese futures. | use one contract

| relationship between milk and
- cheese, and each Cheddar contract
callsfor 10, 500 1bs. of cheese.
Farmers understand that when the
cheese price drops from $1.30 to
$1.20, it affects their pocketbook.
Hedgmg ailows them to dea! with
: that :

Q: 'Do‘you‘ﬁse'hédging '6n‘yt>ur
i ownfarm,andhasxtmetyaur
ob)ectzves? ‘ i’

1 A. Yes. We use bolh futures and

options to manage price voiat:hty

~ contracts over the past year at
prices that are better than what we
 think the cash market price will be

at delwery Our ob;ectwe isto

10 $12.50 in my mat!box. So, if I

 sell one contract of $1.25 Cheddar

because of the 10-to-1 producnon ‘

I on our farm. We have sold several

- lock in milk prices, better manage the

~ risk in our operation and improve our

- bottom line. And to date, we certamly
have met those ob}ectxves

Q: What are the benefits?

A: Now farmers can make a marketm'g :
decision by determining a milk pnce
they can live with and entenng a

futures order for that price, protecnng
 the value of their farm’s production.
* As a farmer, | see firsthand the risks

we face. There is a certain piece of
mind I have from knowing my milk

~ prices for 1995, and my banker -
~appreciates the more reliable cash
~ flow projections that hedgmg makes
~ possible. There is no question in my
" mind that the dairy markets will
- become more risky and volatile as
* support prices continue to drop, and

using the futures markets to lock in

 prices will heip farm productivity.

Q@ How do dairy farmers respoad to

the concept of hedgmg?

A. On the concept of futures, most

farmers are initially skeptical. But that

is only because it is a new concept for
many of them.

; Q How do you dea] with thzs
' ~skeptlcxsm?

(continued) ‘




~business. Then, | ask the fammers if
~ they can think of another busmess that
~ has no idea what the selling price is for

( cantmaed)

- A When 1 speak o dauy farmers, e

L start by askmg them to look at their

own dairy farms, and think of it like a

‘ thexr finished products. The farmers

 agree with me that the dairy farm is
. oneof the few places where peopie gc, 5
1o work seven days a week, work hard
 and then, a month later, fi ndoutthe ;
~ Overalf; 1 reaﬁy think the individual
 farmers are going to drive the market
- by ezther tradmg on their ownor S
encouragmg their co-op to gwe them e
- forward contractmg servzce. ' ¥

e pnce received. | have given speeches 3
~all over the country, and | have found

~ that the concept of hedging is easily
" understood. We have opened several

- good dairy farm accounts. And these
are not only the 500 to 1,000 cow:

~ operators, but alsothe 80 1o 120
~ outfits. The small- and medi urn—szzed
~ farms realiy seem to understand the
 risk they face in the market, andthey ,
. wantto :.mhze hedgmg to manage that
- nsk. : i ]

Q What doyousayto peop!e wha
o }tbmkusmgﬂaefumramtketlstoo

s futures market at all. The unhedged | ‘
4 fatmets are attempting to predict the
 future price level of the cash milk -

‘market, which is accepting a higher

 risk level than the farmers who lock in
‘a ruture pnce. i

i 5(3; How doyou seeﬁ!edazryfutures -

~ and options markets fitting into the
’ ﬂda:ry mdustry of tomorrow? ‘

A 1 thk that dan-y farmers owe itto
~ themselves to get involved and learn

about the futures market. 1t would be
ﬁi,c’:er;o have the co«ops and ch’eese

T j’«'A. Specuiatmg, whxch is attemptmg 10
~ predict future price levels, is risky, but
- hedging is just the opposite of speculat-
ing. Hedgmg actuaﬂy lowers risk by
~ locking in future price | levels. Farmers
 who hedge milk prices in the futures
 market subject their milk productxon to
~less risk than if they never used the

~organization.

,![{'plants offer iorward contracts usmg the At
futures market to lock in prices. | :
; shouid be able to call myco-opand
~ get an immediate quote on future mdk e
2 iproducnon — there should be a price
_every day. But farmers don’t haveto
- wait for their co-op. Now that'snot
- saying that the co-ops don’t need to go
 through the educational processto
~ understand how forward comractmg L

benefits both co-op and farmer.

Q To sum up, what advxce can you

3 nge to peopfe in the daary mdusuy?

‘ ‘A. Approach the futur&s market wnm an )

open mind. | get frustrated when

 people do not take the time to leam
~ about the markets. Simply put, using

futures can help your bottom line —
whether you are a farmer, a co-op ora

cheese plant: Hedging is a tool to lock
- in price, lowerriskand giveyouan

edge in the dairy industry. And for

' dairy industry firms all that’s needed ;s‘

for someone on the management team |

1o learn about the market, and then

present their findings to the whole
In order to survive in the ,
dairy mdustry in the next century,

- everyone will need to use the hedging
tools ofrered by the fumra*. markeL

O Coffee, Suoar & Cocoa Exchanoe, lnc.

1 800 HEDGE 1T or (212) 938-2829 FAX (21 2) 524»9863

@ ?nnmomﬁcmx:d?apcr

4 Wor!d Trade Centero New York NY 70048
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—

!nterv:ew w:th Roger malmg of malmg & Assocxates

; In ju]y of 7994 Alto Da:ry of
- Waupun, Wisconsin, launched

forward contracts for patrons”
- milk — the first program of its
kind in the dairy industry.
 Alto’s venture was developed
by and has been guided by
~ Roger W. malmg, a commod-
ity merchandising g expert and
futures broker Iocated in.
| Cottage Grove, Wi, a town
1 outs:de of Mad:son

Dairy, mr. Blimling has trav-
“elled extmsrvely to.cultivate

- forums devoted to the CSCE’s
: datry contracts

~ On the Daxry Markers recent]y
~ spoke with Mr. malmv to gain
- his insights on the potenna!
value of dairy futures and
options for dairy farmers and
their cooperatives.

- -William Whitmoyer,
CSCE Financial Writer

2 program providing fi xed—pnce i :

Beyond his work wm‘: Aito i |

accounts from other prominent
dairy industry firns. Of late, he
has been a featured speaker at

Q: What are forward pncmg
; for daxry farmers? :

CAA forward pncmg program
allows the dairy farmers to secure

months in advance. The pro-
grams are administered by
- cooperatives and proprietary

1 fims. They offer their suppliers a
 fixed price fora certain quantity

~ of milk over a given period of

~time.- The co-op or plant then
uses the Cheddar cheese futures
and options market to hedge the

- prices. The ability to participate
in these programs gives farmers a

- know how much they will receive
for at least a portion of their milk
regardless of fluctuations in :
market prices. That ability has
not been prewously avallable

 Q: Doesn’t the govemment
support milk prices?

A: Years ago, the govemment
 supported the milk prices at .
parity. But today, they usea
support price system, which has
dropped from $14 down to ,
.around $10. So, today’s govern-

ment support price level is below

~ programs and how dotheywork

- the value of their milk production i

risks associated with offering fixed |

tremendous, tangible benefit: they -

, 'the proﬁtabzhty level for many

rmlk producers o

Q Can’t farmers hedge onthexr
 own? Whydoyoutfnnkfxed

price programs rmght make more .

: seuse2

A: Cer:am!y, the daxry fatmer can

use the futures market indi vxdually
through a broker. Butsome

 producers prefer not to use futures
directly, and havmg afutures
~ account requires some manage-
- ment time and capital. A fixed -
- price contract offered by a co-op
. relieves the individual farmer from
. the day-to-day management of the

hedging account. And the fact that

- co-ops pool the milk of several

farmers gives them more strategic

flexibility and other economies-of-

scale. Of course, another option is
. for the da:ry farmer toprice one

- portion of their milk production

through a cooperauve-sponsored
forward contract and a second

pomon mdzvzdualiy

: Q in your experience with Alto

Dairy, how does the cooperative

* benefit from the program and

what do the farmers think about

forward contracts?

, (contmi:ed)




i A The cooperatwe is szrengtherzed
 through patron loyalty, with the. costs
~ of the program born by - the users of the

 program. The dauy farmers, over-

~ that’s just what Alto is doing now.
g coumerparts in other mdusmes

T forward‘contractmg?

~ whelmingly, wanted this type of -

~ opportunity. And, for Alto, the pra- :
~ gram was another way to provide price
- stability for its. members, a goal which
. isoutlined in Alto’s mission statement.
G ~~‘Remember most cooperatwes exist o
 provide a service to the owners — the o
- contracts because there is a fundamen-
~ tally-sound economic need for them.

- members — of the cooperative, and
: ,Today, dairy farmers can have the
~ same marketmg oppomxmty as ther’r

Q How do other mdustms use =

LA Look at the com markei A iarge
percentage of com producnon is sold

? ~ on fixed price forward contracts, priced :
 for delivery at harvest. For example,
~this past year, the cash price of com

_exceeded $2.50 2 bushel during the
'summer in many parts of the country.

By harvest time, the price of com was
. S2a bushel or less. If the corn farmers
i :had not had the opportunity to hedge
 oruse forward contracting, they would

. nat have been able to sell those

e 5 ;’bushe!s of com in advance of dehvery
~ a152.50. They would have been

forced to take the !ower cash priceat

o .,,‘;,harvest nme.

¥ ’, ,1 Q What is ti:e diﬁerence between
B hedgmc and speculatmg? :

i 'A. Hedgmg and specula{mg are two -

S ‘w;mrate and distinct ways to use the

 futures markets. in fact, they are just

. the opposite. Hedgmg is a manage-

~ ment tool which locks in a milk price, |

2 zizcreby ehmmatmg exposure to price
\o}.mhly- Speculating is an attempt to

_profit from price swings in the market.

~ Because there has never been this kind

ot opportunity for the dairy farmer,

some peopte are hesszant to use the
 futures market because they have heard
 of someone who traded futures and lost
~ money. The peop!e who iost money

ere specu{atxng

5t gram already use th:s type of program
“and know the benefits. The dairy

farmer who hasn’t used it will needto

~ study itabit. Butwhen!givean
¥ exampie Dy saymg, "Here is what you ‘

- can get for a hundredweight of milk in

Q What is your v:ew on the potentxal

‘ ffor thse markets?

A: I am opnm:snc about xhe Cheddar :
cheese and nonfat dry milk futures

Dairy farmers have no other wayto

~ protect themselves from price swings.
~ They have to take the price offered at

delwery, and the end user also must

the dairy futures market growing and !

- think it will flourish in the future.
Right now, there needs to be- more :
activity in the market, which will come

as more peopie learn about hedgmg
and the use of foxward comractmg

;’Q.Whyﬁxdyouget mvolvedmthe
eaﬂymgsofthedaxryﬁxmres

markets? "

A: Many of my daxry chents also are
grain producers. When [ initially -

~ looked at the dairy futures market, |
saw an opportunity for the dauy farmer

1o gain some control over their income

stream. Then | saw that the dairy
* futures market hon&stiy tracks the cash

milk markets. 1 know that hedging
systemns work because | use them in

~ other industries daily and ! believe

producers will use forward contracting

‘once they undmstand how it can work

for them

Q@ Any advtce for daxry farmers

interested in forward contracts? -

A: Yes. Ask your milk buver to start a

forward contracting program. Some

, daxry producers who aiso produce

February, or this is what a buyer will

- pay you in November for your milk, no

matter what happens to the Cheddar
cheese market or futures market the

~ farmer will understand the benef ts or
o the forward contrac: Ll

~ pay the offered pnce for the product. |
~ Both benefit from price stability. 1see

Coffee, Suvar & Cocoa Exchanae, Inc.

‘! BOO’HEDGE T or (212) 938-2829 -+ FAX (21 2) 524-9863

niedon ch. 2d P :m«:r ;

4 World Trade Center - New York, NY 70048 s
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CSCE to Begin Trading Butter Contracts on October 15

On October 15, the Coffee, Sugar &
Cocoa Exchange, Inc. (CSCE) will
introduce trading in Butter futures, with
trading in Butter options commencing
on October 22. ~

Butter futures and options are a natural
extension of the Exchange’s existing
dairy products line and will further the
Exchange’s continuing efforts to
provnde the widest possible spectrum of
price risk management tools to the
dairy industry. Since the decline in
government support prices for dairy
products in the late 1980s, the dairy
industry has been exposed to increasing
levels of price risk. In fact, the 1996
Farm Bill calls for the elimination of
price supports for dairy products,
including butter, at the end of 1999.

CSCE Butter Futures

The CSCE Butter futures contract was
developed with the guidance of dairy
industry participants, and formulated in
accordance with existing cash market
practices. The delivery size is one
truckload of butter (40,000 pounds),
with the contract size based on 10,000
pounds. The smaller contract size will

afford all segments of the dairy industry

involved in buying or selling butter the
opportunity to use the markets. The
contract will trade from 9:00 AM to
2:00 PM New York time, and calls for
FOB delivery of USDA Grade AA
"fresh" or "storage" salted butter at any
point within the continental United
States. In addition, there are no price

* differentials on delivery locations, and

'U.S. Butter Productlon By State 1995 |
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Total U.S. Butter Production-1985: 1,260,7386,000
Source: NASS/USDA
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