Commodity Challenge

Section lll: Advanced Pricing Tools

Chapter 17: Selling grain and buying call options to establish a

minimum price

Learning objectives
e Selling grain and buying call options to establish a minimum price
Key terms

Paper farming: A strategy of selling grain and replacing it with the purchase of futures
contracts or call options.

Selling Grain and Buying Call Options
Earlier segments explored:

e The short hedge (selling futures to establish a price)

e The put-option alternative (buying puts to establish a minimum price)

This chapter introduces a third alternative:

Selling grain and buying call options
This strategy:

e Establishes a minimum price (floor)
e Retains the opportunity to benefit if market prices rise

Formula:

minimum price = grain selling price - call premium - brokerage fees
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Important: The IRS does not consider paper farming a hedging strategy. Tax treatment
may differ. Consult a tax advisor.

This strategy works both before and after harvest.

Example: Selling soybeans at harvest and “reowning” the crop by buying calls
You harvest soybeans and sell them for $11.50/bu.

e November futures = $12.20/bu.

e Basis = 70¢ under

e May futures = $12.15

e May 1220 calls are trading at 70 cents per bushel

You sell soybeans for $11.50 and buy 1220 May calls, paying a 70¢ premium. Your
minimum price (aka your worst-case scenario) is:

$11.50 cash sale — $0.70 premium - $0.01 fees = $10.79 per bushel

Let’s jump ahead to mid-April, when May options are about to expire. Let’s consider
three different price scenarios. What would you do with your 1220 May calls? Can you
calculate a final price for soybeans?

Scenario #1 in April: Futures prices change little
May futures: $12.10/bu.
May 1220 call options: $0.02/bu.

In the flat price scenario, you will end up with something close to the $11.49 minimum
established at harvest. You might be able to sell the call to get an extra penny or two.

Scenario #2 in April: Futures rise $1.00
May futures: $13.15/bu.
May 1220 call options: $0.95/bu.
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This is your dream scenario. You sell the calls for $0.95 per bushel (the 1220 calls are
95 cents ‘“in-the-money”). You paid $0.70 for the calls which means your profited by
$0.25 per bushel (95 cent sale less 70 cent cost). Your final price is:

$11.50 cash sale + $0.25 call profit - $0.01 fees = $11.74 per bushel

Scenario #3 in April: Futures fall $1.00
May futures: $11.00/bu.

May 1220 call options: no value

You end up with the $11.49 minimum established at harvest.

Buying put options vs. selling grain and buying call options — which way is best?

Three things to consider:

1. Storage Costs

Storing grain for six months is costly, but put options may allow you to capture a carry in
the market. Paper farming with call options avoids storage costs entirely.

2. Basis Risk

e Buying puts leaves basis open and an opportunity for improvement.

e Paper farming locks in basis immediately.

3. Taxes

e Paper farming with calls creates income in the harvest year.

e Storing grain and buying puts defers income.

Conclusion: The best strategy depends on storage costs, basis expectations, and tax
considerations.
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Further reading and resources from the CME Group

Self-Study Guide to Hedging with Grain and Oilseed Futures and Options (handbook),
CME Group, April 2012 http://www.cmegroup.com/trading/agricultural/self-study-guide-

to-hedging-with-grain-and-oilseed-futures-and-options.html

Grain and Oilseed Futures and Options (brochure), CME Group, February 2012
http://www.cmegroup.com/trading/agricultural/grain-and-oilseed-futures-and-options-
fact-card.html

©2026, Center for Farm Financial Management, University of Minnesota


http://www.cmegroup.com/trading/agricultural/self-study-guide-to-hedging-with-grain-and-oilseed-futures-and-options.html
http://www.cmegroup.com/trading/agricultural/self-study-guide-to-hedging-with-grain-and-oilseed-futures-and-options.html
http://www.cmegroup.com/trading/agricultural/grain-and-oilseed-futures-and-options-fact-card.html
http://www.cmegroup.com/trading/agricultural/grain-and-oilseed-futures-and-options-fact-card.html

Exercise #17

At harvest you sell soybeans to a local elevator for $10.40 per bushel. With July
soybean futures at $11.35 per bushel, you buy 1140 call options on July soybean
futures (i.e., the right to buy July soybeans for $11.40/bu.). The premium paid is 71
cents per bushel.

Calculate the minimum price using this formula (ignore brokerage).

grain selling price - call premium = minimum price

Let’s jump ahead to mid-June, when July options are about to expire. Let’s consider
three different price scenarios. What would you do with your 480 July calls? Can you
calculate a final price for corn?

Scenario #1 in June: Futures prices change little
July futures: $11.25 per bushel
July 1140 call options: $0.02 per bushel

Scenario #2 in June: Futures prices fall $1.35 per bushel
July futures: $3.75 per bushel

July 480 call options: no value

Scenario #3 in June: Futures prices rise $1.00 per bushel
July futures: $5.75 per bushel
July 480 call options: $0.95 per bushel (the 480 calls are 95 cents “in-the-money”)
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