Grain Marketing in the Biofuels Era

Session 1: January 22, 2007

Questions and Answers

1. If I forward priced my corn at the elevator could I also use futures? 
Once the corn is forward priced at the elevator, any futures position to price the same corn is a speculative position.  The farmer would want to use futures to price additional bushels.  In addition, the farmer can buy a call to capture price gains in the market and this will be covered in session 2.
2. If biofuels are really taking off why aren’t crude futures dropping? 
First, biofuels are taking off.  The reason we aren’t seeing crude futures drop is because the US uses so much crude oil that the current ethanol production is very small in relative terms.  The US uses 140 billion gallons of gasoline a year and we currently produce about 5 billion gallons of ethanol.  Furthermore because ethanol only has 70% of the energy content of gasoline, these 5 billion gallons of ethanol only offset 2.5% of the US gasoline needs.  As ethanol production grows over the next few years, we should see an impact on crude oil prices but it’s just too small a market right now.
3. I don’t have on farm storage.  Are the storage costs used last night fairly accurate?  Will it pay to build bins?  
If you are considering building a bin, you’ll want to call a dealer and find out the exact cost.  
The storage costs used last night are rough estimates of the variable costs and do not include the capital cost of the bin.  For the variable storage costs, you’ll want to do your own calculations. 
Variable Storage Costs (per bushel) = Utilities + Pesticide+ Shrink + Interest Expense 
In general interest costs are one of the largest costs of storage and they are calculated as follows:
Interest Cost =Annual interest rate * Harvest Cash Price/12 * # Hedge Months
To give you an idea of how interest rates affect storage cost, here is an example where the harvest cash price for corn is assumed to be $4/bushel.  Of course, if the harvest price is higher, then the storage costs increase.

	Delivery month
	Months of Storage
	4% interest
	5% interest
	6% interest
	7% interest
	8% interest

	January
	2
	0.03
	0.03
	0.04
	0.05
	0.05

	February
	3
	0.04
	0.05
	0.06
	0.07
	0.08

	March
	4
	0.05
	0.07
	0.08
	0.09
	0.11

	April 
	5
	0.07
	0.08
	0.10
	0.12
	0.13

	May
	6
	0.08
	0.10
	0.12
	0.14
	0.16

	June
	7
	0.09
	0.12
	0.14
	0.16
	0.19

	July
	8
	0.11
	0.13
	0.16
	0.19
	0.21


This is a link to a spreadsheet at Kansas State University that you can use to calculate your expected cost of storage.

http://www.agecon.ksu.edu/kdhuyvetter/Spreadsheets/On-farm%20storage.xls 
4. Can I sell the grain and buy a position on the board to essentially own the grain on paper, explain? 
Yes, you can use a position on the board to speculate with grain on paper.  We’re going to discuss one of these strategies in Session 2.  The strategy is called a synthetic put or is sometimes referred to as “sell and defend”.  When you sell your grain to the elevator you can purchase a call option.  A call is the option to buy at a specific price.  Generally you would choose to buy an out-of-the-money call option, which means that the strike price you choose would be higher than the current futures price.
