
 

AGRICULTURAL TRADE OPTIONS  
INFORMATION FOR LENDERS 

AND EXTENSION AGENTS

Prepared by 

Commodity Futures Trading Commission 
Division of Economic Analysis 

February 1999 

AGRICULTURAL TRADE OPTIONS  
INFORMATION FOR LENDERS 
AND EXTENSION AGENTS 

About the CFTC 

The Commodity Futures Trading Commission (CFTC) was created by Congress in 1974 as an
independent agency with a mandate to regulate commodity futures and options markets in the United
States. The agency protects market participants against manipulation, abusive trade practices and fraud.
Through effective oversight and regulation, the CFTC enables the markets to serve better their important
functions in the nation's economy--providing a mechanism for price discovery and a means of offsetting
price risk. 

About this Pamphlet 

In June 1998, the CFTC began a three-year pilot program to permit the purchase and sale of agricultural
trade options. This pamphlet provides an overview of agricultural trade options and the rules for trading
them. It is intended for lenders, agricultural extension agents and agricultural processors, merchants or
users. The questions and answers provide general information on the use of agricultural trade options and
the pilot program's rules governing their offer and sale. It is not intended to offer specific financial or
legal advice. The text of the pilot program rules may be found on the CFTC's website at
http://www.cftc.gov/foia/fedreg98/980416a.pdf. 

A glossary defining technical terms is included at the end of this pamphlet. The terms that are defined in
the glossary are in bold type throughout the pamphlet. 
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If an agricultural trade option is exercised, does the commodity have to be delivered or can a cash
settlement occur? 
How can trade options be used? 
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Glossary of Terms 

Regulatory Structure of the Pilot Program for Agricultural Trade Options 

The regulatory structure of the pilot program for agricultural trade options involves four areas:
(1) registration of option merchants, (2) financial requirements, (3) controls on contracts and conditions
of their offer and sale, and (4) disclosure and reporting. 

An agricultural trade option merchant (ATOM) is a commercial agricultural enterprise that is in the
business of offering to buy or sell agricultural trade options. An ATOM, its principals and its associated
persons (APs) must be registered with the CFTC. The National Futures Association (NFA) processes
applications on behalf of the CFTC. Applicants for AP registration also must complete six hours of
instruction covering the rules governing the offer and sale of agricultural trade options, the economic
functioning and risks of agricultural trade options and the responsibility to observe just and equitable
principals of trading. 

Applicants for ATOM registration must have a net worth of at least $50,000, which must be maintained
at all times. ATOMs also must maintain and preserve a written record of internal trading and supervisory
controls and have an annual audit performed by a certified public accountant (CPA). 

As detailed further in the section below, certain restrictions apply to the types of options one can enter
into. In general, agricultural trade options cannot be offset and, if exercised, delivery of the commodity is
required. Also producers are restricted from selling, writing or granting trade options. 

ATOMs are required to disclose to their customers information about the general risks of agricultural
trade options and information about specific option contracts, including their terms and costs, before
entering into a contract with a customer. Such disclosures can be printed or electronic. ATOMs also must
keep full and complete books and records of all agricultural trade option transactions and are required to
report to the NFA on volume, open interest and total amount of commodity underlying the options. 

2 of 8 8/3/99 10:09 AM

Agricultural Trade Options - Information for Lenders and Extension Agents http://www.cftc.gov/opa/brochures/4251-99-attch2.htm



In addition, there are a number of grounds which disqualify ATOMs and their principals and their APs
from registering. For example, a potential registrant must not have had a prior registration revoked or
been convicted of or enjoined from violating certain laws or regulations. As specified in the pilot
program, these include rules relating to futures or securities trading, embezzlement, theft, fraud or similar
types of wrongdoing. 

Questions 

What is the CFTC pilot program for agricultural trade options? 

After much study and consultation with agricultural interests, the Commission adopted rules to permit the
offer and sale of agricultural trade options. Agricultural trade options may not be offered or sold in the
United States on the commodities listed below except in compliance with these rules. The pilot program
for agricultural trade options is a three-year trial period and is modeled after the earlier pilot program for
the reintroduction of exchange-traded agricultural options. After the three years are over, the CFTC will
consider whether the rules should be made permanent. 

What commodities are covered by the exemption? 

The commodities covered are: wheat, cotton, rice, corn, oats, barley, rye, flaxseed, grain sorghums, mill
feeds, butter, eggs, Irish potatoes, wool, wool tops, fats and oils, cottonseed meal, cottonseed, peanuts,
soybeans, soybean meal, livestock, livestock products, and frozen concentrated orange juice. 

What is an agricultural trade option? 

An agricultural trade option is an off-exchange agreement between two parties, an option purchaser and
an option seller, either to purchase or to sell an agricultural commodity for possible delivery in the future
at a price determined at contract initiation. To acquire the right to call for (buy commodity) or make
delivery (sell commodity) the option purchaser pays the option seller a price or premium. There are two
types of options: call options and put options. A call option gives the option purchaser the right but
not the obligation to purchase a specific commodity at a specified price, the strike price, within a
specified time from the option seller. A put option gives the option purchaser the right but not the
obligation to sell a specific commodity at a specified price within a specified time to the option seller.
The last day on which an option can be exercised is called the expiration date or maturity date. 

Who can enter into an agricultural trade option? 

Each party to an agricultural trade option contract must be a commercial party in the normal
merchandising chain for the underlying commodity. This may include producers, grain merchants,
investment bankers with active commodity trading operations and various other types of agricultural
processors or commercial users of the commodity. Moreover, at least one party to the agricultural trade
option must be registered as an ATOM. 

An ATOM is an entity in the business of offering agricultural trade options. ATOMs must be registered
with the CFTC. Registration applications are processed by the NFA. Further information on how to
register and registration forms can be obtained by contacting the NFA Information Center, toll free, at
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(800) 621-3570; (800) 572-9400 if calling from within Illinois. 

What is the cost to enter into an agricultural trade option? 

Typically, the cost of an agricultural trade option will have two components, the cost of the option
itself--the option premium--and other fees, markups or sales commissions. An option premium is a
non-refundable fee that the option purchaser pays the seller for the right to require the seller to make or
take delivery under the terms of the contract. When and how the purchaser pays the premium depends
on the contract. Typically the premium is paid up front. In such cases, the purchaser would pay for the
option out of his or her own funds or might arrange to finance the premium through a bank or other
financial institution. However, payment of the premium could also occur at a later date. For example, an
elevator and a producer may arrange to delay payment of the premium by either deducting the premium
from the price of the commodity at the time of delivery if the option is exercised or having the producer
pay the premium on the expiration date if the option is not exercised. In this case the seller of the
option is implicitly financing the purchase of the option. Lenders to sellers of agricultural trade options
should be aware that this practice may exist and should understand the financial risks involved with
financing such borrowers. 

How is the premium determined? 

The premium for an agricultural trade option is negotiated between the purchaser and seller of the
option. Its value will depend on the current price of the underlying commodity, interest rates, price
volatility, the option's strike price and its maturity. While mathematical models exist to price options,
the cost of the option's premium for most agricultural trade options likely can be determined from prices
of exchange-traded options, where they exist. 

If an agricultural trade option is exercised, does the commodity have to be delivered, or can a cash
settlement occur? 

Under the Pilot Program Rules, if an agricultural trade option is exercised, then delivery of the
commodity must occur. 

How can trade options be used? 

Here are two simple examples of how agricultural trade options might be used to hedge commodities. 

Example 1:    Hedging Production Against Low Prices. A producer wants to hedge the price of soybeans.
The producer can purchase a put option to protect against a fall in prices and lock in a floor price for
soybeans. If, at harvest, the spot price for soybeans is below the option's strike price, the producer can
exercise the option and deliver the beans at the strike price agreed to in the option. However, if at
harvest prices were above the strike price, the producer need not exercise the option contract. Instead,
the producer could allow the option to expire and sell the soybeans at the higher spot price to any willing
buyer, including the elevator which sold the option contract. 

Example 2:    Hedging the Cost of Inputs. A cattle feeder wants to hedge the input cost of corn for a
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feeding operation. The feeder could accomplish this by purchasing a call option for corn feed. A call
option gives the purchaser of the option the right to call for delivery of the commodity at the strike
price of the option. Thus, the purchase of a call option would establish a ceiling price for corn. If, when
the feeder needs corn, the spot price for corn is higher than the option's strike price, the feeder would
exercise his or her right to purchase the corn at the lower strike price. However, if the spot price were
below the strike price of the call option, the purchaser need not exercise the option. Instead, he or she
would allow the option to expire and acquire feed at the lower spot price. 

Can a producer enter into an agricultural trade option on revenue? 

Yes. The CFTC's rules permit a trade option to reference a variable commodity unit. Thus, although an
agricultural trade option requires that delivery occur if the option is exercised, the flexibility of delivering
a variable unit of commodity would permit the creation of an option based on revenue. As shown in the
following example, however, such options can be complex and difficult for the option grantor to hedge. 

Example:    A Revenue Option. A producer wants to set a minimum revenue for the production of corn
on 100 acres of land. Expected yield is 125 bushels per acre giving a total expected production of 12,500
bushels. The producer wishes to set the strike price of the option based on a price for corn of $2.50/bu.
Based on these expectations, the revenue option would give the producer the right, but not the
obligation, to deliver all corn production on the designated acres, up to 12,500 bushels, for a total return
of $31,250 (i.e.,$2.50 x 12,500). The producer would retain the ability to market any amount over
12,500 bushels through other arrangements, and the elevator could not be required to take delivery of any
amount of corn over 12,500 bushels. 

Under the revenue option, four scenarios confront the producer. 

Scenario 1:         Low Yield/High Price 

At harvest, the producer has realized total production of only 9,000 bushels of corn and the spot price for
corn is $3.75 per bushel. Under the revenue option contract, the producer could exercise the option
contract and deliver the 9,000 bushels of corn to the elevator for a total payment from the elevator of
$31,250. Alternatively, the producer could allow the option to expire without exercising it and market
the corn for $3.75 per bushel, yielding a total of $33,750. 

Scenario 2:         High Yield/Low Price 

In this scenario, the production has exceeded expectations with total production of 14,000 bushels. Spot
prices, however, have fallen to $2.00 per bushel. In this case the total spot value of the producer's
production is only $28,000. Under the revenue option contract, however, the farmer can exercise the
option to deliver 12,500 bushels of corn for a payment of $31,250. In addition, the farmer can market the
extra 1,500 bushels produced on the acreage at a price of $2.00 per bushel for a total of $3,000. In this
case the revenue option has effectively allowed the producer to set a floor under the value of the crop and
also allowed for some upside revenue potential based on the value of excess crop production. 

Scenario 3:         Low Yield/Low Price 

Assume, in this case, that local conditions are such that the producer produces only 9000 bushels of corn,
but because of a bumper crop generally, the price of corn at harvest is $2.00 per bushel. At such prices,
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the total value of the producer's corn crop is only $18,000. Under the revenue option contract, the
producer can exercise the option to deliver the total 9000 bushels of corn for a payment from the
elevator of $31,250. The revenue option in this scenario has locked in the producer's minimum revenue. 

Scenario 4:         High Yield/High Price 

Conditions in this scenario are the opposite of those in scenario 3, with the producer realizing a bumper
crop of 14,000 bushels while prices are relatively high at $3.75 per bushel. One alternative for the
producer would be to exercise the option to deliver 12,500 bushels of corn for a total payment of
$31,250 and market the remaining 1,500 bushels at the spot price of $3.75 per bushel. This strategy
would net the producer a total payment of $31,250 + $5,625 = $36,875. A better alternative, however,
would be simply to allow the revenue option contract to expire and market the entire production of
14,000 bushels at $3.75 per bushel. This alternative yields the producer a total return of $52,500. 

Are there restrictions on the types of options that can be entered into? 

In general, the rules require that an agricultural trade option be entered into solely for purposes related to
the party's business. For example, a soybean producer would not be permitted to enter into an option on
peanuts. Also, agricultural trade options cannot be cash settled. 

There are additional specific restrictions that apply to the types of options that agricultural producers can
enter. Producers are not permitted to write, grant or sell put options. They are also not permitted to
write, grant or sell a call option, except to the extent that a call option is entered into in combination
with the purchase of a put. For example, a producer could purchase a put option from an elevator on
10,000 bushels of corn with a strike price of $2.50/bu. At the same time, the producer could also sell, to
the same elevator, a call option for a similar or lesser amount of corn at, for instance, $3.00/bu. If the
harvest time price of corn is $2.00/bu., the producer would exercise the put and deliver corn to the
elevator for $2.50/bu. If the price of corn was between $2.50/bu. and $3.00/bu., then neither party would
exercise their options and no corn would be delivered. Finally, if the spot price of corn was above
$3.00/bu., the elevator would exercise its right to call for the delivery of corn at $3.00/bu. 

This particular bundling of options is similar to mini-max forward contracts. By bundling the long and
short option position the producer is able to offset some of the cost of purchasing the put option with
the proceeds from the sale of the call option. It is stressed, however, that under CFTC rules, the call
option cannot be greater in size than the put option, the options must be entered into simultaneously and
must expire simultaneously or at the time that the other is exercised. 

What are the disclosure requirements? 

The CFTC requires that ATOMs disclose to their customers information about the general risks of
agricultural trade options and information about specific option contracts, including their terms and cost,
before they enter into those contracts with their customers. The disclosures can be printed or electronic. 

ATOMs also must provide their customers with written confirmation of an agricultural trade option
contract within 24 hours of a contract's execution. They must also provide customers, as requested, with
information about commodity prices and other information relevant to a customer's positions or funds.
ATOMs must also notify their customers of the expiration date of each option that will expire within the
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next month. 

What if a dispute arises between the ATOM and its customer? 

If a customer believes that an ATOM has violated CFTC rules, causing the customer to suffer a loss on
an agricultural trade option, and the customer is unable to resolve the dispute with the ATOM, the
customer may file a reparations claim with the CFTC. More information on the CFTC's reparations
program can be obtained by contacting the CFTC's Office of Proceedings at (202) 418-5250 or the
CFTC's website at http://www.cftc.gov/proc/reparations.html. Alternatively, as agreed between the
parties, or for other types of disputes, the agricultural trade option contract may provide for arbitration or
for other forms of dispute resolution. The dispute may also be brought to court. 

Where can information be obtained on whether someone is registered as an ATOM or as a sales agent
for an ATOM? 

Such information can be obtained from the National Futures Association (NFA) Information Center at
(312) 718-1410. 

Do any exemptions from the rules exist? 

The pilot program includes an exemption from most provisions of the rules where both parties have a net
worth of not less than $10 million or have their obligations on the options guaranteed by a person under
common ownership having a net worth of not less than $10 million and where both parties are entering
into the option for purposes related to their underlying business. However, in all cases the anti-fraud
provisions of the rules apply. 

Where can I obtain more information about the CFTC's rules on agricultural trade options? 

Additional information on the CFTC's pilot program for agricultural trade options, as well as copies of
the rules themselves, can be obtained by contacting the CFTC's Division of Economic Analysis at (202)
418-5260. 

Glossary of Terms(1) 

Call Option  An option giving the purchaser the right, but not the obligation, to purchase a specified
commodity at the fixed strike price. 

Exercise  The act of electing to sell or purchase a commodity at the strike price stated in an option
contract. For agricultural trade options, the exercise of an option must result in the delivery of the
commodity. 

Expiration or Maturity Date  The date on which an option contract automatically expires; the last day
an option can be exercised. 
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Expire  The condition of allowing an option contract to end without exercising one's right to make or
take delivery. 

Option Premium, or Premium  The price paid for an option. The total cost of the option will equal the
premium plus sales fees, commissions, and similar charges. 

Option Purchaser  The party acquiring the right to make or take delivery of a commodity under an
option contract. 

Option Seller, Writer or Grantor -- The party obligated to purchase (in the case of put options) or sell
(in the case of call options) the commodity at the agreed-upon strike price if the option is exercised. In
return for selling the option, the seller receives the option premium. 

Put Option  An option giving the purchaser the right, but not the obligation, to sell a specified
commodity at the fixed strike price. 

Sell, Short, Write, or Grant  Terms used to indicate the sale of an option. 

Strike Price  The price specified in an option contract at which the purchaser of the option has the right,
but not the obligation, to sell or purchase a commodity. 

 

1         Because the definitions of the terms included in this glossary are not readily available in standard
references, this glossary is intended to assist readers in understanding the specialized words that are used
in this pamphlet. It does not contain all of the specialized terms that may be used in connection with
agricultural trade options. Nor is it intended to state or suggest the views of the Commission concerning
the legal significance or meaning of any word or term. 
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