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Two Manager Attributes Affect Risk 
Management Strategy Employed

1.  RISK Perception

2.  RISK Attitude or Aversion Level

-- Together determine how manager deals with risk
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Perceived
Risk

Actual
Risk

Under-Estimates
Actual Risk

Over-Estimates
Actual Risk

Perceived versus actual risk…
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Marketing Alternatives/Options…
1. Do nothing

2. Lock in price (flat price)

3. Lock in floor price 

4. Lock in basis

5. Various combinations

Cash price = Futures price + Basis

Which alternative you choose will depend on your 
perception of risk, your aversion to risk, your market 
outlook, as well as other factors…
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CBOT corn futures prices (2-6-09) …

A. What is the probability price will be $4.02 to $4.42 (+/- $0.20) in late Nov?

B. What is the probability price will be $3.62 to $4.82 (+/- $0.60) in late Nov?

C. What is the probability price will be < $3.22 (down $1.00) in late Nov?

D. What is the probability price will be > $5.22 (up $1.00) in late Nov?

Dec-09 is trading at $4.21 ¾

This is the market’s forecast 
as to what prices will be.  
How much confidence do we 
have in this forecast?

6

Daily Price Range (High minus Low) DEC Corn Futures Price 
(Jan 1 - Oct 31 each year)
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Daily corn price moves have increased significantly …
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Daily 2009 December Corn Futures Contract Price
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Current forecast is for $4.22 corn (futures) next fall…
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While $4.22 might be our best guess, we have little confidence 
that prices will actually end up being close to $4.22

DEC '09 Corn Futures Price Distribution Implied by Options Market, 
February 6, 2009 -- Price = $4.22
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DEC '09 Corn Futures Price Distribution Implied by Options Market, 
February 6, 2009 -- Price = $4.22
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Historical volatility = 24

Current volatility = 45

Options market volatility suggests considerable risk exists…

|----- 28.3% -----|----- 24.8% -----| |------- 29.5% ---------

|----- 50.8% -----|----- 9.7% -----| |------- 15.3% ---------
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Daily 2009 November Soybean Futures Contract Price
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Current forecast is for $9.46 soybeans (futures) next fall…
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Daily Price Range (High minus Low) NOV Soybean Futures Price 
(Jan 1 - Oct 31 each year)
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Daily soybean price moves have increased significantly …
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NOV '09 Soybean Futures Price Distribution Implied by Options Market, 
February 6, 2009 -- Price = $9.46
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Daily 2009 July Wheat Futures Contract Price
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Current forecast is for $6.09 wheat (futures) this summer fall…
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Daily Price Range (High minus Low) JUL Wheat Futures Price 
(Sep 1 - Jun 30 each year, 2009 through Jan 30)
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Daily wheat price moves have increased significantly …
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JUL '09 Wheat Futures Price Distribution Implied by Options Market, 
February 6, 2009 -- Price = $6.09
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Historical volatility = 22

Current volatility = 42

Options market volatility suggests considerable risk exists…
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Daily Price Range (High - Low) DEC Live Cattle Futures Price 
(Jan - Nov each year)
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Daily fed cattle price fluctuations are high, but increases 
are nothing like grain markets …



17

AUG '09 LC Futures Price Distribution Implied by Options Market, 
January 30, 2009 -- Price = $83.10
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Historical Volatility = 13

Current volatility = 21

Options market volatility suggests considerable risk exists…
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Daily Price Range (High - Low) OCT Feeder Cattle Futures Price 
(Jan 1 - Oct 15 each year)
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Little more price variability in feeder cattle market than fed 
cattle market, but considerably less than grain markets …
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AUG '09 FC Futures Price Distribution Implied by Options Market, 
January 30, 2009 -- Price = $96.08
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Options market volatility suggests considerable risk exists…
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Implied volatility in options market…

Current volatility levels are significantly above 
historical levels for most commodities (e.g., 
corn, soybean, wheat, hogs, cattle, crude oil, 
milk).

Higher volatility implies option premiums are 
“more expensive” and predicting price levels is 
much harder (not that it is ever easy).
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Hedging, Options, Forward Contracting
Comparison and Contrast

1. Hedging with Futures
- Fixed contract specifications and size
- Deal with broker
- Margin account and maintenance required
- Brokerage commission
- Locks in a “fixed” price 
- Basis risk present
- Easy to enter & liquidate
- Transparent price quotes

www.agmanager.info
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Corn Margin Requirements (per contract) Selected Dates
Speculative

Date Intial Maintenance Hedging
1/25/2005 $439 $325 $325
8/5/2005 $810 $600 $600

9/29/2005 $506 $375 $375
12/5/2005 $338 $250 $250
4/4/2006 $473 $350 $350

8/25/2006 $608 $450 $450
10/12/2006 $878 $650 $650
10/16/2006 $1,013 $750 $750
11/14/2006 $1,148 $850 $850
12/20/2006 $1,013 $750 $750
1/17/2007 $1,215 $900 $900
1/29/2007 $1,350 $1,000 $1,000
9/24/2007 $1,080 $800 $800
5/25/2008 $1,350 $1,000 $1,000
8/8/2008 $2,025 $1,500 $1,500
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Margin Account Balance For One DEC 2008 Corn Futures Sell Hedge 
Placed on January 2, 2008
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Would you have stayed with this hedge the whole time?

Sell one contract @ $4.80 ¼
Initial margin = $1,500 $4.09 ½ (10/30/08)

Market topped @ $7.88 (6/26/08)
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• Basis is the difference between two prices.

• In commodity marketing, basis is generally referred 
to the difference between a specific cash price and 
a specific futures price.

• Mathematically:  Basis = Cash - Futures

• Nearby and Deferred

• Typically forecasted using a historical average 
(forecast is needed to evaluate price when hedging)

Basis…
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BeefBasis.com
– Explicitly considers corn price
– Can consider any weight for steers and heifers between 300-900 lbs
– Accounts for lot size
– 15 states with multiple locations per state

BeefBasis.com – web-based tool for forecasting 
basis and examining historical prices and basis.
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Hedging, Options, Forward Contracting
Comparison and Contrast

2. Buying (Put) Options
- Fixed contract specifications and size
- Deal with broker
- No Margin account or maintenance required
- Pay premium for option
- Brokerage commission
- Sets a “minimum price”
- Basis risk present
- Easy to enter & liquidate
- Transparent price quotes

www.agmanager.info
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Hedging, Options, Forward Contracting
Comparison and Contrast

3. Option Strategies
- Synthetic put – forward contract or hedge  

and simultaneously buy a call option
- Buying a call option in lieu of storing grain
- Window/fence – buy a put option and sell 

call option(s)
- Many other possibilities…

- Selling options does require margin money
as potential losses are unlimited

www.agmanager.info
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Hedging vs. Options…

Because the various risk management tools 
have different characteristics (e.g., flat price vs. 
minimum price), it is useful to compare them 
under alternative price outcomes.

KSU-Option Strategies.xls is a tool that allows 
users to compare various strategies, specifically 
focusing on risk management strategies using 
put and call options.
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Example:  Corn market (2/6/09 closing prices)

A. Cash (do nothing)
B. Hedge (sell futures)
C. Buy Put option (floor price)
D. Hedge and buy Call option (floor price)

December Corn (CZ)

Futures close $4.2175
Days until expiration 286

Strike price Call premium Put premium
$3.70 $0.89250 $0.37875
$3.80 $0.83625 $0.42125
$3.90 $0.78375 $0.46875
$4.00 $0.73500 $0.51875
$4.10 $0.68750 $0.57125
$4.20 $0.64375 $0.62625
$4.30 $0.60500 $0.68750
$4.40 $0.56750 $0.74875
$4.50 $0.53375 $0.81500
$4.60 $0.50250 $0.88250
$4.70 $0.47250 $0.95125
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Comparison of Various Marketing Strategies
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Comparison of additional options strategies

A.  Buy Put option (floor price)

B.  Buy Put option and sell Call option (window)

C.  Buy Put option and sell two Call options (???)

D.  Buy Put option, sell Call option, and sell Put 
option (???)
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Comparison of Various Marketing Strategies
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More advanced strategies work quite well if prices don’t 
move too much -- with big moves they can work against you.

Note:  expected value of all four lines is approximately equal.
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Hedging, Options, Forward Contracting
Comparison and Contrast

4. Forward Contracting
- Contract specifications and size negotiable
- Deal with local grain buyer
- No margin account or maintenance required
- No brokerage commission
- Basis risk eliminated
- Pay a “premium” for transferring basis risk
- May not be offered 
- Price quotes are not transparent
- Obligation to deliver commodity

www.agmanager.info
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New Crop Wheat Basis -- MARYSVILLE, KS

-0.70

-0.60

-0.50

-0.40

-0.30

-0.20

-0.10

0.00

1 2 3 4 5 6 7

Month

B
as

is
, $

/b
u

2004 2005 2006 2007 2008

Forward contract implied deferred basis…
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New Crop Corn Basis -- MARYSVILLE, KS
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New Crop Soybean Basis -- MARYSVILLE, KS
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WIDENING
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2. Delayed pricing
3. Buy put options
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1. Cash purchases
2. Forward contract
3. Maximum price contract
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Cash

ACTION

1. Basis contract
2. Buy cash and sell futures

or buy put options
3. Maximum price contract
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Risk/Pricing Strategies Summary

• Price volatility has increased significantly relative to 
historical levels

• Producers/lenders tend to underestimate price risk
– Leads to belief that option premiums are too expensive
– and managing price risk is not all that important

• Basis has widened considerably (harder to predict?)

• Traditional risk management tools (futures, options, 
forward contracts) can still be effective, but old 
“rules of thumb” may no longer apply
– Access to capital is critical for managing margin accounts
– Is it becoming more important to simultaneously manage 

both input and output price risk?
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Questions?


