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Flexing Your Hedging Muscle with  
Grain Options
BY HOward SiMOnS

December 10, 2012

The past year brought a host of events that roiled 

global markets, including one of the worst U.S. 

droughts on record and a stream of Agriculture 

Department crop estimates that caught grain buyers 

and sellers leaning the wrong way at various times. All 

of this may have seemed unusual, but it really wasn’t. 

As we look ahead to 2013, it’s as important as ever for 

anyone in the grain business to remember that risk 

will never go away, and therefore it must be properly 

hedged. What separates successful buyers and sellers 

from the also-rans is how they use risk-management 

tools, not only for protection against adverse events 

but also to put themselves in position to take 

advantage of price swings.

Over the past year, commercial grain hedgers who tried 

to time the market with futures contracts were faced 

with the usual considerations of deciding when and 

at what price to hedge. Grain buyers who did not have 

long positions in place before the drought intensified 

found themselves in the scary position of buying into a 

series of new highs in June and July. 

This is where CME Group grain options in general, 

and a suite of recently-launched option contracts 

in particular, offer customized, cost-effective 

solutions for a hedger’s specific needs. 

conventional call and put options, when combined 

with an underlying cash market position, give farmers 

a price floor with opportunities to capture upside 

moves, while grain buyers can establish a price ceiling 

with downside participation. The known cost of the 

premium replaces the unknown costs of margin 

financing and the potentially huge costs of foregone 

gains in the cash market position.

Newer cme Group products include calendar spread 

options, options that expire on a weekly basis and 

short-dated new-crop options. 

calendar spread options are based on the price and 

volatility of the spread itself, rather than the price level. 

In 2012, bull spreads between, for example, July and 

September corn and soybeans would have been very 

useful for grain buyers who might have been rolling long 

futures positions forward between contract months. 

click here for more information on grain  

calendar spreads.

http://www.cmegroup.com/trading/agricultural/grain-and-oilseed-calendar-spread-options-fact-card.html
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advantages of Short-dated Options 

Options are suited far better than futures for 

combining profit-seeking with hedging. Any option 

price contains a time premium affected by both days 

remaining to expiration and implied volatility. While 

option traders find this time premium valuable in a 

number of applications, more of it is not necessary 

when approaching a known event happening on an 

established date, such as a USDA crop report. Here you 

want to be rewarded quickly for being right and to limit 

the consequences of being wrong.

In option trade vernacular, you want to maximize the 

“absolute delta,” or expected movement of the option’s 

price with respect to the underlying market. You also 

want to minimize the total cost involved, which in practice 

means reducing the time premium of the option.

As two of the components of time premium, volatility 

and interest rates, are out of your control, let’s focus 

on a third component: Time remaining to expiration. 

This is where weekly and short-dated new-crop options 

come into play.

Weekly options expire on the Fridays that are not 

already standard or serial option expirations and 

exercise into the next futures expiry. This provides a 

low-cost and highly-leveraged tool for trading around 

events such as USDA crop reports. 

click here for more information on weekly grain options. 

a Cushion against High Volatility

While short-dated new-crop options are linked to the 

traditional new-crop futures benchmark (July wheat, 

November soybeans, December corn), instead of the 

standard expiration date, the contracts use expiration 

dates for earlier months.

For example, conventional December 2012 corn call 

and put options expired on November 23; by contrast, 

the September options on December corn expired 

August 24. 

Short-dated options “offer a lot of chances for 

many to participate in the USda crop reports, 

and they give the buyer a defined risk that is 

manageable,” said Jack Scoville, senior market 

analyst at Price Futures Group in Chicago. “These 

types of options are especially valuable in the 

current environment of high volatility and prices.”

Additionally, short-dated options are active over 

a longer window of time, such as a planting or 

growing season, reducing the need to be on the mark 

immediately, as in the case of the weekly options. 

Unlike calendar spread options, which settle to the 

spread between months, short-dated new crop 

options provide the same price-capping and flooring 

capabilities seen in standard options on futures.

In other words, a grain buyer who is concerned about  

a single event, such as a USDA crop report, can use the 

weekly options. A grain buyer exposed to purchases 

made over a longer window or to events months from 

now, such as the USDA’s 2013 Prospective Plantings 

report scheduled for march 28, can use either standard 

options or short-dated new crop options. 

Sample Trades in Short-dated new  
Crop Options

As an example, let’s go back to the end of may, when 

December corn futures were $5.22 a bushel, down 

http://www.cmegroup.com/trading/agricultural/weekly-options-on-grain-futures.html
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Howard Simons is an economist focused on financial markets and also a former trader. He’s based in Glenview, Ill. 

*disclaimer:  
This information was obtained from sources believed to be reliable, but we do not guarantee its accuracy. Neither the information nor any opinion expressed therein constitutes a 
solicitation of the purchase or sale of any futures or options contracts. 

from about $5.90 at the beginning of the year. A 

corn buyer trying to cap costs could have gone long 

December futures at this price and been done with it.

Alternatively, buyers could have bought either 

standard December calls or short-dated September 

calls at a strike of their choosing. For the purposes of 

this sample trade, let’s use a slightly out-of-the-money 

$5.50 strike. 

Here’s how the trades would have worked, which  

are based on hedging a purchase of 1 million 

bushels of corn:

1.  Buy September short-dated calls on December 

futures for 20.5 cents in a (1/.39) delta ratio for a 

total cost of 53 cents per bushel (or $530,000 for  

1 million bushels); or,

2.  Buy standard December calls for 31.25 cents in a 

(1/.44) delta ratio for a total cost of 71 cents per 

bushel (or $710,000 for 1 million bushels).

Three weeks into the trade, the two option positions 

and the futures position look about the same. but once 

prices broke to the upside around June 20 and kept 

rallying into August (December corn futures went on to 

touch a record $8.49 August 10), the advantage of the 

short-dated options becomes clear.

In this example, the relative gain would have been about 

$2.87 a bushel. relative to the base case – a long position 

in December corn futures - the standard December call 

options would have gained about $2.31 a bushel, while 

the short-dated September options would have gained 

$3.22 per bushel. That’s a benefit of 91 cents using short-

dated options versus standard versions.

This is the mechanics of option pricing in action. The 

short-dated option had a lower cost at initiation, a 

lower delta that mandated a slightly higher hedge ratio 

and a higher option gamma, or rate of change in that 

delta relative to the change in December corn prices. 

To be sure, this is based on the unusual circumstances 

of the 2012 grain markets. Net benefits of such a trade 

would have been muted in a more “normal” market. 

If corn prices had declined, the overall exposure of 

the short-dated option would have been lower, and in 

the event of a large price decline the loss of the option 

premium would have been less than the loss on the 

comparable long December futures position. 

Capturing volatility with Less Cost

The simple principles behind short-dated new-crop 

options can help maximize trading opportunities, 

according to mark Gold, ceO of Top Third Ag marketing. 

“These options can be used in strategic times, for 

example, before a major crop report,” Gold said.

Indeed, the use of short-dated new-crop options allows 

you to capture resulting price volatility with less time 

premium cost and greater leverage (gamma) than 

would be available from the standard-expiration new 

crop options. The two options can be spread against 

one another to create a time-dependent profit profile. 

For example, July options on December corn futures 

expired June 22. If grain buyers who feared adverse 

weather during the pollination season bought 

December/December call options and sold July/

December options, they would have gained on both 

legs of the spread with the actual results depending on 

the strikes used.

Anyone in the commercial grain business over the 

years probably felt a need at one time or another for 

instruments with the properties of short-dated new-

crop options. Now they exist. 


