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Producer Series

Strategies for Selling Crops with Options

Provides advanced selling strategies for producers using the options markets.
Prerequisite: A basic understanding of hedging with futures and options.



“What the Chicago Board of
Trade allows you to do with

futures and optionsis be
flexible and let someone else
take the risks”

Terry Jones
producer

Taking Control of Your Future

Farming the land is a lifestyle as much
asajob, atradition passed on from
generation to generation. There are
things about farming you can control,
like what crops you grow, whether or
not you raise livestock, or when you
buy inputs or sell whatever it isyou're
producing. But there are many things
you cannot control, things like mother
nature, world events, or supply and
demand for crops or livestock.

The events and situations you may not
have an influence over can have a dev-
astating effect on your operation. The
key isto learn how to manage the
effect of these forces on your bottom
line. By learning more about the use
of futures and optionsin your market-
ing plan, you can manage these effects
and take control of your future.

Because changes in the weather,
economy, and other factors constantly
affect the supply and demand for
grain, the price of grainis always
changing. Many producers don’t
recognize this price movement as a
risk. Pricerisksare not as apparent
astherisk of damaged equipment or
loss of property.

Grain producers have to be aware of
potentially low pricesfor their crops
during the planting, growing, and
harvesting periods. If aproducer has

acertain amount of money invested in
seed, fertilizer, equipment, and labor,
he runstherisk of aselling price that
istoo low to cover those costs and
make a profit. The good newsis that
price risks such as these can be
successfully managed by the producer.

Pricing opportunities, times to take
advantage of profitable crop prices,
can occur several times during ayear.
By knowing what your operation
needs to make a profit, you can take
advantage of potential market opportu-
nities when they occur, thereby
reducing the risk of producing and
selling grain at aloss. Producers can
use the futures market to “lock in” a
sales price before a crop is planted,
during the growing season, or even
oncethe grain is stored.

Here's an example of a producer who
wants to “lock in” aprice of $2.45 per
bushel for his corn. Hisconcernis
that priceswill fall between now and
harvest or when he must deliver his
crop, so helocksin the price level by
selling afutures contract at the current
price of $2.70 per bushel.



July 1
Wantsto lock in Sells corn futures
corn price @ $2.45 | contract @ $2.70

Harvest/Delivery | Buys corn futures
Sellscorn @ $2.10 | @ $2.35 to offset
initial short futures

position
Futures gain $.35
(sold futures @
$2.70 - bought
futures @ $2.35)
Net Result
Cashsdeprice ................ $2.10
Futuresgain ................. +$ .35
Net sdllingprice ............... $2.45

This example shows that even though
corn prices fell between July 1 and
harvest, the producer was till able

to meet his price level goa through
initially selling and later buying

back futures contracts. Successful

producers recognize and seize pricing

opportunities throughout the year
based on their individual needs.

There are several cash and futures
marketing alternatives available to
producers. One such alternativeis
a cash forward contract, where a
producer contracts with an elevator
to sell acrop beforeit is harvested.
The elevator offers afixed price for
the farmer’s crop even beforeitis
harvested. The elevator, in turn,
hedges that price in the futures

market for protection against a
possible price decline.

Producers can also hedge their crops
in the futures market. Sometimes
this results in better prices and more
flexibility than forward contracting,
but it requires an understanding of
the markets and hedging strategies.

This booklet is an introduction to
basic marketing aternatives available
to grain producers through the use

of futures and options. Livestock
producers who buy feed and are
concerned about rising feed input
costs can also benefit from futures
and options markets.

Before a producer can hedge, he

must know what target price he needs
to cover his cost of production and
make areasonable profit. Thisstepis
crucia to a successful marketing plan.

There are severa ways to determine
what your target price should be. One
isto simply look at past production
figures and factor in inflation. Another
isto use state and local projections
available from state extension services
and farm advisory services.




By using cost of production figures the year’'s high, but a prudent

plus areasonable profit margin, a producer establishesrealistic goals.
producer can establish his target price ) o

. For help in determining what your
range. Thistarget range should be ) ) _
target price range might be, fill out the

looked at as agoal that may or may )
following Producer Work Sheet.

not be reached during the marketing
year. Everyonewould liketo sell at

What was my cost per acre last year? (A)

Isthere anything that made last year different from a“normal” year? For
example, higher than normal pesticide costs because of an especially bad insect
infestation or lower irrigation costs because of unusually timely rain. If so,

factor these costs in here. +/- (B)

What is the current rate of inflation? % (C)

Expected increase in cost of production due to inflation

=(A+-B)xC (D)
Expected production cost per acre= (A +/-B) +D (E)
What can | expect to yield per acre this year? bu/acre (F)
Expected cost of production per bushel = E/F (G)

Add areasonable profit margin on to your expected cost of production to
establish aprice god. (H)

The range between your break-even point (line G) and your price god (line H) can
be looked at as your target price range. When prices move into this range, you
should consider marketing alternatives.

(If you need more help in determining your cost of production, consult your local
Farm Bureau or nearest land grant university.)



How Should | Market

My Crop?

When futures prices are in your target
range, you should explore marketing
alternatives. Local elevators offer
several types of cash marketing
aternatives. Some of these are:

 Hedge to arrive contracts
* Forward contracts
* Minimum price contracts

Based on the price the elevator is
offering, market expectations, and
other factors, aproducer may choose
to use one or all of these cash market-
ing alternatives. Producers can also
control the marketing of their crops
by utilizing Chicago Board of Trade

futures and options strategies through
their local futures broker.

There are two basic types of futures
market alternatives for producers
selling crops. Oneisasimple futures
hedge, which allows producersto
“lock in” apricelevel for the future
sale of acommodity.

The second is asimple options
hedge, which allows grain producers
to establish aminimum selling or
“floor” price.

Which marketing aternative is right
for you depends on your goal's, market
conditions, and comfort level.

For now, let'slook at how and why
farmers use the tools available from
the Chicago Board of Trade to protect
against price risk.




Hedging with Futures

The most important benefit of
offsetting risk in the futures market
isthe ability to establish aprice level
for your crops well in advance of actu-
ally selling that crop. This benefit
allows you to plan for a successful
year and manage the effects of unfore-
seen factors such as market demand,

In this example, assume in May the
November futures price for soybeans
is$5.20 per bushel. In June, you
notice the price of November soybean
futures has risen to $5.50 per bushel.
This priceis now higher because the
market expects current weather

conditions to decrease the supply of

world events, or even the weather. soybeans. As an observant producer,

you may want to take advantage of
There are two types of hedgers: the ) . .
_ ol short hed d the buvi this opportunity in developing your
| thought farming was a way Ing or snort gef and the buying marketing plan.
of life, but it is a business. or long hedger. A grain producer,

It took the disaster of 1977
to show us... that we

someone who sells grain, is known
as ashort hedger. An example of a
long hedger is alivestock feeder who
is concerned about rising costs of

The futures price you should be
interested in tracking is the month
closest to, but not before, the time
you actualy plan to sell grain. For
example, in May, producer Ron
Dunphy knows he will harvest and
sell soybeansin October. Since
November is the nearby futures

needed to do something

to guarantee income”

feed inputs. Although there are many
Ron Dunphy benefits and strategies for along
producer hedger using futures and options,
this booklet will focus on the

Fu ture S short hedger. contract month — the contract month
W Short hed ok closest to the time Dunphy planson
Previous : ort ers need to know two o
Grains & 0ilS conact _ d _ delivering soybeans — he tracks
bigh Low  Sete G igh things to determine an expected . .
Opelaom pushel ; November futures prices daily. (The
WHEAT (CBY \lars per bus! 6l 3.2 i I 1
S 3“&“‘""'1”7'“} dzszw S %3'293’1; e s:lllfng price. Fi r:t, ysu must kr;ovv Chicago Board of Trade does not trade
367k 367k 3oy sark +h 30" 3% the futures price for the commaodit
W ar 34 3 e 365 uresprc y an October soybean futures contract.)
SeP, & Sates 16,649 you will be selling. For each com- o
A Open Int 63,898 _ e This price may change each day
O ninum, dollars T, g 2200 modiity, whether it is com, soybeans, depending on various factors.
5,00 i, 232 232h TR Tegy, 2!
3y 2.32% " TR 3.564 1\, .
Mar 230 280 2o Saw, i 288k 25 wheat, oats, or rice, there are several
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t Sales 31,98
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listed represents the price for delivery

asdling priceisthe expected basis.
during the given month. Y ou can find

i L . The basisis merely the difference
Mar 122 P 127 1,%7217 ......... Tazn 127 || futures prices in daily newspapers, ] ]
May 1200 Ty vz 132k - ) ) between the price of grain at your
W Sales 113, through on-line computer services, or _

pry Open Nt gg local elevator and the futures price.
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Chicago (which you will not do),
storage costs, and the difference
between local and worldwide supply
and demand for your commodity. In
any event, this differencein price
plays an important part in the money
you are actually paid for your crop
when dealing in the futures market.

Loca cashprice ............ $5.35/bu
Futuresprice ............... -$5.50/bu
Basis ... -$ .15

In this case, the basisis 15 under the
November futures contract. In other
words, the local cash priceis 15 cents
lower than the futures price.

Basisisfairly stable and predictable.
Even though prices can vary greatly
from year to year, the basis, or differ-
ence between the local cash price and
futures price, variesrelatively little.
With hedging, you are most concerned
with the basis when you actually sell
your crop. For example, producer
Dunphy (mentioned earlier) will want
to predict the October basis, since that
isthe month he will be selling his soy-
beans. Hewill compare the local
pricein October with the November
futures price. Thisdifference will
help him calculate what his selling
price range will be at the time of sale.
WEe'll discuss how thisis determined
alittle later.

The best way to determine your
expected basisis to examine your
historic basis.

You can use the average of the basis
for the past severd years. For exam-
ple, if in early October last year, your
local cash price was 18 cents below
the November futures, with previous
years at 21 cents below and 17 cents
below, you can average the three years
to come up with a reasonable expected
basislevel for the current year.

Another way to determine the
expected basisisto look at years that
most closely resemble the current
year. For example, if the current year
isadrought year, look at the basis
during past drought years.

County and state extension services
can also be agood source of basis
information. Local grain elevators can
sometimes supply you with a history
of cash prices paid at a particular time
during the past years.

Basisisuniqueto a particular
location, so it is aways best to use
your local basisin predicting expected
basis. Remember that basis cannot be
predicted precisely. But by using one
or acombination of methods we have
discussed, you should be able to
calculate areliable projection.




Basis Movement

(less negative or
more positive)

Many elevators also offer basis
contracts. A basis contract allows
aproducer to fix afuture basis today.
For example, an elevator might offer
abasis contract for October delivery
of -18 (or 18 cents under the
November futures contract). If a
producer entersinto this contract,
he's assured a basis of -18 instead

of an imprecise projection.

To determine your expected selling
price, add your expected basis to the
current futures price.

If the actual basis isweaker or less
positive/more negative than the
expected basis figure, the actual sales
price will be lower. If, for example,
the actual basis turned out to be -22
cents, then the actual selling price
would be $5.28, not $5.30, per bushel.

Weaker L ower
Futures  Actual Actual Selling
Price + Bass = Price
$5.50 -$.22 $5.28

Expected
Futures + Expected = Sdling
Price Basis Price

If, on the other hand, the actual basis
is stronger or more positive/less
negative than the expected basis, the
actua selling price will be higher.
For example, if the actual basiswas
-17 cents, the actual selling price
would be $5.33, not $5.30.

L 20
L 10
5 o0
L -10
5 -20
(less positive or
mor e negative)
Cash prices Cash prices
increase decrease
relativeto relativeto
futuresprices futuresprices

For example, if on May 15 producer
Dunphy sees November soybean
futures are trading at $5.50, and he
expects the basis during the first week
of October to be 20 cents under
November futures (-20), he can lock
in an expected selling price of $5.30.

Stronger Higher
Futures  Actual Actual Selling
Price + Bass = Price
$5.50 -$.17 $5.33

Nov. Expected

Futures + Expected = Sdling

Price Basis Price
For soy-
beans

On delivered

May15 + Oct. 1 = Oct.1

$5.50 -$.20 $5.30

Once afutures hedge is placed, the
only thing that can affect the expected
selling priceisachangein the basis.

While hedging in the futures market
allows you to offset price risk, you
still have basisrisk until the cash
transaction is made. However, basis
risk isusually easier to predict and
less volatile than price.

Now that you have read to this point
in the workbook, you should have a
basic understanding of basis. Fill in
the blanks on page 9 in Section 2 of
the Producer Work Sheet concerning
“Tracking Basis’ and “ Determining
an Expected Basis’ using information
re- garding your own production
situation.



Basisisthe relationship between your local cash price and the futures price.
Tracking your local basis will provide you with valuable marketing information.
On agiven day each week (Tuesday, Wednesday, or Thursday is recommended),
find out what your local priceis. Then find the settlement price for the nearby
futures contract on that same day. Start by making your entries in the table below.
Then create your own basistable.

Sample
Local Near by
Week Date Cash Price - FuturesPrice = Basis
1 - =
2 - =
3 - =

You should construct this table on a separate sheet of paper so you can continue
keeping accurate basis records.

By examining your historic basis, you can estimate what your future basis
might be. If you haven’t tracked your local basis in the past, try to complete
this section by using regiona basis figures from your Cooperative Extension
Service or local elevator.

When will you most likely sell in the cash market? Cash sale date (A)

What is the historic basis for this time period during the past 5 to 10 years?

Basison Basison
Year Date A Year Date A
$ $
$ $
$ $
$ $

Are any past years very similar to this year and should therel ui ¢ be emphasized?
Based on the information you have, what can you reasonably expect your basisto

be during time period “A” thisyear?

Note: Remember, some elevators offer producers basis contracts that allow you to
lock in aknown basis level.




“| started out farming like dad,
just using the cash markets

and taking what | could get at
harvesttime. But over the years
| learned and practiced the
marketing tools that are
available and incorporated

using the marketsinto the
everyday way | do business!

Varel Bailey
grain producer
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Suppose producer Varel Bailey in
east central lowa figures his cost of
production of corn to be $280 per
acre, with an expected yield of 140
bushels per acre. This gives him an
expected cost per bushel of $2.00.

Cost of production .............. $280.00/acre
Expected yield

When Bailey sees commodity prices
in arange where he can make a profit,
he may want to hedge a portion of his
expected harvest using one of several
cash or futures strategies.

Thefirst step for Bailey isto decide
when he wants to deliver the com-
modity. Bailey knows he will need
to sell at least aportion of hiscrop at
harvest (October) to pay off an oper-
ating loan that is due. The December
futures contract is closest to, but not
before, the time he wishesto sell;
therefore, producer Bailey will watch
the December futures price.

In March, Bailey seesthat December

futures are trading at $2.50 per bushel.

He examines his basis charts and
determines that during the past 10
years, the average basisin hisarea for
the first week of October is 15 under
December futures. That is, during the
past 10 years, hisloca cash price

during the first week of October has
on average been 15 cents below the
December futures price.

Bailey’s elevator is offering abasis
contract of -19 for October delivery,
which he feelsistoo weak to

enter into.

Using the futures equation, he
calculates his expected selling price
to be $2.35 per bushel if he uses

futures to hedge.
Dec. Expected
Futures + Expected = Sdling
Price Basis Price
On For For Oct.
March15 + Oct.1 = delivery
$2.50 -$.15 $2.35

He determines his net profit to be 35
cents per bushel based on his selling
price per bushel less his cost per

bushel. This seemsto be afair profit

to Mr. Bailey.
Sdlingprice ................ $2.35/bu
Cost..oo v -$2.00/bu
Profit..........coiviii.t. $ .35/bu

Now that you've read up to this point
in the workbook, you should have a
basic understanding of tracking
futures prices. To determine your
expected selling price when hedging
with futures, answer the questionsin
Section 3 of the Producer Work Sheet
using your own production figures.



Now that you have an expected basis for the time period you will sell your

crop, you can follow futures prices and figure an expected selling price using

the formula:

FuturesPrice +

Expected Basis

Expected Selling Price

+

+

If the expected selling price movesinto your target price range, you should

consider marketing a portion of your crop. Compare the futures hedge price

above with the cash contract prices available from your local elevator.

Tolock inthis price level using
futures, Bailey will need to sell futures
contracts at the Chicago Board of
Trade. To do this, he hasto open up an
account with a CBOT member firm.

Local brokerage offices are usualy the
most convenient outlet for futures
transactions. These offices are located
in most towns and cities throughout
the U.S. Somelocd grain elevators
also provide futures brokerage
services.

To be sure that you use a reputable
broker, you should:

1. Contact current and past customers.

2. Check to seeif the broker is
registered with the National Futures
Association (NFA) and that no
complaints have been registered.
You can contact the NFA by calling
1-800-621-3570 outside of Illinois
and 1-800-572-9400 within Illinais.

Also, when you open up an account,
you should inform the broker that it is
ahedge only account.

Brokers charge customers a com-
mission fee to buy or sell futures
contracts. Commission rates will
vary depending on the kind and
amount of service offered, but are
generaly reasonable.

11



“ The Board allows me to shift
risk... toplan ahead and work
out a production plan. That's
very important to agriculture
today”

Varel Bailey
grain producer

12

When you sell afutures contract, you
will be required to deposit margin
money into a brokerage account.
Margin money is a performance bond
that prevents contract default and
ensures the integrity of CBOT mar-
kets. Brokers are required by law to
hold customer margin money in an
account separate from their operating
funds. A margin account guarantees
that the positions in your account will
be honored.

Margin money required to sell a
contract varies, but is normally asmall
percentage of the total value of the
contract. If Bailey sellsafutures
contract at agiven price and the price
subsequently moves lower, money
will be deposited into his margin
account. If instead the price moves
higher, above the price at which he
sold, money will be deducted from
his account.

If the price movestoo far above the
price at which he sold, Bailey may
receive amargin call and be required
to deposit more money into his margin
account. However, amargin call tells
Bailey that the price of hiscropis
increasing. The status of his margin
account will have no effect on the
final outcome of his hedge.
Remember, only a changein the
expected basis can affect the final
sdlling price.

To initiate his futures hedge, producer
Bailey calls his broker and asks him to
sell four December corn contracts
(5,000 bushels each, totaling 20,000
bushels). In the futures market, itis
possible to sell before you buy or own
because you are not selling the actual
commaodity but a commitment instead.

5,000 bushels

5,000 bushels 4 corn contracts
5,000 bushels 20,000 bushels total
5,000 bushels

Bailey’s broker informs him that the
current margin for corn is $1,000

per contract, so Bailey deposits $4,000
into his margin account. Thisisnot a
brokerage fee but a deposit of

funds held in an account to ensure
performance.

Bailey's broker informs him that his
order wasfilled at $2.50 per bushel.
He is now short four December corn
contracts at $2.50 and haslocked in a
selling price level for the October sale
of hiscorn.

By assuming a short position in
December futures, Bailey must fulfill
his contract obligation in one of

two ways:

1. Bailey can deliver 20,000 bushels
of cornto a CBOT-approved delivery
site (less than 2 percent of futures
contracts result in delivery).



2. Bailey can use the most common
way of fulfilling afutures contract
obligation — offset by taking an
opposite position. Since Bailey
initially sold December futures
contracts, he would need to buy
December corn futures to offset

his position.

Assume from March to April the price
of cornrises, and on April 15, Bailey’s
broker calsto tell him he has received
amargin call and must deposit $1,200
into his margin account. While some
hedgers might be concerned with a
margin call, Bailey is comfortable
because he knows his October saleis
locked into a profitable price level
($2.35) and the unhedged portion of
his crop has gained in value.

From May through harvest, the corn
belt experiences favorable growing
conditions, causing the price of corn
to fall and Bailey’s margin account to
gaininvalue.

On October 10, when Bailey harvests
his corn, the price of December corn
futures has fallen to $2.00 per bushel,
with hislocal elevator offering $1.86
per bushel (-14 centsbasis). So he
delivers his corn and is paid $1.86
per bushel by thelocal elevator.

At the same time, he contacts his
broker and asks him to liquidate his
futures position by placing an order to

buy four December corn contracts.
The broker later callsto let Bailey
know his order wasfilled at $2.00 per
bushel. While the price of December
corn futures was falling over the
summer, Bailey’s margin account

was gaining in value. On October 10,
when Bailey liquidates his short posi-
tion, his margin account has gained in
vaue by atotal of 50 cents per bushel.

Because Bailey sold December futures
contracts at $2.50 per bushel in March
and later bought December corn
futures for $2.00 per bushel in
Octaber, he receives atotal futures
profit of 50 cents per bushel (this does
not take into account commission
fees). Buying the December futures
contracts offsets Bailey’s short futures
position. Heisno longer obligated to
deliver any commodity to a CBOT
delivery location.

March October Futures
Sells Dec. Buys Dec. Transaction
futures futures profit
$2.50/bu -$2.00/bu $.50/bu

The gain in the futures market offsets
the decrease in the cash market price.
By adding the 50-cent gain from his
futures to the $1.86 received from his
elevator, Bailey realizes anet price of
$2.36 per bushel.

Locd elevatorsale ........... $1.86/bu
Futuresgain ............... +$ .50/bu
Net salesprice .............. $2.36/bu

13
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Thisisapenny higher than his
expected price level of $2.35 because
the actual basis when he delivered his
corn was -14 centsinstead of the -15
cents he had expected. Had the actual
basis when he delivered the corn been
weaker (lower) than -15 cents, he
would have received alower net price
for his corn.

Again, when you hedge with futures,
you offset price risk but not basisrisk.
Had the price of corn increased over
the summer instead of decreased, the
result would have been the same as
long as the basis was the same. For
example, say Bailey’'s elevator was
offering $2.75 per bushel for corn
with December futuresat $2.89. In
this case, Bailey could sell his corn at
the elevator for a higher price ($2.75),
but he would have a 39-cent loss on
his futures position.

March October Futures
Sells Dec. Buys Dec. Transaction
futures futures loss
$2.50/bu -$2.89/bu $.39/bu

Yet applying the 39-cent loss on his
futures position to the higher cash
price paid at hislocal devator still
gives him anet sales price of $2.36,
which iswithin 1 cent of what he
had expected.

Loca elevatorsde........... $2.75/bu
Futuresloss ............... -$ .39/bu
Net salesprice .............. $2.36/bu

This situation can frustrate short
hedgers, but it isimportant to
remember that when you place a
short hedge using futures, you have
complete protection against falling
prices. At the same time though, you
give up the opportunity to benefit
from an increase in prices.

Using the futures market, Bailey was
effectively ableto lock in histarget
price level of $2.35. In fact, because
of astrengthening basis, herealized a
better profit than expected.

Here is a sample problem to help you
better understand the process of short
hedging with futures.

Say you are acorn producer. 1n July,
you decide to hedge the sale of a
portion of your crop for delivery in
thefal. You determine that you need
$1.90 per bushel to cover your cost of
production plus make areasonable
profit. Your expected basis for
October is-20. The December
futures price for corn is $2.55 per
bushel. What action will you need to
take in the futures market? Fill out
thefirst level of a T-account with this
information.



Problem #1:
Cash Futures

July

What price will you receive for your
fal saleif the actual basisis as expect-
ed?

Expected
Futures Expected Selling
Price + Basis = Price

+ =

By October, the local elevator price
for corn has declined to $1.91 per
bushel. You sell your corn for that
cash price, and you buy a futures con-
tract at $2.10 per bushel to offset your
hedge. Bring down information from
thefirst level of the T-account and fill
in the second level.

Problem #2:
Cash  Futures Basis

July

October

Result:
gain/ change
loss

Using the results from the T-account,
determine your net selling price using
the formula below:

Cash Futures
Price +

Net Selling
Gain/Loss = Price

Answers to these problems can be
found on page 24.

15
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Hedging with Options

In our earlier example, you'll remem-
ber that Bailey was able to protect
himself from declining pricesusing a
short futures hedge. However, if
prices rose over the course of the
hedge, he was not able to take
advantage of the higher prices.

Thereis another basic way to hedgein
the futures market. Thisalternativeis
aso more comfortable for some pro-
ducers because it is much more like
buying an insurance policy to protect
against declining prices. And it allows
you to profit if prices should happen
to increase.

This alternative is known as hedging

with a put option. A put option allows

short hedgers such as corn producers
to establish afloor or minimum sell-
ing price. A short hedger buys a put
option by paying a premium, much
like an insurance policy. Thereisno
margin account or margin money
required to buy an option. For this
premium, the buyer has the right to
sell afutures contract at a predeter-
mined price, known asthe “strike”
price. Thereare also optionsfor
buyers of commodities called call
options, which allow a buyer to
purchase a futures contract at a
predetermined price. Because call
options are primarily used by long
hedgers — those interested in buying
grain — they will not be discussed in
this workbook.

Here are afew other el ements of
options:

» Standard options are listed for
each of the contract months of a
commodity. Serial options are short-
term contracts listed for months not
in the regular commodity cycle.

* Options expire the month before
the futures contract. In other words,
aDecember corn put expiresin
November.

* Options are listed in various
increments for each commodity. For
example, corn, oats, and wheat are
listed in 5 cent per bushel increments
for the first two months and 10 cent
increments for all other months.
Soybeans are listed in 10 cent per
bushel increments for the first two
months and 20 cent increments for
all other months.

* Optionsinitially list 5 strikes above
and below the current price of the
underlying futures contract. For
example, if anearby May futuresis
trading at $2.50 per bushel, the May
calls and puts strikes will be $2.25,
$2.30, $2.35, $2.40, $2.45, $2.50,
$2.55, $2.60, $2.65, $2.70, and $2.75.
Additional strikeswill be added when
the underlying futures price changes.

* Option buyers pay option sellers
apremium, much like insurance
buyers pay a premium to the insurance
company.



* Option premium can be divided into
two parts: intrinsic value and time
value. Intrinsic valueisthe “built-in"
value of an option. It isthe difference
between the option strike price and the
underlying futures price. For exam-
ple, theintrinsic value of a $2.50
December corn put when December
corn futures are trading at $2.40is 10
cents ($2.50 strike price - $2.40
underlying futures price). The holder
has theright to sell at $2.50, while the
market istrading at $2.40, so the
$2.50 put has a*“built-in” value of

10 cents. If December corn futures
were trading at $2.56, the $2.50 put
would have no intrinsic value.

Timevalueisequal to the option
premium lessintrinsic value. If a
$2.50 December corn put sold for

34 cents when December corn was
trading at $2.40, the put would have
24 cents of time value ($.34 premium
-$.10intrinsic value = $.24 time
value). For optionswith no intrinsic
value, the entire premium equals
time value.

* Options are traded at the CBOT via
open outcry in trading pitsjust as
futures are traded. Therefore, you
must use a CBOT member firm to
buy or sell options.

» Seria options give you added
flexibility in your price risk manage-
ment. These short-term optionsfill
in the months not in the regular
commodity cycle, providing year-
round risk management and trading

opportunities. For example, in addi-
tion to the March, May, and July corn
standard options, serias provide
expirationsin April, priced in terms
of May futures, and June, priced in
terms of July futures.

Short hedging with a put option
allows producers to establish a floor
price. With thisfloor:

1. If pricesfall, you are protected.

2. If pricesrise, you have the oppor-
tunity to sell at the higher price.

To establish afloor price, you pay a Z
premium in order to buy a put option.

The buyer of the put option is buying
the“right” to sell afutures contract at
a predetermined price, known asthe
“strike” price. The put option seller is
obligated to buy afutures contract.
Think of this situation as buying an
insurance policy. Paying an insurance
policy’s premium gives you theright to
make a claim against the policy. The
insurance company (the policy seller)
is obligated to pay on that claim.

Short hedging with put options differs
from short hedging with futuresin that
when you sell afutures contract, you
are obligated at that price. If you
purchase a put option, you have the
right to sall futures at a strike price, but
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you are not obligated. If pricesfall,
you can exercise the put and sell
futures at the strike price. But if
pricesrise (above the strike price),
you won't ex- ercise the option,
because it is advan- tageous to sell
at the higher price.

Another difference between options
and futuresisthat when you buy a
put option, you pay just one up-front
premium. You do not have to main-
tain amargin account during the term
of the option.

Using the example of Bailey from
before, let’s see how he would hedge
the sale of his October corn using a
put option.

In March, December corn futures are
trading at $2.50. Expected basisin
October is 15 under (corn is expected
to be 15 cents lower than the
December futures price at the local
elevator during the first week of
October). Thistime, instead of selling
futures, Bailey decidesto buy a $2.50
December put option, which gives
him the right but not the obligation to
sell December corn futures at $2.50.

Bailey calls his broker, who confirms
the purchase of the $2.50 December
put for 20 cents (the amount of
premium per bushel). Bailey paysthe
broker a one-time premium of $1,000
($.20 x 5,000 bushels) plus a commis-

sion to buy the put. He does not need
to post margin because heisan
option buyer.

In purchasing the $2.50 December
put, Bailey has established a floor or
minimum selling price of $2.15 per
bushel for his October corn. To find
thisfloor price, we use the following
formula:

Put Expected
Put Expected Pre- Selling
Strike + Basis - mium = Price

$250 +(-$15) - $.20

$2.15/bu

Similar to futures hedging, once the
put is purchased, the only variable that
could raise or lower the minimum
expected selling priceisachangein
the basis.

Now that you've read up to this point
in the workbook, you should have a
basic understanding of options. To
see how hedging with put options
can help you, take the time to answer
the questions in Section 4 of the
Producer Work Sheet using your own
production information.



Buying a put option allows you to establish aminimum selling or “floor” price and
still benefit if prices should rise. The following work sheet will help you to better
understand how a put option can work for you.

What is the current futures price for when you plan to sell?

Thiswill be the futures contract that is closest to, but not before, the day you
expect to sell/deliver your crop.

In the space below, list the put option strike prices above and bel ow the current
futures price, along with the corresponding premium.

Floor Price

Put StrikePrice - Premium + Basis

- + =

- + =

- + =

- + =

- + =

Asyou can see, each strike price will give you a different floor price. By compar-
ing the change in floor price to the change in premium for the different strikes and
taking into consideration your own goals and market outlook, you can determine
which strike is most appropriate for you.

Hedging with optionsis similar to delivers his corn to hislocal elevator,
hedging with futuresin that price level he receives $1.86 per bushel. On the
risk iseliminated. However, basis risk same day, December corn futures are
remains until thereisacash sale. But trading at $2.00 per bushel. Bailey
once again, basisrisk isusually less holds a $2.50 put option, which gives
than pricerisk. him the right to sell December corn

) ) _ futuresfor $2.50. He could exercise
In Bailey’'s case, by thetime heis

ready to sell at harvest in October,
corn prices have fallen. When he

thisright and enter into a short
futures position. Instead, he decides
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to offset* his position by placing an
order with his broker to sell a$2.50
December corn put option, which
yields 50 cents per bushel. Because
the option is near expiration, we

are assuming thereis no time value
remaining. Bailey nets 30 cents

per bushel after paying the 20-cent

premium.
March 15 October 7 Net Gain
Buys $2.50 Sells $2.50 $.30/bu
Dec. put Dec. put
$.20/bu $.50/bu

*|n the examples, you will notice Bailey
chooses to offset his option positions rather
than exercising them. Thisis common because:

« Exercising an option will yield only itsintrin-
sicvalue. Any time value that remainswill be
forgone unlessit is offset.

« An extra brokerage commission may be
incurred when exercising an option.

Bailey can apply the 30 cents per
bushel earned in the option market
toward his cash selling price, yielding
an actual net selling price of $2.16
per bushel.

lower than the $2.36 he would have
received hedging with futures. The
difference isthe 20 cents premium he
paid. Remember, though, with the
option hedge, Bailey retained the
opportunity to benefit from an
increase in prices. Now, if corn prices
had risen from March to October
instead of falling, Bailey could have
taken advantage of the higher prices.

Suppose in October Bailey'slocal
elevator is offering $2.75 per bushel
for corn and December futures are
trading at $2.89. Sincethe put’s strike
price of $2.50 is below the current
$2.89 futures price, Bailey decides
to hold onto the put in case it
increases in value before it expires

in mid-November, and he goes ahead
and sells corn at the local elevator for
$2.75 abushel. Under this market
scenario, Bailey’s net salling price
is$2.55.

Local cashprice ............. $1.86/bu
Option gain ($.50 sale price

- $.20 purchase price) ....... +$ .30/bu
Net salesprice .............. $2.16/bu

Local cash price ......cocevveevevnnnnas $2.75/bu
Option premium paid .............. -$ .20/bu
Net SaleSPrice ...cceveveeeeererernnas $2.55/bu

The actual sales priceis apenny
higher than the expected price because
the basiswas 1 cent stronger than
expected. In this case, where prices
fell, the $2.16 net selling price Bailey
received hedging with aput option is

Under this market scenario of rising
prices, Bailey received a better price
($2.55) than he did when he hedged
using futures ($2.36). Asyou'll recall
from an earlier section, Bailey earned
$2.36 a bushel for his corn when he
hedged by selling futures and prices
rose by delivery time.



Even though prices didn’t fal in this
example, the put option gave Bailey
the protection he needed. Again, a
put option is like an insurance policy.
You'd rather not useit, but it's good
to know the protection istherein case
pricesfall.

Problem #1:

Suppose you are producing corn and
you want to establish a minimum floor
price for your crop when December
futures are trading at $2.40 a bushel.
Given the strike prices and premiums
below and a-10 expected basis,

what is the minimum floor

price you can expect?

Expected
Strike Expected  Floor
Price - Premium + Bass = Price

$230 - $03 + -$10 =$
$240 - $07 + -$10 =$
$250 - $13 + $10 =$

$__

$260 - $21 + -$10 =

Problem #2:

In June, you pay a premium of

25 cents per bushel for a November
soybean put option with a $5.50
strike price.

Determine what your net return will
beif in October, when you sdll your
beans and liquidate your option posi-
tion, November bean futures are at
$5.05 and the local basisis 15 under.

Since you're liquidating your position
in Octaber, close to option expiration,
we're assuming the option premium is
made up only of intrinsic value. No
time value remains.

June Buy $5.50 Nov. put @ $.25
(Nov. futures @ $5.50)

October Sell $5.50 Nov. put @ $.45
Sell cash beans @ $4.90
(Nov. futures @ $5.05)

Result  Nov. futuresprice . ...$5.05
Basis............. -$ .15
Cashsdeprice ...... $4.90
Options profit (sold

Nov. put $.45 - bought
Nov. put $.25) ..... +$ .20
Net saleprice ....... $5.10

What would your net sale price beif
in October the November futures price
was $4.50? $6.30?

Nov. futuresprice ............ $4.50
Basis ...t $
Cashsdeprice .............. $
Optionsprofitorloss ......... $
Net saleprice ............... $
Nov. futuresprice ............ $6.30
Basis ... $
Cashsdeprice .............. $
Optionsprofitorloss ......... $
Netsdeprice ............... $

Answersto these problems can be
found on page 24.
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Putting It All Together

There are many risks you cannot
manage, such as the weather, supply
and demand for crops, and world
events. But there are risks you can
manage, such as the price you receive
for your crops. Today, successful
farmers must manage these risks if
they areto stay in business. Learning
about and using short hedging with
futures or options can help you offset
pricerisk.

This introductory workbook provides
you with the basics of short hedging
with futures and options.

From here, there are several stepsyou
can take to become more knowledge-
able and comfortable with the futures
markets:

* Join amarketing club. By meeting
with other producers to discuss differ-
ent selling strategies, you can sharpen
your marketing techniques and take
action on opportunitiesin the
commodities markets.

* Paper trade for a period of time.

Do all the preparation and formulation
of short hedging with futures or
options but without actually making
transactions with a broker and
determine what your outcome

would be.

* Attend marketing seminars and
workshops whenever possible.

* Seek help from a broker, county
agent, elevator operator, or other
marketing expert. Many times these
experts can give you a perspective
in your local area on subjectslike
production costs, basis, expected
pricelevels, etc. They can aso give
you some advice on how to start out
dowly in marketing in order for you
to become more comfortable with
the process.

* Discuss your marketing plan with
your ag lender so that he or she fully
understands your objectives.

Once you've mastered the basics

of short hedging presented in this
booklet, the Chicago Board of Trade
has a follow-up publication:
Agricultural Futures and Options:

A Home Sudy Course.



Futures
* Protected against falling price level.

* Used to establish aprice level.

* Buyer and seller must each post
margin money.

* Buyer and sdller can each receive
margin calls.

* Cost to establish aposition
includes:
- Brokerage commission.
- Forgone interest earnings on
margin funds.

* No chance of taking advantage of

Options

* Put used to establish a minimum
selling price (floor). Call used to
establish a maximum buying price
(ceiling).

* Option buyer does not post margin
money. Option seller isrequired to
post margin money.

« Option buyer will never receive a
margin call. Option seller can
receive margin calls.

* Cost to purchase option (establish
floor or ceiling):
- Brokerage commission.
- Option premium.

rising pricesif prices move higher
after short position (selling price
level) is established. Hedger will
always receive short futures price

plus the basis.

The following terms are commonly used in the trading of
futures and options.

Basis - The difference between the price of acash
commodity at a specific location and the price of afutures
contract for that commodity. Basis reflects factors such

as transportation costs between the location and the futures
delivery point, local supply and demand conditions,

and storage.

Clearing House - An organization associated with afutures
exchange that clearstrading activity to make sure buyers
and sellers’ records agree and that the contracts are honored.

Commission - Fees paid to a broker for execution of
an order.

Hedge - The sale of futures against ownership of a cash
commaodity to protect against adecline in the commodity’s
value; conversaly, the purchase of futures against anticipated

« Put buyers can benefit from rising
prices when prices rise above the

Local Futures
Cash Price - Price = Basis
Expected
Futures Expected Sdlling
Price + Basis = Price
Cash Futures Net
Sale Gain/ Seling
Price + Loss = Price
Expected
Put Minimum
Put Expected Pre- Sdling

Strike + Basis - mium = Price

strike price plus the premium paid.

need for a cash commodity to protect against an increase in
the commodity’s value.

Long - A buyer; one who has bought a futures contract and
has not yet offset that position. In theory, a“long” has agreed
to buy and take delivery of a commodity in the future.

Margin - A deposit required from both the buyer and seller
of afutures contract to ensure they honor any financial
liahility they incur. Margin is earnest money, not a down
payment on the commodity. Option buyers pay

the entire premium upon purchase and do not post margin,
whereas option sellers do post and maintain margin.

Offset - To liquidate a futures position with atransaction
that is equal and opposite to the original transaction.

A futures purchaseis offset by alater sale of the same
quantity and delivery month, and afutures saleis offset by
alater purchase of the same quantity and delivery month.
Options are offset by taking the opposite position for the
exact same option contract.
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Short - A seller; one who has sold a futures contract and has
not yet offset that position. A “short” has agreed to sell and
deliver acommodity in the future.

At-the-Money - A put or call option whose strike priceis
equa — or approximately equal — to the current market
price of the underlying futures contract.

Break-Even Point - The futures price at which agiven
option strategy is neither profitable nor unprofitable. For
call options, it is the strike price plus the premium. For put
options, it is the strike price minus the premium.

Buyer - The purchaser of either acall or put option. The
buyer also may be referred to as the option holder. Option
buyers receive the right, but not the obligation, to enter into
afutures market position.

Call Option - An option that gives the option buyer the right
to purchase (go “long”) the underlying futures contract at
the strike price on or before the expiration date.

Exercise - The action taken by the holder of acal if he
wishes to purchase the underlying futures contract or by the
holder of aput if he wishesto sell the underlying futures
contract.

In-the-Money - A put or call option that currently has
intrinsic value. That is, a put whose strike price is above the

current futures price or a call whose strike price is below the
current futures price.

Out-of-the-Money - A put or call option that currently has
no intrinsic value. That is, a call whose strike price is above
the current futures price or a put whose strike price is below
the current futures price.

Premium - The price of a particular option contract as
determined by open outcry between buyers and sellers on
the trading floor of a commaodity exchange. Premium does
not include related brokerage commission fees. The
premium is the maximum amount of potential loss to
which the option buyer may be subject.

Put Option - An option that gives the option buyer the right
to sell (go “short”) the underlying futures contract at the
strike price on or before the expiration date.

Seller - The seller of either acall or put option. Also referred
to asthe writer or grantor. Option sellers are obligated to
enter into afutures position if they are exercised upon.

Serial Options - Short-term option contracts based on the
nearby futures and trading for approximately 30 daysto
expire during months not in the regular commaodity cycle.

Strike Price - The price at which aholder of acall (or put)
may choose to exercise hisright to purchase (or sell) the
underlying futures contract.

Page 15, Problem #1
Cash Futures
Sell Dec.
July corn futures
@ $2.55

What price will you receive for your
fall saleif the actual basisis as expect-
ed?

Expected
Futures Expected Selling
Price + Basis = Price
$2.55 -.20 $2.35
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Page 15, Problem #2

Page 21, Problem #1

Cash Futures Basis Expected
July Sell Dec. Strike  Expected Floor
corn Expected Price - Premium + Basis = Price
futures  basis $230 - $.03 + -$10 = $217
@%$255 -$.20 $240 - $.07 + -$10 = $2.23
$250 - $13 + -$10 = $2.27
October  Sell Buy Dec. $260 - $21  + -$10 = $2.29
corn corn Actua
locally futures basis Page 21, Problem #2
@%$191 @%$2.10 -$.19 Nov. futures price . .$4.50
Basis ............ -$.15
Result: $.45gain $.01 Cashsaleprice ....$4.35
strengthened Options (sell put @ $1.00
profit ............ $.75 buy put @ $.25)
Net sdeprice .. ... $5.10
Net Nov. futures price . .$6.30
Cash Futures Sdling Basis ............ -$.15
Price Gain Price Cash sdleprice ... .$6.15
$1.91 + $45 = $236 Optionsloss . ..... -$.25 (buy put @$.25)

Note: Net selling priceis 1 cent higher
than the expected selling price
because the actual basisis 1 cent
stronger than expected.

Net sdeprice .. ... $5.90
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