
Dear Ag Industry Associate,

This month’s Margin Manager features an article that addresses a common ques-
tion which often comes up in trying to understand how positions on the exchange 
offset the risk an operation has in their local market.  Would it ever be appropriate 
for a producer to protect against higher prices?  Given that a producer is receiving 
revenue for their production, it is natural to assume that the risk they face in the 
market is always to lower prices.  In our feature article, we explore how this may 
not always be the case.

We also review how margins have changed over the past month in the crop, hog, 
dairy and beef cattle industries, and how our clients are managing these fluctuating 
margins with new positions as well as through adjustments to existing strategies.  
With the holiday season now in full swing and 2014 quickly winding down, we look 
ahead to next year with a full schedule for upcoming margin management educa-
tional programs in 2015 . Please visit www.cihedging.com/education to learn more.

Sincerely,

Chip Whalen
Managing Editor
V.P. Of Education & Research
CIH

November 2014 Learn more at MarginManager.Com
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Futures and options trading involves the risk of loss. 

Protecting Higher Prices 
Against Long Physical Ownership

Exploring the Margin Approach

“The starting point of any hedge is 
always to evaluate where the risk 
would be in the open market.  In 

the case of revenue received for an 
operation’s production, that risk 

may not always be to lower prices.”  

 Recently, we received a call from a lender who 
had attended one of our seminars with a concern 
reviewing a client’s account statement.  The lender’s 
client was a crop producer who raises corn and 
soybeans, and the lender was questioning one of the 
positions in the client’s account. The crop producer had 
purchased a call option against new-crop corn that was 
soon to be harvested this fall.  Understanding from our 
class that a hedge should be in the direction of risk the 
client faces in the market, the question was obvious:  if 
this client is growing corn, doesn’t he want to protect 
against lower prices?  How does a call option help him, 
therefore, if the market is moving lower given that the 
call will lose value in a declining market?  

 While the above statement is true, it raises a few 
questions regarding what the actual risk is in the cash 
market.  For example, has the crop already been priced 
with a counterparty in the local market such as an eleva-
tor or ethanol plant?  This may present a scenario where 
the producer would want to protect the equity in the 
sale that will not be realized until the corn is actually 
harvested and delivered to the counterparty.  

 As an example, let’s assume that this particular 
producer had established a hedge-to-arrive contract 
with a local elevator back in the spring when they were 
planting their corn at a price of $5.00/bushel based on 
the CBOT December futures contract.  By late summer, 
December corn had declined down to a low of 
$3.20/bushel.  While the producer is still entitled to the 
$5.00/bushel sale they established on the hedge-to-
arrive contract, they also are sitting on $1.80/bushel 
worth of unrealized equity at that point in time which 
cannot be secured because the crop is yet to be 
harvested and delivered to the local elevator.
  
 One way of protecting this unrealized equity 
would be to purchase a call option on the exchange.  For 
a �xed premium which at the time may have cost around 
10 or 15 cents/bushel, the producer could have locked in 

the di�erence between where they established their 
sale at $5.00 back in the spring and where the market 
was now trading around $3.20 in the early fall.  If the 
market were to continue declining, they would lose the 
�xed premium paid for the call option but they are still 
protected to lower prices through the hedge-to-arrive 
contract they have at their local elevator.  If the market 
were to instead move higher though as it has during 
October and November, they e�ectively have locked in 
the di�erence between the strike price of their call and 
where they established the hedge-to-arrive sale less 
the cost of the call option’s premium.

 What if they didn’t previously establish a sale 
with a local counterparty such as with a hedge-to-
arrive contract at the elevator?  As another example, 
let’s assume that this particular crop producer 
purchased revenue protection insurance on their corn 
ahead of planting.  The general feature of this insurance 
policy is that they are guaranteed a minimum level of 
revenue per acre on up to a maximum of 85% of their 
actual production history, which we will assume in this 
example has averaged 180 bushels per acre historically.  
The average closing price for December corn futures is 
calculated during the month of February to establish 
the threshold at which the revenue protection will 
trigger.  For this year, that average price for December 
corn futures during the month of February was 

$4.61/bushel.  This means that if the producer is purchasing revenue insurance on 85% of their actual production history, they are 
guaranteed no worse than $705.33/acre ($4.61/bushel futures price * 180 bushels/acre * 85% APH), regardless of their yield or the 
price of corn at harvest.  They therefore would receive an indemnity payment if their actual revenue per acre is less than $705.33 at 
harvest, which is determined by their actual yield multiplied by the average of December corn futures during the month of October.
 
 Let’s now assume it is late summer again and this particular producer has been advised by his crop scout that conditions 
were favorable during pollination and the corn is projected to yield at least 5% above historical trend.  As in the hedge-to-arrive 
example, December corn futures are now trading at $3.20/bushel.  Should prices hold at this level through the month of October 
when the average December futures price is recalculated for the purpose of establishing potential indemnity payments, this 
producer would be looking at revenue of $608/acre which would be equivalent to the $3.20/bushel December futures price multi-
plied by the 190 bushel/acre yield being projected in late September.
   
 In this scenario, the crop producer is looking at a di�erence between their expected revenue per acre and the revenue 
guaranteed by their insurance of $97.33/acre.  Dividing this by their expected yield of 190 bushels/acre would be the equivalent of 
51.23 cents/bushel of unrealized equity in their insurance policy that they can’t tap because we are not yet through the month of 
October.  Another way of thinking about this is to calculate at what futures price there would no longer be an indemnity payment 
available, assuming the producer actually harvests a 190 bushel/acre yield.  If the producer is guaranteed revenue of $705.33/acre 
and we divide this revenue by 190 bushels per acre, the resulting price is just over $3.71/bushel.  Therefore, if the market is trading at 
$3.20/bushel in late September, there is over 50 cents/bushel in potential unrealized indemnity payments that could be protected 
by purchasing a call option or call spread to bridge this di�erence.
  
 Given that the producer paid for the insurance back in the spring which now has real value, it would make sense that they 
might consider protecting this value through the exchange.  Like the hedge-to-arrive example, if the market continues moving lower 
into harvest, they are still guaranteed minimum revenue through their insurance policy and they simply lose the premium paid for 
the option.  If the market recovers however as it has done, then it may well be worthwhile to have purchased a call option to protect 
this value.  Another historical example of protecting higher prices against long physical ownership would be loan de�ciency 
payments or LDP’s that were common in the past decade prior to the ethanol era.  Future examples may include how a dairy 
producer would secure unrealized value in the Margin Protection Program or MPP.  Regardless of the situation, the starting point of 
any hedge is always to evaluate where the risk would be in the open market.  In the case of revenue received for an operation’s 
production, that risk may not always be to lower prices.  
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Exploring the Margin Approach

 Recently, we received a call from a lender who 
had attended one of our seminars with a concern 
reviewing a client’s account statement.  The lender’s 
client was a crop producer who raises corn and 
soybeans, and the lender was questioning one of the 
positions in the client’s account. The crop producer had 
purchased a call option against new-crop corn that was 
soon to be harvested this fall.  Understanding from our 
class that a hedge should be in the direction of risk the 
client faces in the market, the question was obvious:  if 
this client is growing corn, doesn’t he want to protect 
against lower prices?  How does a call option help him, 
therefore, if the market is moving lower given that the 
call will lose value in a declining market?  

 While the above statement is true, it raises a few 
questions regarding what the actual risk is in the cash 
market.  For example, has the crop already been priced 
with a counterparty in the local market such as an eleva-
tor or ethanol plant?  This may present a scenario where 
the producer would want to protect the equity in the 
sale that will not be realized until the corn is actually 
harvested and delivered to the counterparty.  

 As an example, let’s assume that this particular 
producer had established a hedge-to-arrive contract 
with a local elevator back in the spring when they were 
planting their corn at a price of $5.00/bushel based on 
the CBOT December futures contract.  By late summer, 
December corn had declined down to a low of 
$3.20/bushel.  While the producer is still entitled to the 
$5.00/bushel sale they established on the hedge-to-
arrive contract, they also are sitting on $1.80/bushel 
worth of unrealized equity at that point in time which 
cannot be secured because the crop is yet to be 
harvested and delivered to the local elevator.
  
 One way of protecting this unrealized equity 
would be to purchase a call option on the exchange.  For 
a �xed premium which at the time may have cost around 
10 or 15 cents/bushel, the producer could have locked in 

the di�erence between where they established their 
sale at $5.00 back in the spring and where the market 
was now trading around $3.20 in the early fall.  If the 
market were to continue declining, they would lose the 
�xed premium paid for the call option but they are still 
protected to lower prices through the hedge-to-arrive 
contract they have at their local elevator.  If the market 
were to instead move higher though as it has during 
October and November, they e�ectively have locked in 
the di�erence between the strike price of their call and 
where they established the hedge-to-arrive sale less 
the cost of the call option’s premium.

 What if they didn’t previously establish a sale 
with a local counterparty such as with a hedge-to-
arrive contract at the elevator?  As another example, 
let’s assume that this particular crop producer 
purchased revenue protection insurance on their corn 
ahead of planting.  The general feature of this insurance 
policy is that they are guaranteed a minimum level of 
revenue per acre on up to a maximum of 85% of their 
actual production history, which we will assume in this 
example has averaged 180 bushels per acre historically.  
The average closing price for December corn futures is 
calculated during the month of February to establish 
the threshold at which the revenue protection will 
trigger.  For this year, that average price for December 
corn futures during the month of February was 

$4.61/bushel.  This means that if the producer is purchasing revenue insurance on 85% of their actual production history, they are 
guaranteed no worse than $705.33/acre ($4.61/bushel futures price * 180 bushels/acre * 85% APH), regardless of their yield or the 
price of corn at harvest.  They therefore would receive an indemnity payment if their actual revenue per acre is less than $705.33 at 
harvest, which is determined by their actual yield multiplied by the average of December corn futures during the month of October.
 
 Let’s now assume it is late summer again and this particular producer has been advised by his crop scout that conditions 
were favorable during pollination and the corn is projected to yield at least 5% above historical trend.  As in the hedge-to-arrive 
example, December corn futures are now trading at $3.20/bushel.  Should prices hold at this level through the month of October 
when the average December futures price is recalculated for the purpose of establishing potential indemnity payments, this 
producer would be looking at revenue of $608/acre which would be equivalent to the $3.20/bushel December futures price multi-
plied by the 190 bushel/acre yield being projected in late September.
   
 In this scenario, the crop producer is looking at a di�erence between their expected revenue per acre and the revenue 
guaranteed by their insurance of $97.33/acre.  Dividing this by their expected yield of 190 bushels/acre would be the equivalent of 
51.23 cents/bushel of unrealized equity in their insurance policy that they can’t tap because we are not yet through the month of 
October.  Another way of thinking about this is to calculate at what futures price there would no longer be an indemnity payment 
available, assuming the producer actually harvests a 190 bushel/acre yield.  If the producer is guaranteed revenue of $705.33/acre 
and we divide this revenue by 190 bushels per acre, the resulting price is just over $3.71/bushel.  Therefore, if the market is trading at 
$3.20/bushel in late September, there is over 50 cents/bushel in potential unrealized indemnity payments that could be protected 
by purchasing a call option or call spread to bridge this di�erence.
  
 Given that the producer paid for the insurance back in the spring which now has real value, it would make sense that they 
might consider protecting this value through the exchange.  Like the hedge-to-arrive example, if the market continues moving lower 
into harvest, they are still guaranteed minimum revenue through their insurance policy and they simply lose the premium paid for 
the option.  If the market recovers however as it has done, then it may well be worthwhile to have purchased a call option to protect 
this value.  Another historical example of protecting higher prices against long physical ownership would be loan de�ciency 
payments or LDP’s that were common in the past decade prior to the ethanol era.  Future examples may include how a dairy 
producer would secure unrealized value in the Margin Protection Program or MPP.  Regardless of the situation, the starting point of 
any hedge is always to evaluate where the risk would be in the open market.  In the case of revenue received for an operation’s 
production, that risk may not always be to lower prices.  
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Hog Margin Watch: November

















4th Qtr '14 2013 2014 



1st Qtr '15 2014 2015 



2nd Qtr '15 2014 2015 



3rd Qtr '15 2014 2015 













  
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Dairy Margin Watch: November


















4th Qtr '14 2013 2014 



1st Qtr '15 2014 2015 



2nd Qtr '15 2014 2015 



3rd Qtr '15 2014 2015 















  
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




















Dec '14 2013 2014 



Feb '15 2014 2015 



Apr '15 2014 2015 



Jun '15 2014 2015 


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Aug '15 2014 2015 



Oct '15 2014 2015 















  

Hog Margin Management
Chicago, Illinois

December 9-10, 2014
(866) 299-9333

Dairy Margin Management
Chicago, Illinois

December 11-12, 2014
(866) 299-9333

Crop Margin Management
Chicago, Illinois

December 17-18, 2014
(866) 299-9333

Upcoming Margin Seminars
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2015 Educational Program Schedule

Strategic Position Management
Feb 25 (clients only)

Beef Margin Management
Mar 11-12

Margin Management for Ag Lenders
Apr 22-23

Commodity Price Management
May 13-14

Crop Margin Management
Jul 8-9

Hog Margin Management
Jul 22-23

Dairy Margin Management
Aug 5-6

Margin Management for Ag Lenders 
Oct 21-22

Dairy Margin Managment 
Nov 18-19

Hog Margin Management
Dec 9-10

Crop Margin Management
Dec 16-17

Trading futures and options carry the risk of loss. All dates subject to change. Please check 
cihedging.com/education for more information and the latest additions to the schedule. 



Corn Margin Watch: November


















Dec 2014 Corn 




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
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Soybeans Margin Watch: November




















Jan 2015 Soybeans 






Nov 2015 Soybeans 


















  
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Aug '15 2014 2015 



Oct '15 2014 2015 
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Wheat Margin Watch: November
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
















Dec 2014 Wheat 






Jul 2015 Wheat 


















  


