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                    - -   AGRICULTURAL CORE CURRICULUM  - -

(CLF400)  Core Area:  AGRICULTURAL BUSINESS MANAGEMENT

  (CLF430)  Unit Title:  AGRICULTURAL MARKETING

____________________________________________________________________________

  (CLF432)   Topic:  TYPES OF MARKETS            Time         Taught in Year

                                               2.5 hours           2

____________________________________________________________________________

         Topic Objectives:  Upon completion of this lesson the student will

         be able to:

         Learning Outcome #:

           (C-2)  -  Describe following types of markets:  cash, futures

                     (hedging) and forward contracting.

         (C-1,2)  -  Briefly explain how supply and demand can effect

                     price.

           (C-2)  -  Explain the difference between a hedger and a

                     speculator.

         Special Materials and Equipment: Optional use of Supplemental

                     Worksheet #1

         References: Kohls R. L., and Uhl J. N.  (1980).  MARKETING

                         AGRICULTURAL PRODUCTS, (fifth edition).  New York,

                         NY:  Macmillan Publishing Co., Inc.

                     Miller, W. W., Trede L. D., Frick, M. J., et. al.

                        (1988)  "Marketing Agricultural Products".  Dept. of

                        Ed., State of Iowa and Dept. of Ag. Ed. Iowa S.U.

                        Ames Iowa: Iowa Curriculum Assistance System (515)

                        294-8919.

         Evaluation: Quiz by instructor and/or written response suggested at

                     the end of "Supplemental Worksheet #1."

TOPIC PRESENTATION:  TYPES OF MARKETS

A.  There are, for general purposes two types of markets:

    1.  The CASH MARKET which is where take your commodity (e.g. livestock,

        or grain or bedding plants) and exchange it for capital (money).

    2.  The FUTURES MARKET which has a number of options to help the

        producer minimize opportunities for losses and protect him/herself

        from wide price fluctuations (highs and, more dangerous, lows in the

        price that will be paid for commodities).

    3.  A FORWARD CONTRACT is another market alternative.
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    4.  The cash market essentially deals with the here-and-now, while the

        futures market deals with a time that has yet to come -- the

        "future."

B.  The Cash Market.

    1.  All agricultural produce has a cash market.

    2.  It is the most common market

    3.  SUPPLY AND DEMAND affect the cash market.  Very simply:

        a.  When there is not many of an item available which consumers

            WANT (SUPPLY IS LOW), and they want it badly enough (DEMAND IS

            HIGH), they will pay "big bucks" for the product. (the PRICE

            RISES).

            1)  Remember that a price can become so high that "its not

                worth the price" and people stop buying the product.

            2)  When a price "goes through the ceiling" demand drops to

                nil.

        b.  When there is a large quantity of an item available,(SUPPLY IS

            HIGH), people will not want it as much  (DEMAND IS LOW - there

            is lots of the commodity around), and they WILL NO LONGER pay

            "big bucks" for the product (and the PRICE DROPS).

            INSTRUCTORS PLEASE NOTE:  FURTHER INFORMATION ON SUPPLY AND

            DEMAND MAY BE FOUND IN THE REFERENCES AND THROUGH SUPPLEMENTAL

            HANDOUT #1 IN CLF331 "MARKETING FUNCTIONS."

    4.  Inputs are purchased at the time they are needed, i.e., feed for

        livestock, seed to plant, fertilizer and outputs [commodities] are

        sold at the time of maturity, harvest or slaughter.

    5.  The producer is at the mercy of the market and has no control over

        the prices he/she receives.  The term "price taker"applies in this

        situation.

        a.  The producer is often categorized as a price taker because s/he

            has very limited influence over the price of their product in

            the market place.; when the fruit has ripened or the market

            cattle are finished, they must be sold.

        b.  A "price maker' can influence the price of a product.  This is

            accomplished by:

            1)  adding "utility" (making it more useful) to a product

                through processing, transporting the product to another

                market, etc.

            2)  adding value means changes the product so the consumer (or

                the next level in the marketing system) is willing to pay

                more for the product.  A good example is storage of a

                product until the price goes up, at which time it is sold

                on the market for a [greater] profit.
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    6.  Usually producers must

        a  Make their purchases when the demand and prices are high

           (because everyone else needs seed or fertilizer of feed at the

           same point in the production cycle) and

        b. sell when supply is high and prices low (because everyones'

           product - those which are seasonally produced, is also ready for

           sale).

C.  The Futures Market.

    1.  This market deals in contracts or business agreements.

        a.  It is carefully regulated by the Commodity Futures Trading

            Commission.

        b.  Agreements (called CONTRACTS) are made and are "traded" on the

            "commodity exchange."

        c.  The contracts traded are promises to deliver (sell) or accept

            delivery (buy) a specific commodity, agricultural for our

            purposes, AT A SPECIFIC TIME IN THE FUTURE.

    2.  The futures market helps protect the producer against large losses;

        however the built-in penalty for this "insurance" is that it

        eliminates the opportunity for large profits

        a.  The goal here is to HEDGE OR FORWARD PRICE, to "lock in" a

            [FAIR} price to "reduce risk" of suffering a financial loss

            because:

            1)  the price changed radically, and

            2)  the producer had to sell the product for LESS THAN THE COST

                TO GROW/RAISE IT.

        b.  Hedging or forward pricing gives the producer some degree of

            price protection that would not be available if s/he were

            operating only in the cash market.

            INSTRUCTORS PLEASE NOTE:  SUPPLEMENTAL HANDOUT #1 PROVIDES A

            SIMPLE EXAMPLE OF A HEDGE THAT COULD BE USED FOR ENRICHMENT

            PURPOSES.

    3.  The futures market is a multimillion dollar activity in this county

        and is used not only by agricultural producers who are trying to

        make a profit, but also by SPECULATORS.

         a.  These persons are "traders" who try to anticipate and profit

             from the movement of prices up and down on the futures markets.

         b.  They are not producers or processors, like the hedgers, and

             could not deliver a  product they are "selling" or accept the

             products they are  "buying".
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             1)  The sole purpose of the speculators is to make money.

             2)  The speculators buy and sell based on what they think the

                 prices will be, not what they are at the time of the

                 contract.

             2)  Individuals who are good at this activity can become very

                 wealthy.

D.  Forward Contract:

    1.  This is normally an arrangement DIRECTLY BETWEEN A PRODUCER AND A

        BUYER.

    2.  The price for the product is "fixed" or agreed upon BEFORE it is

        harvested or marketed.

    3.  The price should be based on an assessment of production costs, and

        still return an equitable profit.

    4.  When the commodity is ready for marketing, it is delivered to the

        buyer at the prearranged (contractual) price.
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Supplemental Handout #1                                      Hedging Example

- -  The Perfect Hedge - -

A  grain storage facility in Woodland, CA is going to buy cash grain from

farmers in Solano and Yolo County and ship it to a terminal market (a

central wholesale market and point for shipping) about a week later.

The owner realizes that until the grain is sold, her business at at risk of

loosing money.  That is, the price could go DOWN between time of purchase

and resale.  To gain some risk protection, she decides to hedge

        Date            Cash Market                Futures Market

     April 15         Buy 50,000 bu.               Sell 50,000 bu.

                      At $2.25/bu.                   At $2.85/bu.

     April 22        Sell 50,000 bu.                Buy 50,000 bu.

                      At $2.10/bu.                   At $2.70/bu.

                    ________________               _________________

Gain or loss           $- 0.15                         $+0.15

                        April 25 Cash Price  =  $2.10/bu.

                             +  future gain  =  $0.15/bu.

                                        Net     $2.25/bu.

           - the original cash cost on 4/15     $2.25/bu.

                               Profit/loss      $0.00/bu.

When she BOUGHT cash grain, to offset possible losses, she SOLD a futures

contract to “set” the hedge.  During the week, the cash price of grain did

drop and she lost $0.15/bu.; however since the futures price dropped also,

she found that she had sold high and bought (to achieve a final balance in

the futures market) low, so she made $0.15/bu.

She had no intention of delivering the grain she “sold” on the futures

market, but she could have – which separates her form a speculator in this

example.

The owner didn't make money on this particular deal, but she did protect

herself from a $7,500.00 loss!
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Supplemental Worksheet #1                         Taken From AgriData - AgEd

HS221     COMPARING MARKETING SYSTEMS   08/12/1985

MAIN IDEA:  How does the U.S. farm market system compare with that in the

Soviet Union?  In Europe?  In Canada?

The U.S. farm economy has been and continues to be one that is largely

MARKET ORIENTED.  MARKET PRICES are the primary determinant of what

resources (land, labor, investment) will be used to produce each commodity.

Further, market prices are also a determinant of what each of the above

resources (land, labor, investment) will cost.

Let's look further at this.  If a farmer thinks he can make money growing

corn, his land will be used to grow corn.  The necessary equipment will be

bought and money borrowed from the banker to grow the corn.  If, after the

corn has been sold and the banker has been paid on the equipment note, land

rent or land note and the farmer still has money left he can say the market

paid him to grow corn.  It sent a signal in terms of a PRICE and said, "Keep

growing corn and you can make money."

On the other hand, if the farmer did not make any money, the market sent a

different signal.   This time it said "Get out of corn production or I'll

break you and run you out."  If soybeans are high in price relative to corn,

there's a signal saying "Plant more beans and I'll reward you.  Otherwise I

will break you."  Just listen.  The market speaks rather clearly. Sometimes,

however, we just don't listen closely enough.  Note:  It is felt that in

agricultural production if the market allows you a profit seven out of ten

years, then it has done it's job.

MARKETS SYSTEMS

The MARKET SYSTEM in the U.S. is an inexpensive and efficient way to send us

information.  The market avoids direct outside intervention in the affairs

of the farmer and lets him use his land and investment any way it wants.

Granted, we do have government agricultural programs that change the markets

signals.  The farmer does not, however, have to participate in the

government programs.  So, this market system is based on the consumer

deciding how much is to be paid for agricultural products.  Should it be any

other way?  After all, the consumer is the one that pays for the product.

If s/he doesn't want it, then the price should be lowered.

Let's compare the U.S. market system with wheat growers in Canada.  In that

country, the government takes control of all wheat when it is delivered to

the elevators and sells it both in Canada and other countries.  The

government essentially pays all the wheat farmers the same price.  In other

words, the Canadian wheat grower has only one market, the government.  The

Canadians usually get an average price.  When world prices are high, they

only get an average price, but when prices are low, the government chips in

extra money.  A Canadian grower's signal from the government is, "take it or

leave it."
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Under the COMMUNIST system in the Soviet Union, the government provides

everything with which to grow a crop, then takes the production, and rations

it as the rules see fit.  The Russian wheat producer, not working for

himself, knows nothing about price.  He has no signal at all.  (With the

apparent economic reform now occurring in the Soviet Union, the system may

be modified to provide some financial incentives for those who produce more

and better products.)

The European wheat grower gets yet a different signal, which is in some ways

similar to the U.S. MARKET SIGNAL.  However, this signal is changed much by

the government.  Europeans, remembering starvation during World War II have

vowed they will never go hungry again.  They have gone all out to keep

farmers in production.  Like the U.S. grower, they can plant and sell to

whomever they choose.

The difference is that the Europeans know before planting that they will

make a profit.  If the market price they get is low, the government will

compensate them.  While this is similar to the U.S. system in that farmers

can be compensated, compensation paid the U.S. farmer is small compared to

that paid by the European countries.  And finally, U.S. producers don't know

they will make a profit before they plant.

ECONOMIC SYSTEMS

The economic system of the agricultural economy in Europe is one of heavy

government intervention and is akin to socialism.  Like the SOCIALIST

SYSTEM, the governments of Europe as a group, set the ultimate price the

farmer receives.  Likewise, these governments strictly control the acreage

of crops planted in these countries.  Unlike the socialist economic system,

the governments of these countries don't own the land and equipment.

The advantages of the European system include:

**  Assuring the countries that there will be a large number of farmers

    producing.

**  Assuring individual farmers that they will make a profit even though

    they do not have the opportunity to make large profits.

Under this type of system, marketing by the individual is not of great

importance.  The primary method of increasing one's income is to increase

yield per acre, not to become an efficient marketer.  Thus, resource

allocation is dictated by the government.  As a result the system tends to

be inefficient because it keeps more resources, specifically labor, involved

in more production than required.  However, the European market is also

changing.  Apparently, in the future, the European governments will not be

as willing to heavily subsidize the production of food.  The European

producer will have to become more market-wise if this occurs.

The agricultural marketing system in communist countries is that of pure

SOCIALISM.  In this system, the government owns or controls the major

resources of production (land, labor, capital and equipment).  As such, the

communist governments allocate resources to production of each commodity.

The price that we are familiar with in the FREE MARKET system of the U.S.

does not exist. Processing firms don't buy corn, wheat or cotton.  They are
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given so much to process and then the government allocates the processed

goods, food and clothing to those who need them.  This type of system does

not offer any incentive to the individual to work harder because he will

not profit from excellent work.  The system keeps everyone equal and the

communist system considers this to be the most important factor of life.

The Canadian marketing system for wheat is very similar to that of Europe,

or similar to socialism, however, producers do own their land and do profit

from increased yields.  The government simply does not like the individual

producer to market his crop.  Nevertheless, this system does allow the

market to allocate agricultural production.

Overall, the government resources involved in administering agriculture in

most of the countries of the world are very great compared to those required

by the United States free market system.  Because of this, the free market

system can be the least expensive and most economically efficient of all

systems.  The net result is that the U.S. consumer gets more for each dollar

spent on food and fiber than any other consumer in the world and though the

risks for loses are greater for the producer, so are the opportunities for

substantial gains.

EXERCISES

1.  Using CNS296, CANADIAN WHEAT EXPORT PRICES, can you get a good estimate

    of what price is being paid to the Canadian wheat grower?

2.  Using GRN80, KANSAS CITY CASH GRAIN PRICES, what signal is being sent to

    those who own wheat?

3.  Why do producers of commodities or owners of wealth need market signals,

    especially in the United States?

*4. Compare CNS296, above, with GRN81 GULF EXPORT CASH PRICES, over a

    period of a month.  Does the difference in price remain the same?

TEST QUESTIONS

1.  The market uses the local buyer to tell the producer that he will make

    money.    TRUE or FALSE?

2.  The U.S. market sends it signals directly to the producer?

    TRUE or FALSE?

3.  What is the market's signal?

4.  What market signal does the Russian livestock and cotton producer

    receive?

5.  There are no similarities between the signal sent to the U.S. producer

    and the European producer.  TRUE or FALSE?
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