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Purpose of White Paper

In the last several years, hybrid cash contracts -- such as hedge-to-arrive, minimum price, and
so-called “flex” contracts -- have come into wider use.  This has been driven by market
forces as companies seek to increase the basket of services they offer customers.  Further,

changes in government support programs will increase the importance of managing price risk
and, in the process, expand the development of flexible risk-management tools.

Price escalation in 1995 created genuine concern about the appropriateness, level of under-
standing and ability of the industry to manage the risk of the wide range of cash contracts being
utilized.  To address these concerns, the National Grain and Feed Association (NGFA) initiated a
multi-discipline task force to develop a white paper on the topic of hybrid cash contracts.  The
goal was to create a document that would provide an overview of the situation, identify the key
issues, and establish recommendations to help the industry effectively address and manage the
potential growth of these contracts.

Disclaimer

This white paper has been reviewed carefully by numerous individuals.  However, because
of the complexity of the subject matter and the wide variety of contracts that are being or
could be utilized, there can be no assurance that this white paper covers all situations or

presents complete information.  The NGFA and authors of this white paper make no warranties,
express or implied, concerning the use of the information contained in this document.  The
NGFA disclaims any responsibility whatsoever for the use of the information contained in this
white paper.  Readers should consult competent legal, accounting and financial professionals to
evaluate and advise them as to their particular rights and obligations with respect to the issues
discussed herein.
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Situation Overview

Although hybrid cash contracts currently represent a relatively small percentage of overall con-
tracting volume today, the use of these flexible cash contracts and their inclusion in more complex
marketing strategies has increased significantly over the past five years.  These contracts generally
are intended to allow the customer more pricing flexibility and to better focus on the futures
portion of the cash price.  The increased use of these contracts largely has been driven by the
commercial trade (elevators/merchants) offering a wider range of cash contracts.  The industry has
offered these new contracts to respond to a perceived interest from the farm community.

Farmers have demon-
strated their interest through
increased use of market
information services, market
advisory services, attendance
at marketing meetings, and
participation in marketing
clubs.  All of these activities
are intended to enhance the
effectiveness of marketing
and pricing decisions.  In
addition to the perception that
customers want greater
access to a broader range of
marketing tools, historical
price volatility (see chart)
demonstrates the need for
contracts and strategies that can maximize pricing decisions within a crop year and stabilize
revenue-per-acre over time.

 The change in farm support programs in the Freedom to Farm-inspired 1996 farm bill and
continuing expansion in global trade suggest increased risk and a greater need for these contracts.
At the same time, the yield contract offered by the Chicago Board of Trade, as well as Crop
Revenue Coverage and Income Protection pilot programs recently approved by the Federal Crop
Insurance Corp., provide additional tools to serve this potential demand.  Increased demand and
new vehicles suggest that the nature of risk management is changing and that a continuing trend
toward more creative cash contracts probably will continue.  However, many companies are
reviewing their strategy for offering hybrid cash contracts in light of the sharp price movements
during the 1995 crop year.

While a long-term demand for creative risk management solutions may exist, the expanded use
of hybrid cash contracts has created concern at many levels in the industry.  At the forefront are
farm customers who have utilized forward cash instruments in the form of hedge-to-arrive con-
tracts or various forms of minimum price or maximum-price contracts.  These contracts, like any
forward cash sale contract, have been negatively affected by record price escalation during the
1995/96 marketing year.  On the other side are grain elevators or merchants struggling to secure
bank financing to service margins on hedge accounts for much larger forward contracting pro-
grams.

Situation Overview
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At the same time, companies are struggling to develop effective systems to administer hybrid
cash contracts and to manage risk.  Elevator operators are increasingly asking: “Do we have the
credit lines, the systems, and the margin or fees to justify continuing or expanding the offering of
hybrid cash contracts?”  In the middle is the regulatory community, concerned about the futures-
like or options-like features of hybrid cash contracts.

The critical issues concerning hybrid cash contracts are as follows:

1. Contract clarity: Do buyer and seller clearly understand the terms and conditions?

2. Risk disclosure: Does the customer understand when the futures pricing risk is transferred to the
buyer/seller and which risks are retained by the customer (futures, spread, volatility)?

3. Risk assessment and management: Is the elevator operator or merchant equipped to identify and
manage all contract risks?

4. Regulatory: At what point does a forward cash contract with “futures-like features” become
more like a futures contract and less like a forward cash contract?

This document identifies the types of contracts being offered in the trade today, discusses the
key issues of concern, and provides suggestions on how to address the growth of hybrid cash
contract usage.  To accomplish this goal, a wide range of contracts was reviewed and categorized
by feature to allow for comparison of risk profiles and critical issues.  In addition, an elevator
survey and a farmer survey were conducted to establish current contracting practices.

The elevator survey demonstrated a very strong response rate, with approximately 45 percent of
the 800 companies surveyed responding.  The highlights of the elevator survey are as follows:

1. Of those facilities responding:

➢ 45 percent offer hedge-to-arrive contracts, but only 6 percent of grain is purchased in this
manner.

➢ 76 percent offer minimum price contracts, but such contracts represent only 5 percent of
purchase volume.

➢ Only 20 percent are requiring margins on selected cash contracts.

➢ 78 percent state that they offer hybrid cash contracts only to selected customers.
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2. When asked if offsetting or cancelling contracts is permitted:

➢ Yes = 3 percent

➢ Sometimes =  40 percent

➢ Never = 57 percent

3. A ranking of “the driving force behind your growth in hybrid cash contracts” concluded that
growth was driven primarily by:

➢ producer requests and farm advisers; and

➢ competitive businesses.

4. When asked about their experience with hybrid cash contracts:

➢ Positive = 35 percent
➢ Negative = 13 percent
➢ Mixed/Don’t Know = 51 percent

The farmer survey received a lower response rate, but a few conclusions can be derived from
those received:

1. Of farmers responding, 60 percent are aware of most of the hybrid cash contract types identified
in the survey.  But only 20 percent used any of the contracts.

2. Of farmers responding, 80 percent identified an interest in participating in seminars on the topic
of hybrid cash contracts.

3. When asked what they liked most about hybrid cash contracts, the overwhelming response was
“flexibility.”

4. When asked what they disliked, the general theme was confusion or uncertainty about the con-
tracts.

Situation Overview
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Contract Classification and Examples

Numerous contracts are offered in the market today, ranging from very traditional cash
contracts with well known obligations to more sophisticated contract forms intended to
increase flexibility for the user. These new contracts, generally referred to as “hybrid cash

contracts,” take many forms.  But they share a common purpose -- to change the timing of the
pricing decision and risk transfer between the buyer and seller of cash grain.

In this section, various contracts are classified by “type,” with a brief description and support-
ing example. It is important to note that many variations of these contracts exist, and names vary by
market and geographic area. Users are advised to compare contracts by their pricing features
rather than by contract name. Contract types are compared in a matrix at the end of this section.

In this document, the various contracts are classified in four broad categories:

I.   Traditional Cash Contracts:

A. Fixed Price Contract
B. Basis Contract
C. Deferred Price Contract

II.  “Futures Based” Hybrid Cash Contracts:

A. Basic Hedge-to-Arrive (HTA) Contract
B. HTA Contract (with rolling of futures month permitted)
C. HTA Contract (allowing user to hedge in futures month other than intended

shipment period)
D. HTA Contract (allowing customer to price/unprice)
E. HTA Contract (with walkaway provision)

III. “Options Based” Hybrid Cash Contracts:

A. Minimum Price Contract (for sellers)
B. Maximum Price Contract (for buyers)
C. Minimum/Maximum Contracts
D. Ratio Minimum/Maximum Contracts
E. Maximum Price Contract (for sellers)

IV.  Derivative Contracts:

A. Grain Swap Contract
B. Revenue Contracts
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Situation for All Contract Examples:

Market Values April 1 July 1 Aug. 1 Sept. 1 Oct. 1 Nov. 1A Nov. 1B Jan. 1A Jan. 1B

CBOT July Futures $2.80 $2.90 -- -- -- -- -- --

CBOT Sept. Futures $2.70 $2.60 $2.65 $2.65 -- -- -- --

CBOT Dec. Futures $2.50 $2.50 $3.00 $2.45 $2.55 $2.25 $3.00 -- --

CBOT March Futures $2.55 $2.60 $2.60 $2.60 $2.30 $2.95 $2.10 $3.00

Basis Nov. Delivery -.20 -.20 -.20 -.20 -.25 -.25 -- --

Nov. Cash Bid $2.30 $2.30 $2.25 $2.35 $2.00 $2.75 -- --

Basis Jan. Delivery -- -- -- -- -.25 -.25 -.20 -.20

Jan. Cash Bid $2.05 $2.70 $1.90 $2.80

$2.50 Dec. Call $ .15 $ .12 $ .52 $ .07 $ .10 $ .00 $ .50 -- --

$2.50 Dec. Put $ .15 $ .12 -- $ .12 $ .05 $ .25 $ .00 -- --

$3.00 Dec. Call $ .05 $ .025 $ .22 $ .005 $ .005 $ .00 $ .06 -- --

The information and examples contained in this section are for educational and informa-
tional purposes only.  The information has been obtained from qualified sources and is believed
to be correct.

Futures and options trading is governed by federal law, the rules and regulations of regu-
lated commodity exchanges and the CFTC, and judicial interpretations.  Whether a particular
marketing strategy should be used depends upon many factors involving risk evaluation for both
buyer and seller, as well as other legal and business considerations.

________________________________________________________________________________________________________________________

_______________________________________________________________________________________________________________________

________________________________________________________________________________________________________________________

______________________________________________________________________________________________________________________

________________________________________________________________________________________________________________________

________________________________________________________________________________________________________________________

______________________________________________________________________________________________________________________

______________________________________________________________________________________________________________________

________________________________________________________________________________________________________________________

______________________________________________________________________________________________________________________

______________________________________________________________________________________________________________________
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I. Traditional Cash Contracts

These contracts generally provide no flexibility on shipment period and require only one
“futures” pricing decision for the seller.

Contract types include:

A. Fixed Price Contract...also known as “Flat Price.”
B. Basis Contract...also known as “Fix Price Later” or “FPL.”
C. Deferred Price Contract... also known as “No Price Established” or “NPE.”

A. Fixed Price: This type of contract transfers all price risk and opportunity from the seller to
the buyer on the date of the trade.

Example:  On July 1, a farmer sells for November delivery and establishes a flat price of $2.30.

Calculation Jul 1 Nov 1 Nov 1
Scenario A Scenario B

CBOT Dec Futures $2.50 $2.25 $3.00
Basis level -.20 -.25 -.25
Cash Price $2.30 $2.00 $2.75

The farmer sold at $.30 better than if waiting until harvest to sell in scenario A, but $.45 worse
than in scenario B.

Risk to the seller: None; all price risk ended on the date of the sale.

Risk to the buyer: At the time of the purchase, the buyer accepted two price risks; the CBOT
futures level and the basis.

B. Basis Contract: This type of contract transfers the basis risk and opportunity from the seller
to the buyer on the date of the contract.

Example:  On July 1, a farmer sells a specified quantity for November delivery at -.20 Dec.
The farmer (seller) retains the “futures” risk until the final flat price is established on or before
November 1.

Calculation: Jul 1 Nov 1 Nov 1
Scenario A Scenario B

CBOT Dec Futures NA $2.25 $3.00
Basis level (fixed) -.20 -.20 -.20
Cash Price NA $2.05 $2.80

The farmer’s decision to “lock-in” the basis for November delivery in July improved the price
by $.05 (-.20 Dec compared to -.25 Dec if farmer waited until November to price).



11

...................................................................................................

Risk to the seller: The farmer has eliminated the “basis” part of the price risk, but retained
the CBOT futures risk.

Risk to the buyer: The buyer (elevator/consumer/merchant) accepted the “basis risk” at the
time of the contract.

C. Deferred Price: This contract provides the seller the opportunity to deliver and transfer
ownership of cash bushels, but without setting a sales price. The buyer generally charges an up
front or a monthly fee.  The farmer retains the basis and futures price risk and opportunity in this
contract until the contract is priced.

Example:  On November 1, a farmer delivers a truckload of corn to the local elevator and
enters into a deferred price contract. On January 1, the farmer prices the contract at the current
elevator bid, less the DP (Delayed Price) charge. A $.10 per bushel DP charge is assumed for
November 1 through January 1.

Calculation: Nov 1 Jan 1 Jan 1
Scenario A Scenario B

CBOT Mch Futures NA $2.10 $3.00
Basis level NA -.20 -.20
DP Charge NA -.10 -.10
Cash Price $2.30 $1.80 $2.70

The November cash price is important only for comparison. Delaying the pricing decision cost
the seller $.50 in scenario A, but improved the price by $.40 in scenario B.

Risk to the seller: The seller retained the risk of futures and basis until the pricing date.

Risk to the buyer: If the buyer maintains ownership, there is no risk. However, if the buyer
(elevator) chooses to sell these “unpriced” bushels to a third party, then the elevator takes on at
least a basis risk and potentially a futures and a spread risk.

Example: Risk and hedging requirements for an elevator that sells DP bushels before farmer
prices cash contract.

Calculation:
Cash Futures Hedge Elevator

Nov 1 Jan 1 Nov 1 Jan 1 Gain/Loss
Scenario A Scenario B Scenario A Scenario B

CBOT Dec Futures $2.25 -- --    --          --
CBOT Mch Futures $2.30 $3.00 $2.30 Bot ($3.00) Sold $.70 Futures
Basis level -.25 Dec/-.30 Mch -.20 Mch --  -- ($.10) Basis
DP Charge -- -.10 -- -- $.10 DP Charge
Cash Price ($2.00) Sold $2.70 Bot -- -- ($.70) Cash

 Net Elevator Gain (Loss) = $ .00

By selling the bushels before the farmer price was established, the elevator took a basis and a futures
risk.  In this example, the elevator broke even on the transaction.  The basis loss of $.10 was offset by
the DP charge of $.10.  The loss on the cash sale was offset by the gain in the futures.

Contract Classification

B. Basis Contract Cont�d:
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II. �Futures Based� Hybrid Cash Contracts

These contracts have evolved from the hedge-to-arrive (HTA) contract also known as a
“futures first” or “futures only” contract.  In their simplest forms, these contracts are the opposite
of a basis contract, permitting the user to price the futures level before the basis. To the buyer, the
futures hedging requirements in the basic HTA are the same as with a forward cash purchase.
Sometimes elevators and merchants add features to the basic HTA to increase flexibility for
customers (farmers/country elevators) using this pricing mechanism.  The flexibility generally
provides the opportunity to adjust (roll) a previous pricing decision or to price futures in a period
different than the intended cash shipment period.  The manner in which flexibility is offered varies
by contract.  These added features require special attention because of their potential to create
increased costs, risks and confusion.

Contract types include:

A. Basic Hedge-to-Arrive (HTA) Contract
B. HTA Contract (with rolling of futures month permitted)
C. HTA Contract  (allowing user to hedge in futures month other than intended

shipment period)
D. HTA Contract  (allowing customer to price/unprice)
E. HTA Contract (with walkaway provision)

A. Basic Hedge-to-Arrive Contract: This type of HTA contract transfers the “futures” risk and
opportunity from the seller (farmer) to the buyer (elevator/consumer/merchant) on the contract
date.

Example:  On July 1, a farmer agrees to sell a specified quantity for November delivery on a
HTA (futures only) contract. The HTA (futures) price is set at $2.50 Dec. The farmer maintains the
basis risk until a later date, usually no later than the date of shipment.

Calculation: Jul 1 Nov 1 Nov Nov 1
Scenario A Scenario B

CBOT Dec Futures $2.50 $2.50 $2.25 $3.00
Basis level NA -.25 -.25 -.25
Cash Price NA $2.25 $2.00 $2.75

The farmer’s decision to “lock in” the futures portion of the cash price on July 1 improved the
price by $.25 versus scenario A, but $.50 worse than scenario B.

Risk to the seller: The seller’s futures risk ended on the date and at the price of the HTA, but
the seller retained the basis risk.

Risk to the buyer: The buyer accepted the “futures” risk  at $2.50 on the date of the HTA. To
eliminate this risk, the buyer will hedge this in the same manner as with a forward cash purchase --
by selling futures or a similar amount of cash corn vs. $2.50 futures.
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B. HTA Contract: This type of HTA contract permits rolling of the futures month and/or the
shipment period.

Example:  On July 1, a farmer sells corn for delivery in November on a HTA based on Decem-
ber futures at $2.50, as in the previous example.  However, in this case the buyer permits the seller
to shift (roll) the futures month. On September 1, the seller requests to change the HTA to March
futures at the prevailing spread of $.15 carry.  Then, on October 1, the seller requests to roll the
HTA back to December futures at the prevailing spread of $.05 carry. On November 1, the farmer
establishes the final price by setting the basis.

Calculation: Seller Buyer�s Hedge
HTA CBOT Dec CBOT Mch

Jul 1 HTA (Dec Futures) $2.50 ($2.50) Sold
Sep 1 Roll HTA to Mch +.15 $2.45 Bot ($2.60) Sold
Sep 1 HTA (Mch Futures) $2.65
Oct 1  Roll HTA to Dec -.05 (2.55) Sold $2.60 Bot
Oct 1  HTA (Dec Futures) $2.60 Cash Bot ($2.60) Futures Sold

The net result of this activity is a $.10 improvement in the seller’s HTA futures value less any
fees.  On November 1, the seller completes pricing of the cash contract by setting the basis at       -
.25.  An important point is that the $.10 improvement in the HTA was the result of the seller
taking a new risk -- a spread risk.

Comparison: Jul 1 Nov 1 Nov 1 Nov 1
HTA Adjusted Scenario Scenario

HTA A B

Futures $2.50 $2.60 $2.25 $3.00
Basis level NA -.25 -.25 -.25
Cash Price NA $2.35 $2.00 $2.75

C. HTA Contract:  This type of HTA contract allows the user to hedge in a futures month other
than the intended cash delivery period.

The primary difference between this type of HTA and examples is the intended use of the
contract. The previous example demonstrated a HTA that is intended to offer flexibility for the
seller to respond to market changes. In this example, the intention from the start is for the seller to
speculate on the direction of spreads. The amount of risk is directly correlated to the time spread
between the intended shipment period and the futures month chosen for the HTA.

October �96 Delivery vs December �96 Futures = No Spread Risk
October �96 Delivery vs March �97 Futures = Minor Spread Risk
October �96 Delivery vs July �96 Futures = High Spread Risk

Contract Classification
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Example 1:  HTA in futures month other than the intended shipment period, but within the
same crop year.

On July 1, a farmer sells a specified quantity for November delivery on a HTA contract using
the CBOT Sep futures. The buyer (elevator/merchant) hedges this cash purchase by selling Sep
futures.  On September 1, the seller (farmer) requests to roll the HTA to Dec futures, and on
November 1 the seller requests to establish the cash basis to complete the pricing of this contract.

Calculation:                                                Seller                                 Buyer�s Hedge
HTA CBOT Sep CBOT Dec

Jul 1 HTA (Sep Futures) $2.60 ($2.60) Sold
Sep 1 Roll HTA to Dec -.20 $2.65 Bot ($2.45) Sold
Sep 1 HTA (Dec Futures) $2.40 Cash Bot $ .05 + ($2.45) = ($2.40) Net  Futures Sold

The buyer’s hedge equals $2.40 ($2.45 Dec less loss of $.05 on Sep) compared with Seller’s
HTA of $2.40.

Comparison: Jul 1 Nov 1 Nov 1 Nov 1
Dec Adjusted Scenario Scenario
HTA HTA A B

Futures $2.50 $2.40 $2.25 $3.00
Nov 1 Basis level NA -.25 -.25 -.25
Cash Price NA $2.15 $2.00 $2.75

The seller could have established a basic HTA on July 1 with Dec futures at $2.50, but the loss
of $.10 on the Sep/Dec spread resulted in a final HTA of $2.40. This is an example of a relatively
minor futures spread risk associated with establishing a HTA in a futures month different than the
futures month that corresponds to the intended shipment period.

The next example expands the risk.

Example 2:  HTA in futures month that is not only different than the intended shipment period,
but in another crop year.

On April 1, a farmer sells a specified quantity of cash bushels for delivery in November on a
HTA using old crop Jul futures. The buyer (elevator/merchant) hedges this purchase by selling an
equal amount of Jul futures. On or before July 1, the seller (farmer) will be required to roll the
HTA out of Jul futures forward to either Sep or Dec futures. If the farmer chooses to roll the HTA
from Jul to Sep futures at that time, the farmer will be required to roll again from Sep futures to
Dec futures on or before September 1. The final price will be established when the basis is priced
-- in this case the basis on November 1.

Calculation: Seller Buyer�s Hedge
HTA CBOT CBOT CBOT

July Sep Dec

Apr 1 HTA (July 96 Futures) $2.80 ($2.80) Sold - - --
Jul 1 Roll HTA to Dec -.40 $2.90 Bot - - ($2.50) Sold
Jul 1 HTA (Dec 96 Futures) $2.40 Cash Bot $ .10  + ($2.50) = ($2.40) Net Futures
Sold

C. HTA Contract Cont�d:
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Alternatively, on July 1 the farmer could have selected to roll the HTA only to Sep and then roll
from Sep to Dec on or before September 1. This calculation is as follows:

Calculation: Seller Buyer�s Hedge
HTA CBOT CBOT CBOT

July Sep Dec
Apr 1 HTA (July 96 Futures) $2.80 ($2.80) Sold - - --
Jul 1 Roll HTA to Sept -.30 $2.90 Bot ($2.60) Sold --
Jul 1 HTA (Sept Futures) $2.50
Sep 1 Roll HTA to Dec -.20 - - $2.65 Bot ($2.45) Sold
Sep 1 HTA (Sept Futures) $2.30 Cash Bot $ .10 + $  .05 + ($2.45)  = ($2.30) Net Futures Sold

The seller could have established a basic HTA on April 1 and locked in the futures portion of
the cash contract with Dec futures at $2.50.  But the loss incurred in the Jul/Dec spread (or the Jul/
Sep and Sep/Dec spreads) reduced the HTA to either $2.40 or $2.30 depending on which rolling
strategy the seller chose.  Of course, the opposite could have occurred if the prevailing CBOT
spreads would have weakened. The key point is that this type of HTA contract provides substantial
risks as well as opportunity from futures spread fluctuations.

Example 3:  HTA in a futures month of one crop year to establish the futures price for multiple
crop years.

The basic features of this type of contract resemble Example 2.  But instead of crossing one
crop year the HTA crosses multiple crop years. In such cases, the seller will be required to roll
the initial HTA futures value until the expected shipment period in the appropriate crop year.
Using this market strategy requires a thorough understanding by both the buyer and the
seller of how futures spreads function.

Risk to the seller: The seller is accepting a “futures spread risk” each time the futures
month of the HTA does not correspond to the intended shipment period. The longer the time
between the HTA futures month and the intended delivery period, the greater the risk. Counterparty
risk increases with these types of contracts.  Failure of the buyer to properly hedge the HTA
contract could lead to deterioration in the financial condition of the buyer.

Risk to the buyer: If hedged properly, there is no additional price risk to the buyer. The
biggest risk is the potential margin calls on hedge positions maintained over a longer time.
Counterparty risk increases with these types of contracts for both buyer and seller, particularly
with multi-year contracts. Improper use of the “rolling” features of a HTA contract can reduce the
final contract price below the cost of production and in the process increase contract defaults.

C. HTA Contract Cont�d:

Contract Classification
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D. HTA Contract: This type of HTA contract allows the customer to price/unprice (final cash
price is adjusted for gain/losses on the unpricing/repricing).

Example: On April 1, a farmer sells a specified quantity for September shipment on a HTA
contract with Sep futures at $2.70.  On July 1, the farmer requests to “unprice” the HTA estab-
lished on July 1 at the prevailing market of $2.60.  On September 1, the seller requests to “re-
price” at the current market of $2.65 and completes the cash pricing by locking in the current basis
of 20 under the Sep.

Calculation: Seller Buyer�s Hedge
HTA CBOT

Sep

Apr 1 HTA (Sept Futures) $2.70 ($2.70) Sold
Jul 1 HTA (unprice) ($2.60) $2.60 Bot
Gain on HTA $ .10 ($ .10) Gain
Sep 1 �reprice� HTA $2.65 ($2.65) Sold
Sep 1 HTA (Sep Futures) $2.75 Cash Bot ($2.75) Net Futures Sold
Sep 1 fix basis -.20
Final Cash Price  $2.55

This strategy allowed the seller to improve the cash sales price by improving the futures
portion of the pricing equation. The HTA is $.05 better than if the farmer maintained the original
HTA and $.10 per bushel better than if the farmer waited until September 1 to establish the futures
level.

Risk to the seller: The risks relate to the “futures portion” of the cash price. Each time the
seller unprices a sale, he assumes the futures price risk again.

Risk to the buyer: There is no additional price risk as long as the transaction is hedged.
However, there are other risks. The primary risk relates to the legality of the transaction. Permit-
ting the seller to repeatedly price/unprice a HTA may undermine the integrity of the “forward cash
contract” status of the HTA, potentially rendering the pricing activity as “off-exchange” futures and
violating Commodity Futures Trading Commission (CFTC) regulations.

E. HTA Contracts with walkaway provisions:  The term “walkaway” refers to the practice of
permitting a customer to cancel a cash contract or reduce the delivered volume and settle the
market difference with some sort of cash payment.

Some of the contracts reviewed in this study either expressly stated or implied that “walk-
away” was permitted.  This feature raises serious regulatory concern.  Is the contract a legitimate
forward cash contract or a futures contract masked in the form of a cash contract?  A regulatory
review is strongly recommended prior to offering contracts with this feature.
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III. �Options-Based� Hybrid Cash Contracts

The use of “options” has expanded the horizon for cash contracts for farmers and consumers.
A range of products has been designed to protect the farmer from an adverse drop in price

levels while providing the opportunity to benefit from a portion of an upward movement in prices.
Similarly, products have been developed to protect the consumer from an increase in price levels,
while leaving the potential to benefit from a drop in prices. These products in their basic form
represent a cost in the form of a “put” or “call” that reduce risk.  Risk is added to the equation
when users leverage their position by writing options to eliminate the costs or to generate “trad-
ing” revenue, or when CBOT options months do not correspond to the cash risk. As in the HTA
contracts, there are numerous variations.

Contract types include:

A. Minimum Price (price floor) Contract for Sellers (farmers)
B. Maximum Price (price cap) Contract for Buyers (consumers)
C. Minimum/Maximum (price collar or window) Contracts for Farmers or Consumers
D. Ratio Minimum/Maximum Contracts
E. Maximum Price Contract for Sellers

A. Minimum Price Contract for Sellers:  This contract is intended to provide the seller
(farmer) protection against a drop in prices, but leaves the final pricing until a later date. The
farmer establishes a minimum cash price or a minimum “HTA” (futures only)  price by paying the
cost of an option plus a service fee. The buyer generally adjusts the cash basis level or the HTA
(futures level) to reflect the cost of the option and fees.

Example: On April 1, a farmer enters into a minimum price contract for a specified quantity of
corn for November delivery. The minimum price is established at $2.15 per bushel after deducting
the cash basis and applicable fees. The final price will be set at a later date as requested by the farmer,
but not later than the first day of the shipment period or expiration of the applicable option contract,
whichever occurs first -- in this case, November 1.  The final price will be the minimum price of this
contract plus the value of a CBOT $2.60 call on the date of pricing.

Calculation: April 1 April 1
Minimum Minimum

Price �HTA�

Apr 1 CBOT Dec $2.50 $2.50
Cash Basis -.20 NA
Apr 1 Cash Bid $2.30 NA
Apr CBOT $2.60 Option -.15 -.15
Minimum Price or HTA $2.15 $2.35

The only difference between a “Minimum Price” and a “Minimum HTA” is the cash basis. The
“minimum price” locks in the minimum cash price that the seller will receive. The “minimum
HTA” only locks in the minimum futures level.

Contract Classification
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Hedging of Minimum Price Contracts:

Buyers currently use two strategies to hedge the futures risk of these contracts. One strategy
utilizes  CBOT “puts;” the other utilizes selling CBOT futures and buying calls. Both strategies
provide an equal hedge for the buyer and provide the same results for the seller (farmer).

Calculation:

Minimum Hedge Hedge
Price Using Puts Using Futures & Calls

CBOT Dec $2.50 Dec Dec Dec Dec
Option cost -.15 Futures $2.50 Puts Futures $2.50  Calls

N/A BUY SELL BUY
Min HTA $2.35 @ .15 @ $2.50 @ .15
Cash basis - .20
Min-Price $2.15

In both cases, the cash buyer has hedged the guaranteed futures price (HTA) of $2.35.

Final Price Determination:

The minimum price, including the basis, was established on the contract date of April 1.  The
final cash price will be determined by adding the remaining value on the pricing date of the CBOT
$2.50 Dec call option specified in the minimum price contract.

Example: On November 1, the farmer (seller) requests final pricing of the minimum price
contract established on April 1.

Calculation: Scenario Scenario
A B

CBOT Dec futures on Nov 1 $2.25 $3.00
Apr 1 Minimum Price $2.15 $2.15
Nov 1 Value of $2.50 Dec call $  .00 $ .50
Final Cash Price $2.15 $2.65

Hedge Analysis:

              Scenario A                                             Scenario B
Market drops $ .25 Market rallies $ .50

                                    Put Strategy                     Call Strategy Put Strategy Call Strategy
Apr 1:
Dec Futures � ($2.50) Sold � ($2.50) Sold
$2.50 Puts +$ .15 Bot � + $ .15 Bot �
$2.50 Calls � +$ .15 Bot � +$ .15 Bot
Nov 1:
Dec Futures ($2.25) Sold � ($3.00) Sold �
$2.50 Puts ($ .25) Sold � ($ .00) �
$2.50 Calls � ($ .00) � ($ .50) Sold
Net Futures $2.35 $ 2.35 $2.85 $2.85
Basis -.20 -.20 -.20 -.20
Net Cash Price $2.15 $ 2.15 $2.65 $2.65

A. Minimum Price Contract for Sellers Cont�d:
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The example demonstrates that both strategies provide the same result and effectively hedge
the buyer’s risk in a minimum price contract. For the seller, the use of a minimum price contract
improved the sales price by $.35 in Scenario B, but reduced the sale price by $.15 compared to the
cash bid of $2.30 available on April 1 when the minimum price contract was established.

Risk to the seller: Although a minimum price contract does not improve the final cash price in
every case, the strategy reduces risk by eliminating the downside exposure.

Risk to the buyer: If properly hedged, this contract does not increase the risk to the buyer.  It is
important that the buyer clearly explain the contract to the seller to avoid confusion concerning the
final pricing mechanism.

B. Maximum Price Contract for Buyers:  The most common maximum price contract is offered
by a seller (merchant/elevator) to a buyer (consumer) to protect the consumer against an upward
movement in price, while leaving the final pricing until a later date. The mechanics of this contract
and the risk are exactly the same as the minimum price contract for farmers demonstrated in the
previous example. However, the hedging requirements are the opposite.

Maximum Price (Price Cap) for Consumers vs. Minimum Price (Price Floor) for Farmers
Maximum Price:

Maximum Hedge Hedge
Price Using Calls Using Futures & Puts

CBOT Dec $2.50 Dec Dec Dec Dec
Option cost +.15 Futures $2.50 Calls Futures $2.50 Put

N/A BUY BUY BUY
Max HTA $2.65 @ .15 @ $2.50 @ .15
Cash basis - .20
Max-Price $2.45

Minimum Price:

Minimum Hedge Hedge
Price Using Puts Using Futures & Calls

CBOT Dec $2.50 Dec Dec Dec Dec
Option cost -.15 Futures $2.50 Puts Futures $2.50 Calls

N/A BUY SELL BUY
Min HTA $2.35 @ .15 @ $2.50 @ .15
Cash basis - .20
Min-Price $2.15

A. Minimum Price Contract for Sellers Cont�d:

Contract Classification
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C. Minimum/Maximum Contracts:  These types of contracts are a variation of the basic minimum
price contract. They offer the same protection against an adverse movement in price, but reduce the
cost of that protection by limiting the user’s benefit from a positive move in prices. A minimum
price contract offers total protection  against a drop in prices, while offering unlimited potential for the
seller (farmer) to benefit from an upward movement. The “minimum/maximum” contract limits this
benefit of upward price movement, in effect creating a price ceiling. This contract type can be used to
manage risk for both sellers and buyers; only the hedging strategies differ.

The industry offers numerous variations of this type of contract.  “Mini-Max,” “Price Plus,” and
a “window contract” are just few of the descriptions. The primary features are the inclusion of both a
minimum and maximum price, and the introduction of a “short option” into the pricing equation.

Example:  Using the previous illustration, on April 1, a farmer enters into a minimum/maximum
contract rather than a minimum price contract. The seller (farmer) agrees to limit the upside to
CBOT Dec futures of $3.00.

Calculation: April 1 April 1
Minimum Price Mini-Max Contract

Contract Minimum Maximum

CBOT Dec $2.50 $2.50 $3.00
Cash Basis -.20 -.20 - .20
Apr 1 Cash Bid $2.30 N.A N.A
CBOT $2.50 Call -.15 -.15 -.15
CBOT $3.00 Call N.A +.05 +.05
Minimum Price $2.15 $2.20 $2.70

The sale of a $3.00 Dec call option as part of the Mini-Max contract improves the seller’s
(farmer) minimum price by $.05, but establishes a maximum price of $2.70. The seller is investing
$.10 for the potential to earn $.40 more than the current cash bid for November delivery of $2.30.

This contract can be hedged by adding the sale of a $3.00 Dec call option to the  minimum price hedge.

Hedge: Dec .Dec .Dec
Futures $2.50 Call $3.00 Call
SELL .BUY .SELL
@ $2.50 @ $ .15 @ $ .05

Hedge Result: Futures $2.50 Call $3.00 Call
Sold Bought Sold Bought Sold

Scenario B Apr 1 $2.50 $ .15 � � ($ .05)
Nov 1 � � ($ .50) $.06 �

Net Futures $2.50 +$ .35 ($ .01)  = $2.84
Cash Basis - .20
Cash Price $2.64 vs Max of $2.70

Hedge Result: Futures $2.50 Call $3.00 Call
Sold Bought Sold Bought Sold

Scenario A Apr 1 $2.50 $ .15 � � ($ .05)
Nov 1 � � ($.00) $.00 �

Net Futures $2.50 ($ .15) +$.05 = $2.40
Cash Basis  - .20
Cash Price $2.20 vs Min of $2.20
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Minimum/maximum contracts require extra effort in the areas of contract administration,
working capital to finance margins and hedging activities.  However, by eliminating the impact of
adverse price movements, they represent a risk-reducing strategy.  The economic value of utilizing
a mini-max contract is tied to the net cost of the option.

The “options-based” contracts previously described are characterized by “long-options”
positions. They are designed to reduce risk and generally are used as such by the trade. There is
another group of contracts that incorporates additional “short-option” strategies and permit lever-
aging of  multiple years’ crop production. These contracts are designed to enhance price rather
than reduce risk and they can limit the seller’s (farmer) marketing alternatives. The maximum price
contract (for sellers) and a “ratio mini-max” contract are two examples.

D. Ratio Minimum/Maximum Contract:  This contract is the same as the minimum/maximum
contract illustrated earlier (C.), but has incorporated an additional “short-option” risk. This
contract is intended to provide the same price protection of the “minimum price contract” and the
“minimum/maximum contract,” but at a lower cost. The user (farmer or consumer) accepts added
risk for this lower cost by agreeing to buy (consumer) or sell (farmer) additional cash bushels at
an equivalent price.

Example:  On April 1, a farmer is presented with three different alternatives to protect against
a drop in price levels.

Calculation: April 1 April 1 April 1
1 by 2 Ratio

Minimum Price Mini-Max Contract Mini-Max Contract
Contract Min. Max. Min. Max

CBOT Dec $2.50 $2.50 $3.00 $2.50 $3.00
Cash Basis -.20 -.20 - .20 -.20 - .20
Apr 1 Cash Bid $2.30 NA NA NA NA
CBOT $2.50 Call -.15 -.15 -.15 -.15 -.15
CBOT $3.00 NA +.05 +.05 +.10 +.10
Minimum Price $2.15 $2.20 $2.70 $2.25 $2.75

The farmer’s cost of protecting against a drop in futures (CBOT $2.50 call) is reduced by adding
the maximum price feature (selling a call).  The cost is further reduced by committing additional
bushels (selling a second call) at a higher price through ratioing.

Risk comparison:

Minimum price:  Establishes a long-option position.

Minimum/Maximum:  Uses a long and short option to create a net-even option position.

Ratio Mini-Max:  Uses long and short options to create a net-short option position.

Using the previous example as a foundation, a farmer that entered into each of these contracts
on April 1 would be faced with the following pricing alternatives on August 1 and Dec futures at
the $3.00 maximum price:

C. Minimum/Maximum Contracts Cont�d:

Contract Classification
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Calculation:
Minimum Mini-Max 1 by 2 Ratio

Price Mini-Max

April 1:
Sold Dec Futures ($2.50) ($2.50) ($2.50)
Bought $2.50 Dec Call $ .15 $ .15 $ .15
Sold $3.00 Dec Call NA ($ .05) ($ .05)
Sold 2nd $3.00 Dec Call NA NA ($ .05)

August 1:
Sell $2.50 Dec Call ($ .52) ($ .52) ($ .52)
Buy $3.00 Dec Call NA $ .22 $ .22
Buy 2nd $ 3.00 Dec Call NA NA $ .22
Net Futures Price $2.87 $2.70 $2.53
Cash Basis -.20 - .20 - .20
Final Cash Price $ 2.67 $2.50 $2.33

The area of price risk in these contracts is the net “short-option” feature highlighted above. The
use of short options adds a volatility risk to the pricing equation. The key issues for these types of
contracts are the increased potential for confusion, accounting challenges, IRS and CFTC regula-
tions, and margin requirements.

The calculation for the “Ratio Mini-Max” shown above assumes that the buyer permits the
seller to apply the $.17 loss on the additional short option  (sold at $.05 and covered at $.22)
against the original cash sale. In that situation, the seller accepts a lower price ($2.33 vs $2.50)
rather than provide additional bushels. Because no additional bushels were required to be deliv-
ered, this added short call ingredient could be considered an illegal trade option because delivery
is dependent on a price trigger. A legal review of this procedure is recommended.  Alternative
methods of handling this situation could include the following:

Alternative 1: Establish a new cash contract for the second Dec $3.00 “short call.”  In this case,
the first call short would result in one cash contract at $2.50 (see the base mini-max calculation)
and a single Dec $3.00 call short that has $.17 loss when compared to the market.  This $3.00 call
short can be converted to a new cash sale at  $2.63.

Calculation: April 1 Sell Dec $3.00 Call ($ .05)
August 1 Buy  Dec $3.00 Call $  .22
August 1 Sell Dec Futures ($3.00)

Net Futures level $2.83
Cash basis - .20
Final Cash Price $2.63

Alternative 2: The buyer could permit the seller to price the initial contract at a price of $2.49 as
in the previous alternative, but leave the pricing of the second call until a later date. This essen-
tially creates a new “maximum price contract.”

The important point in this illustration is that there is more than one way to handle the final
pricing on an option based cash contract. Accordingly, it is imperative that the buyer and seller
agree on these alternatives when the initial contract is established.

D. Ratio Minimum/Maximum Contract Cont�d:



23

...................................................................................................

E. Maximum Price Contract for Sellers:  The maximum price contract was demonstrated
earlier as a risk-reducing contract for consumers. It also is used in various forms as a revenue-
enhancing tool for sellers (farmers/dealers). The extra feature is a short call that is intended to
improve the ultimate cash sale price.

Example: On April 1, a farmer establishes $3.00 CBOT Dec futures as the targeted sales price
for his expected production.  Rather than wait and hope for the market to reach that objective, the
farmer enters into a November delivery “maximum price contract” for a quantity equal to expected
production. The seller has established the maximum futures level for the cash contract, but
has not transferred the downside price risk.  The final price will be established later in the
growing season, at which time the farmer expects to be credited with $.05 representing the current
value of a $3.00 Dec Call (less a service fee). The cash basis level may or may not be established
at the time of the contract.

Hedge for the buyer: Dec Dec
Futures $3.00 Call

April 1 N/A Sell @ $.05

By August 1, Dec futures have rallied to the $3.00 target because of weather problems. The
farmer requests to establish the final futures price on the cash contract. The buyer (elevator/
merchant) informs the farmer that the futures price can only be fixed at $2.83. A rise in option
“volatility”  has resulted in a loss on the “short-option” contract, partially offsetting the gain in
futures prices. Rather than accept a price $.17 below his objectives, the farmer chooses to wait to
finalize the futures price on the maximum price contract.

Calculation: Dec Dec
Futures $3.00 Call

Apr 1 N/A Sold  ($.05)
Aug 1 ($3.00) Bot $.22
Net Futures $3.00  � Loss  ($.17) = $2.83

On September 1, crop prospects have improved, pushing Dec futures down to $2.45. The
farmer calls the buyer to finalize the futures price on the maximum price contract. The buyer
informs the farmer that the price will be $2.49 1/2.

Calculation: Dec Dec
Futures $3.00 Call

Apr 1 N/A Sold ($.05)
Sep 1 ($2.45) Bot  $.005
Net Futures $2.45 + Gain $.045 = $2.495

Risks for the seller: This type of contract provides an added source of revenue, but introduces
“options volatility risk” to the pricing equation.  This strategy only protects against downside price
risk.

Risks for the buyer: The only added risk in a properly written and properly hedged
maximum price contract is the increased margin requirements.  However, clearly communicating
the contract terms and risks to the seller is critical.

Contract Classification



24

Hybrid Cash Grain Contracts -- Assessing, Managing and Controlling Risk...................................................................................................

IV.   Derivative-Type Contracts

A. Grain Swap Contract:  This contract is a contractual agreement between two parties in
which one party agrees to protect the other for a predetermined  quantity of a commodity at an
agreed price for a future date.  Price transparency is achieved by both parties agreeing to a spe-
cific cash or futures market to serve as the benchmark by which the contract’s gain or loss will be
measured.  There is  no actual exchange of physical commodity, so delivery never occurs.  There
is an exchange of cash flow at a predetermined period or at final settlement.

In 1989,  CFTC issued a swaps policy statement giving certain swaps a “safe harbor” from
regulation.  In 1993 the CFTC issued an exemption from regulation (other than anti-fraud and anti-
manipulation) for those swaps satisfying the following requirements (Note: the following are
summaries of requirements.  For a complete determination, consult legal counsel):

1. Individually tailored terms -- contract terms may not be standardized.

2. Absence of clearing organization or margin system -- individualized credit agreements; not
supported by a mark-to-market margin and variation settlement system.

3. Prohibition against marketing to the public or on any multilateral transaction execution facility,
either physical or electronic.

4. May be entered into only with eligible swap participant defined in part as:

➢ Total assets exceeding $10,000,000
➢ Obligations guaranteed by a letter of credit
➢ Net worth of $1,000,000

Swaps allow for the development of creative, customized risk-management tools exclusive to
the needs of individual market participants.  Counterparty credit risk is significant, since the value
as a risk-management tool is dependent upon both parties fulfilling their offsetting obligation at
time of settlement.   Exchange-traded commodities guarantee performance as a result of the daily
margining system and segregated funds held by the clearing corporation; swaps do not.

Example:  Assume a food manufacturing company has five plants scattered throughout the
country.  Primary commodity purchases are based on the price of cash corn tributary to the Missis-
sippi River and west coast rail.

Transaction:

April 1 ➢  Food company “Z” buys from grain company “Y” 5 million bushels
of US #2 Corn for Sep 1 settlement at a benchmark price of $2.90
based on the delivered bid to St. Louis, Mo., terminal market, com-
prised of three-bid average.

September 1 ➢ St. Louis average cash market is $3.20 -- Grain Company “Y” sends
a check to  Food Company “Z” for $1.5 million.

Calculation:  ($3.20 - $2.90) = $.30 x 5 million bushels = $1.5 million
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Swaps can include conventional forward contracts, minimum or maximum price contracts, a
basket of different cash markets or any combination of risk-management tools into which the buyer
and seller choose to enter.  Because of the significant counterparty financial risk associated with
swaps, many swaps have a monthly cash flow settlement procedure.  Rather than lump sum at
settlement.  Swaps are common among professional farm management, food and commercial grain
industries.

B. Revenue Contracts: These contracts are the latest entrant in the hybrid cash grain contract
field.  Revenue contracts are the result of combining a traditional price contract with a yield
contract to create a quasi-revenue purchase contract.  The term “revenue contracts” is somewhat
misleading because such contracts do not guarantee revenue for a specific farm; rather they can be
used to guarantee a revenue value based on any state yield currently trading on the Chicago Board
of Trade.  At present, yields in Illinois, Iowa, Nebraska, Indiana, Ohio and the United States are
available for trading on an exchange.

The regulatory interpretation of these new revenue contracts remains unclear.  Those
considering offering this type of contact are advised to submit a proposed contract to the
CFTC for input.

Yield contracts trade as bushels per acre.  To calculate the number of yield contracts necessary
to hedge a particular volume, the following formula is used:

Contracts = Acres X Price
Multiplier

The multiplier in the case of corn is $100.  Yield contracts trade both as futures and options on
futures.

Example:

Dec. CBOT Futures $3.00/Bushel
Dec. $3.00 Put $0.20/Bushel
Jan. IL Yield Futures 130 Bushels/Acre
Jan. IL Yield 130 Puts 8.5 Bushels/Acre

1000 Acre Farm IL Revenue Contract Cost of Protection
Dec. Corn Futures Minimum Price $2.80/Bushel $26,000.00
Minimum IL Yield Level 121.5 Bushels/Acre $25,500.00
Guaranteed Minimum IL Revenue: $338.50/Acre

The cost for offering a 1,000-acre farmer revenue protection guaranteeing an Illinois state
average corn yield of 130 bushels/acre and a futures price of $3.00/bushel would be $51,500, or
$51.50/acre.

A. Grain Swap Contract Cont�d:

Contract Classification
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The price component cost is derived as follows:
1,000 acres X 130 Bushels/Acre X $0.20/Bushel = $26,000.00

The yield component cost is derived as follows:
(1,000 Acres X $3.00/$100) X (8.5 Bushels X $100) = $25,500.00

Net revenue protected is derived as follows:
($3.00/Bushel X 130 Bushel/Acre) - $26,000.00 - $25,500.00)/1,000 Acres = $338.50/Acre
Gross Revenue - Price Protection - Yield Protection = Net Minimum Revenue

Risk to the seller:  Yield basis risk is significant because of the variance between the state
yield used in the contract and the producer’s actual yield.

Risk to the buyer:  Minimum revenue contracts must be carefully communicated with regard to
what is being protected.  Price and volatility risks are identical to a traditional minimum price
contract.

Revenue contracts will be attractive to large farm operations, industrial-sized farms, seed corn
companies, farm management organizations and input providers.  Revenue contracts can include all
variants afforded price contracts separately, as can yield contracts.  Combining various contracting
alternatives for both price and yield contracts into one revenue contract requires significant invest-
ment in systems to account for and manage the complexity created by the marriage of price and
yield.

B. Revenue Contracts Cont�d:
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Critical Issues

The contract risk comparison in the previous section demonstrated the price and non-
price risks and issues associated with a range of contracts, including hybrid cash con-
tracts.  Effective risk management requires policies, practices, procedures and support

systems that address each of the risks in the matrix.

This section of the white paper discusses the key considerations and provides a basic frame-
work to address each area of concern.

Market Risk
➢ Understanding, quantifying and managing price risk.

Counterparty Credit Risk
➢ Why it exists and how to avoid losses.

Internal Systems and Controls
➢ Systems needed to manage new contracts.

Lending Issues
➢ How to manage the impact of hybrid cash contracts on credit lines.

Customer Relations
➢ Understanding the impact of hybrid cash contracts on customers.

Legal and Regulatory Issues
➢ Critical legal issues and status of federal and state regulations.

Tax and Accounting Considerations
➢ Unique issues relating to hybrid cash contracts.
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Market Risk

Market (or price) risk results from changes in the market value of an instrument (cash, cash
hybrid, futures, options, swaps, etc.) and the resultant financial impact to earnings.  The types of
market risks -- basis risk, futures risk, spread risk, options risk and yield risk -- are shown in the
Contract Risk Comparison Matrix and are demonstrated in the various contract examples.

The futures (flat price) and basis components of risk and, to a lesser extent, futures spreads
have been a longstanding part of marketing risk profiles.  As such, they generally are well under-
stood.  However, the growth in hybrid cash contracts, such as minimum price, maximum price and
HTA, have increased the number of individuals or firms directly exposed to futures, futures
spreads and/or options risks.  Yield risk, from a risk-management perspective, has yet to find a
place in marketing strategies.

Two issues complicate the risk management required due to increased exposure to futures
spreads and options risks from these more flexible contracts.  First, the risks are often a residual
or added feature of the cash contract.  Options often are embedded within the cash contract and
may not be as easily identifiable as a basic cash contract.  Second is the fact that options contracts
do not move on a one-for-one basis with futures markets because of changes in volatility and the
impact of time on the value of options.  These factors require buyers and sellers to consider
various risk indicators when evaluating their risk positions (see Appendix C for a definition and
discussion of these indicators).

The key Market Risk areas include:

➢ Risk Measurement

➢ Risk Management

➢ Controlling Risk

Market Risk Measurement

A variety of methods are used to measure market risk, with varying levels of sophistication.
The degree of sophistication in a market risk measurement system should be directly related to:

➢ the scope of the risks;

➢ the number and type of contracts offered;

➢ the magnitude of the risk; and

➢ the organization’s ability to understand the nature, limitations and meaning of the system’s
results.

Less sophisticated systems are appropriate only when a participant uses very conservative
cash contracts.  More sophisticated measurement methods that rely on mathematical models to
project price behavior are necessary for organizations that utilize contracts with more complex
risk structures.

Market Risk
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Market Risk-Management

The foundation for an effective risk-measurement and risk-management system is a “position
report” that accurately reports the various price risks -- basis risk, futures risk, options risk, etc.
A pro forma position report is presented at the end of this section.  There are countless position
report forms that show similar information with more or less detail.  The forms presented in this
document should not be viewed as absolute, but as a sample to use to develop a position report
that effectively communicates the risks in a specific organization.

The pro forma position report is supported by pro forma reports for “Cash Positions,”
“Hedge-to-Arrive Contracts” and “Options Positions.”  These sample reports also are shown for
illustrative purposes; they are merely one way of presenting the information.  What is important is
that each organization should have a reporting system that accurately portrays its risk positions.
With that foundation, it is possible to address how to effectively manage the risks.

The various position reports establish the foundation for effective risk management.  However,
to be effective, the reports must reflect all obligations of cash contracts.  The options portion of
minimum, maximum, or mini-max contracts and the rolling features in some hedge-to-arrive con-
tracts need special attention.

Example:  A maximum price contract establishes a “call short” for the buyer at the specified
maximum price.  Does the position report reflect this call short even though the market is $.75
below the strike price?

More sophisticated risk-measurement tools and risk management include “Earnings-at-Risk”
(EAR) and “Value-at- Risk” (VAR) models that quantify the potential impact of risk positions
based on statistical assumptions.  These methodologies can be used by firms that wish to maintain
a limited risk profile or work within risk tolerance levels set forth by senior management and the
board of directors.

Controlling Risk

As with all risks, effective controls of market risk are important for any organization.  The
controls become even more important when the firm is utilizing hybrid cash contracts.  The degree
of structure and formality associated with this process should be commensurate with the level of
risk in merchandising strategies, the level of risk approved by senior management and, possibly,
the demands of other interested parties, such as a lending institution.  Factors that contribute to the
effective supervision of market risk include:

➢ Appropriate board oversight and management supervision;

➢ Comprehensive policies, practices and procedures;

➢ Formal approval process for new contracts and variations on existing contracts;

➢ Process for establishing market risk limits;
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➢ Reliable and independent market valuation systems;

➢ Systems to assess the impact of adverse market moves;

➢ Accurate risk measurement processes;

➢ Timely risk reporting and risk monitoring processes;

➢ Internal or external review of risk management processes.

Limited users of hybrid cash contracts with relatively simple risk profiles or small risk posi-
tions are not expected to have sophisticated computer systems and managerial infrastructure
support to manage and control market risk.  However, an effective risk-position report and suffi-
cient understanding of the factors affecting market risks is required by even the smallest organiza-
tion.  When the managerial, administrative and systems infrastructure cannot adequately support the
use of more complicated hybrid cash contracts or merchandising strategies, it would appear
appropriate for the individual or firm to refrain from using such instruments.

In addition to the financial impact of market (price) risk, adverse or unexpected market move-
ments and usage of hybrid cash contracts can increase non-price risk.  Non-price risks include
legal risk, counterparty credit risk and banking operations.  These topics are addressed more
completely in later sections of this white paper.
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Counterparty Credit Risk

Counterparty credit risk (or simply credit risk) is the risk of loss due to a counterparty’s
unwillingness or inability to satisfy contractual requirements or to compensate the other
party for the negative financial impact of contract default.  Price volatility, length of time

between the contract date and the shipment date, and contract complexity are factors that impact the
potential for credit risk.  The existence of hybrid cash contracts and their use in more complicated
marketing strategies require more attention and better systems to manage this risk.

Aside from fraud, there are two primary reasons for contract defaults:

1. The customer is unable to satisfy contractual requirements and unable to meet the finan-
cial obligation.

➢ This can happen if the customer overcommits the volume produced/handled; if the financial
results are so poor as to render the customer insolvent, or the contracting party exits the
business; or if a farmer loses the ability to farm or the elevator loses its ability to purchase
grain.

2. The customer claims that the contract was misrepresented or that the terms and potential
financial impact were not fully understood.

➢ This can happen if the results are unexpected and the risks were not fully explained at the
time of the transaction.

A multi-year cash contract, in which a producer uses futures in one crop year to “price”
anticipated production in a later crop year demonstrates many of the key issues.  The producer is
committed to the elevator for a longer period of time; but in the process the elevator becomes an
unsecured creditor of the farm operation for multiple years.  Will be producer be farming in two to
three years and be willing to fill the contract?  Will the elevator still be in business?  Do both
parties understand the rolling provisions of the contract?  How large might a price swing be from
the contract date to the shipment date?  Multi-year contracts present the risk that either the pro-
ducer or the elevator might default during the life of the contract.

How can this risk be managed?

The grain industry typically relies on relationships as the primary protection against default.
This is particularly true for purchase contracts.  Local reputation for fairness and consistency in
business dealings is an important factor in managing this risk.  “Know Thy Customer” reflects the
age-old adage of relationship as a business asset.  However, even strong relationships are tested
when market volatility increases and financial losses are incurred.  While knowing the customer
may be the most important factor in limiting credit risk, the growth in hybrid cash contracts re-
quires firms to establish systems to control credit risk for business activities that did not seem to
need special attention in the past.
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Credit Risk Control

The most effective method of minimizing credit risk relating to hybrid cash contracts is to
establish appropriate internal guidelines and practices to assess and manage the risk.  The credit
policy should be a formal, written policy with board of directors and/or senior management
oversight.  An effective credit risk policy should be established prior to contracting.  Such a policy
should include:

1. Established credit limits for sales and purchase customers.

➢ This is especially important for customers utilizing hybrid cash contracts with higher risk
profiles.

2. Regular monitoring of credit exposure by “marking-to-market” open customer contracts.

➢ Including periodic estimates of worst-case scenarios for contracts with roll-over provi-
sions.

3. Contracting policy, including criteria for participating in hybrid cash contacts or usage of more
complex marketing strategies.

➢ It is advisable to identify for individual customers how much volume (bushels or share of
production/handle) or dollar risk is acceptable for a specific strategy, the criteria for
margins and the follow-up process.

4. Customer profile system that identifies the customer’s marketing goals, historical volume and
ability to pay for any market losses (source of repayment or collateral).

➢ This information can be used to support your contracting policy.

5. Effective risk measurement and reporting systems to improve management of credit exposure.

➢ Contract exposure needs to be monitored on a consistent basis throughout the life of the
contract.

6. Formal credit review policy.

7. Risk disclosure process that establishes the overall policy for disclosing contract risks and
specific language for each new contract.

Communication between the individual/unit responsible for cash contracting and the credit
function are essential to insure that all parties are informed of a change in the credit line or credit-
worthiness of a customer.  However, to be effective, the control function should be independent.
The credit manager or other responsible individual(s) should periodically review the creditwor-
thiness of each counterparty.  Independence should be maintained over the initial credit assess-
ment, establishment of credit lines, reporting of exposure, and approval of exceptions.  If this is not

Counterparty Credit Risk
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practical due to the size of the organization, as in the case of a country elevator with limited staff,
then the board of directors should be more actively involved in the credit process.  In addition, an
outside consultant can be used to help develop an appropriate credit function and review it on a
periodic basis.

How can credit risk be avoided?

Establishing effective management controls, as mentioned previously, is an important step.  In
addition, hybrid cash contracts require special attention to contract clarity and require elevator
operators/merchants to understand the risks that the customer is taking.  Before entering into a
hybrid cash contract, it is crucial that both parties understand exactly how the transaction works:
pricing, margins (if any), delivery, and the worst-case risk.  This is true of all contracts.  But it is
even more important with hybrid cash contracts because of the potential for added risk and confu-
sion.

Managing credit risk takes on a new twist with hybrid cash contracts.  It no longer is sufficient
for a firm to have systems in place to manage its own risk.  These contracts demand that the firm
also understand the risks its customers are taking and develop systems to assure the customer is not
over-extended.  If a customer is permitted to utilize strategies that incorporate more risk than is
prudent for the type and size of operation, the counterparty risk increases.
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Internal Systems and Controls

In addition to market risk and counterparty credit risk, companies offering hybrid cash con-
tracts also face administrative risk, defined here as the risk of loss occurring as a result of
inadequate systems and controls, human error or management failure.

Grain operations are exposed to administrative risk in all contracting activities.  But hybrid
cash contracts pose especially challenging control issues because of their complexity, lack of
consistent structure, and continual evolution.  Adequate systems, sufficient administrative capacity
and knowledgeable staff are critical to effectively safeguard against losses from hybrid cash
contracts.  Companies should not engage in more complicated marketing strategies if their
systems or internal controls are not sufficient to adequately confirm contracts, execute con-
tracts, and provide enough information to monitor contract exposure and manage related risks.  The
degree of sophistication of systems and controls should be commensurate with the complexity of
the contracts and the level of risk.

Fundamentals of effective internal controls are:

➢ Oversight by senior management and/or board of directors;

➢ Written policies, practices and procedures;

➢ Separation of contracting and control responsibilities;

➢ Integration and reconciliation of reports to the books;

➢ Skilled and experienced personnel;

➢ Timely reporting of financial position, exposure and risk; and

➢ Technology commensurate with the level of risk.

Effective grain accounting and administration must have integrity to provide management with
the financial information to run the business and secure required bank financing.  Systems have
been developed to support traditional cash contracts -- flat price, basis, deferred price, etc. -- with
little or no trouble.

The two primary pricing factors, basis and futures levels, are well-defined.  The futures level
easily can be verified in daily newspapers, and the basis, while not as easily defined, generally
can be verified by market information sources or brokers.  The ability to identify the price compo-
nents -- basis and futures -- of traditional cash contracts allows the buyer, the seller, and other
interested parties, such as accountants and bankers, to easily establish contract valuation and
market exposure.

Internal Systems and Controls
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Common controls for traditional cash contracts are:

➢ Daily reconciliation of manual- and computer-generated position reports;

➢ Daily review of new contracts for reasonableness;

➢ Daily reconciliation of broker statements to position reports;

➢ Daily review of contract changes or deleted contracts;

➢ Receipt of written trade confirmation from the counterparty;

➢ Periodic valuation of market positions (frequency depends on the size and risk profile
of the positions).

Hybrid cash contracts and more complicated marketing strategies, as demonstrated in the
contract classification section, have added a new twist.  Systems and controls are lagging due to
the relatively new use of these trading concepts.  These newer contracts require increased empha-
sis on some of the controls used for traditional contracts mentioned previously, plus the develop-
ment of new reports to manage exposure.  The first priority for establishing dependable systems is
to make certain that management, accounting and administrative personnel fully understand
the underlying principles, obligations, specific terms and pricing mechanism of all contracts
being utilized.

The most frequently used hybrid cash contracts are: 1) various forms of hedge-to-arrive
contracts, which are relatively easy to account for; and 2) options-based contracts (e.g., price
floor, price cap, or window contracts), which offer different control challenges.

Basic HTA contracts result in increased forward contracting, which can have a significant
impact on margin requirements for hedge accounts.  HTA contracts also raise the potential for non-
performance because of the deferred nature of most HTAs.  Control issues for HTA contracts are
very similar to traditional cash contracts.  But they require special attention to contract confir-
mations, confirmation of contract amendments, customer market exposure, forecasting
margin requirements for hedge accounts, identifying the cost of futures margins, and position
reporting.

Options-based contracts present these additional critical systems and control issues:

➢ Identifying the option commitment(s) embedded in a cash contract to insure proper position
reporting and hedging.

➢ Periodic valuation of cash contract for financial reporting (requires valuation of embedded
options).

➢ Matching option commitments in cash contracts with hedges in the futures market to estab-
lish options risk.
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➢ Contract amendments for expiring options.

➢ Proper classification of funds received for option transactions from both the customer and
the broker.

One of the biggest concerns with options-based contracts is the possibility that options com-
mitments embedded in the contract are not integrated into position reports.  This could result in
either a lack of hedging or improper hedging of the options risk.  Effectively identifying options
exposure and including the options commitment in a position report, as illustrated in the Market
Risk section of this white paper, would significantly reduce this concern.

Systems and controls for options-based contracts depend upon the type of contract being
considered.  Special attention should be given to pricing mechanics.  Identifying precisely when
an obligation exists and at what point price risk is transferred are important factors in managing
options risk.

Enhancing Controls Over Hybrid Cash Contracts

In addition to utilizing the common controls for traditional cash contracts, the following are
recommended to enhance control over hybrid cash contracts:

1. Include a detailed description of the contract (marketing purpose, mechanics and risk disclo-
sure) with the contract confirmation.  Have the customer sign both the contract confirmation and
the description.

➢ This should help insure that the customer fully understands the contract.

2. Require the trading partner to certify production capacity (farmer), annual volume (elevator), or
usage (consumer) when entering into a hybrid cash contract.

➢ This will help reduce, but not eliminate, the chance that one party will over-commit capac-
ity.

3. Issue a contract amendment for every adjustment to a contract, including pricing of an HTA,
rolling of an HTA or expiration of embedded options in cash contracts.

➢ This should be common practice for traditional contracts.  But it must be emphasized that
proper contract management is even more important with hybrid cash contracts.

4. Develop a system to mark-to-market hybrid cash contracts for each customer on a regular basis,
and provide it to the customer.

➢ This will help the customer identify the impact of market changes on his contracts.  And it
will help the elevator operator identify when customers may be at risk.

Internal Systems and Controls
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5. Establish a policy for a person other than the contracting individual to review all contract
amendments, especially any rolling of HTAs, unpricing of HTAs or contract cancellations.

➢ This will help insure that contracts are executed consistent with the original intent of the
contract.

6. Develop a system to highlight (flag) hybrid cash contracts in the accounting and control system.

➢ This will enhance accounting treatment and provide an added check to assure risks are
identified.  This is particularly important for options-based contracts.

7. Consider establishing control limits for contracting activities which would require either senior
management or board of directors review before expanding programs.

➢ This is an overall control tool.  It can be used to set limits on types of contracts that can be
utilized, volume of a type of contract in total or for individual customers, dollar limits on
futures margins, etc.

8. Maintain a record of individuals authorized to contract on behalf of each of your customers.
The record should include the authorized individual’s name, contracts he is  authorized to
utilize, and any other limits.

➢ This is intended to avoid any chance of improper contracting.

Policies and Procedures

Written policies and procedures form the foundation for internal controls.  These policies can
be very basic or complicated, depending upon the types of contracts used and the experience of the
staff.  The documents should guide employees through the range of tasks performed and should
contain guidance on relevant areas of contract/trade processing, valuations and reconciliations.
The document should be comprehensive, covering all operational areas (contracting, amendments,
settlements, and valuations).  The manuals and procedures need to be updated periodically to
reflect changing internal and external needs.

Confirmation Process:  The confirmation process is a vital part of any grain contracting opera-
tion.  The more complex nature of hybrid cash contracts warrants special attention to confirma-
tions.  To reduce the likelihood of fraud or human error, the confirmation process should be
conducted independently of trading or merchandising personnel, if possible.

Discrepancies and Disputed Trades:  Trade discrepancies should be brought to the immediate
attention of the appropriate operations manager.  All discrepancies should be documented and
reviewed regularly.  Discrepancy documentation should contain the key financial terms of the
transaction, indicate the disputed item, and summarize the resolution.  The counterparty should
receive notice of the final disposition of the trade.  And an adequate audit trail of the notice should
be on file in the office.  Each company should have clear documented policies and procedures
regarding the resolution of disputed trades and contracts.  This is nothing new to the grain indus-
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try, but the use of more complex marketing strategies increases the importance of effective
resolution of contract discrepancies.

Valuation Process:  The valuation process is critical to risk identification and the integrity of
profit and loss reporting.  Valuations should be done by accounting/administrative personnel, not
by trading personnel.  If trading personnel are involved in the valuation process, then administra-
tive personnel should verify market values through an independent source.  For risk-management
purposes, contract valuation should occur at least monthly, and more often, depending upon market
volatility, potential dollar loss, position size and the capital position of the firm.

The valuation procedures should be part of a company’s practices and procedures manual.
They should cover all aspects of the valuation process, such as:

➢ sources of input;

➢ frequency;

➢ responsibilities; and

➢ methods for valuing more complex or illiquid cash contracts.

The valuation process is critical to a sound risk-management program.  The process should
produce consistent financial results that approach reality and would stand the test of outside
scrutiny from a knowledgeable individual.

The internal systems and controls discussed in this section cover primarily the area of control-
ling contracts following the transaction.  However, before a hybrid cash contract is consummated,
several critical issues should be reviewed by buyers and sellers:

➢ A legal review to determine whether the contract meets current state and federal (CFTC)
regulations;

➢ Tax implications.

These topics are addressed in other sections of this white paper.

Lending Issues

Internal Systems and Controls
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A critical element in the success of companies in the grain industry is their ability to
augment equity capital with debt.  The banking industry recognizes the important role in
which it serves industry participants, particularly those who are positioned to be effective

competitors and good risk managers.  It is therefore valuable for a firm to examine the issues
associated with hybrid cash contracts that may affect its relationship with its lender.

One of the most critical factors in lending to a grain elevator operation is that the lender
understands and is comfortable with the grain business, which is cyclical, seasonal and frequently
experiences narrow margins.  From the lender’s point of view, it is critical to know the customer
well and have confidence in the character and integrity of the borrower.  This is quite similar to
the elevator’s need to know its customer.

The Lending Process

Prior to addressing specific issues which should be evaluated as hybrid cash contracts are
offered, it may be beneficial to outline the mechanics of the lending process.  The process can be
divided into three parts.  These are:

➢ credit underwriting;

➢ reporting;

➢ monitoring .

Credit Underwriting  involves the process of analyzing and evaluating the credit risks associ-
ated with extending credit to the borrower.  The analysis of a grain trading operation is based upon
a number of factors including:

➢ evaluation of character and reputation of the principals;

➢ market presence and strategy;

➢ management depth and expertise;

➢ the firm’s financial condition/strength, including liquidity and capital to absorb losses
during cyclical periods;

➢ recent operating trends;

➢ risk-management philosophy (i.e. hedging versus speculation);

➢ collateral coverage or cushion; and

➢ management of counterparty exposure.

The other key factor in the credit approval process is determining the security or collateral
required to support the credit line.  Collateral requirements, including advance rates and eligible
collateral, will vary from customer-to-customer and bank-to-bank.  Typically, as part of the
reporting requirement, and to enable the lender to monitor collateral coverage, a borrowing base is
submitted periodically (see the sample “Borrowing Base Report” at the end of this section).

The borrowing base may include advance rates on only warehouse receipts.  Or it may also
include other categories of collateral, such as:
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➢ accounts receivable;

➢ unreceipted but hedged grain inventory;

➢ assignment of hedge account equity via a three-party hedge account agreement; and

➢ assignment of purchase/sale contracts.

In rare cases, when open contracts are to be used on a borrowing base, the advance rate for
contracts with higher perceived risk may be reduced by lowering the collateral value and
credit available under the line.  Once the lender makes the credit decision, the level of credit
availability and pricing on the credit facilities then are negotiated based upon these factors, taking
into consideration the overall relationship and market environment.

Reporting requirements vary from customer to customer and bank to bank, too.  Lenders
typically require audited annual financial statements prepared by a CPA firm acceptable to the
lender, preferably either a large national/regional firm or a firm with expertise in this area.  In
addition, interim period statements (e.g., monthly or quarterly) are typically required to monitor
interim operating trends.  This is done because of the market volatility of the grain business so that
adverse trends can be addressed in a timely fashion.

Monitoring  approaches of various types are used, including submission of a periodic collat-
eral borrowing base and position report.  The borrowing base is used to validate or report collat-
eral coverage compliance, particularly in situations in which a pool of collateral is pledged.  The
position report is provided to keep the lender informed of the flat-price position.  It should be
accompanied by broker statements and disclosure of any counterparty exposure.  Since maintaining
a hedged position within the elevator’s risk-management policy is typically required, the broker state-
ment should be obtained directly from the broker to confirm the hedged position with the company’s
position report.

Explaining Hybrid Cash Contracts to Lenders

As hybrid cash contracts evolve and represent a tool to either increase or competitively protect
grain origination, the use of these contracts could potentially have a material impact on financing
needs and financial results.  It then becomes critical for management to be able to explain and
quantify to its lender:

➢ the strategy for originating grain bushels using the contracts;

➢ the risks associated with such contracts;

➢ the elevator’s inventory/contract position;

➢ the firm’s risk-management philosophy for minimizing flat-price and basis risk;

➢ the risk/return of the contracts on the books;

➢ the financial impact of meeting margin requirements and basis movements; and

➢ an evaluation of counterparty risk in terms of financial strength and the ability to perform as
contracted.

Factors Considered by Lenders

Lending Issues
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With changes occurring in the marketplace and the advent of more complex strategies, lenders
should take into consideration:

➢ the expertise of the management/traders to manage these market risks;

➢ the selectiveness with which hybrid contracts are offered to counterparties after evaluating
their financial condition and ability to perform;

➢ the counterparty’s ability to perform as described in the discussion on counterparty or credit
risk; and

➢ the overall financial ability of the borrower to survive the cycles of the industry.

In some cases, the lender also must evaluate the credit risk from both the elevator and the
producer’s position since both may be customers.

To the extent that the financial impact of offering certain hybrid cash contracts could negatively
affect the viability of the operation or impact its market position, the decision to finance an eleva-
tor operation may be re-evaluated by the lender.  In addition, if certain contracts are perceived to
carry greater risk, this could incrementally affect the level of credit line availability, pricing and
reduce advance rates on pledged collateral.  Even though the credit facilities may be adequate at a
certain point in time, the impact of adverse market movements and unexpected margin calls may
affect the lender’s decision to extend the necessary credit.  Increasingly, lenders may evaluate the
borrower’s ability to manage various risks associated with hybrid cash contracts and their ultimate
impact on profitability.

Based upon the importance of keeping lenders informed of the financial impact of contract
positions and basis movements, an important factor will be the systems and accounting procedures
in place to track and provide the profit/loss impact of hybrid and traditional cash contracts.   This
may require modifications to systems and procedures to support more frequent financial statement
reporting; position reports; and, obviously, the ability to mark-to-market contracts on a periodic
basis.  More frequent reporting should be required by management so all parties remain informed
of contract obligations.

Summary

In summary, key factors in maintaining the necessary availability of credit to effectively man-
age a grain operation include management’s ability to manage and communicate the elevator’s
origination, merchandising, and risk management strategy, plus the ability to manage the liquidity
and capital required to support the credit line during the cycle and seasonality of the business.

Customer Relations

Production agriculture today may well be changing faster than any other segment of the
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industry.  From revolutionary farm programs to “precision agriculture” technology using
satellite imaging, a host of management and technological challenges face today’s producer.

As a consequence, many farmers are looking for ways to increase marketing opportunities and
flexibility to enhance profitability and efficiency.  Undoubtedly, this desire on the part of farmers
to exercise greater marketing autonomy is a large part of the force behind new forms of hybrid cash
contracts.

As discussed in the previous Counterparty Credit Risk section, “Know Thy Customer” has
been a catch-phrase in the grain industry for years.  However, it is every bit as important for the
producer to “Know, Trust and Communicate with Thy Grain Elevator” if marketing strategies
utilizing hybrid cash contracts are to be successful for all parties to the contract.

Government Influence in Agricultural Programs

With passage of Freedom to Farm Act concepts in the 1996 farm bill, producers face new
challenges and opportunities.  No longer strictly tied by government policy to commodity-specific
planting and acreage-idling requirements, farmers have greatly enhanced planting and management
flexibility.  With the income safety net provided by pre-determined market transition payments,
farmers will be examining new strategies to maximize income from the marketplace.  Clearly,
hybrid cash contracts will be an integral part of farmer’s marketing and risk- management strate-
gies.

Communication is the Key to Avoiding Customer Relations Problems

Organizations offering hybrid cash contracts to customers have several responsibilities to
fulfill to maintain positive customer relations.  Matching an appropriate marketing strategy (includ-
ing hybrid cash contracts) with the appropriate producers is critically important to maintaining
good customer relations.  Several questions are important to answer, for both the producer and the
elevator, when entering into hybrid cash contracts:

1. Is a particular strategy suitable for a specific customer’s needs?

➢ Determining whether a strategy is suitable for a customer may entail developing a written
marketing plan for the producer, analyzing his financial capacity, reviewing his balance
sheet and/or operating statement, and becoming familiar with his production capacity.

2. Have the market risks associated with the strategy been fully reviewed with the customer before
any grain is bought or sold?

➢ Among other things, this involves reviewing market risk, basis risk, spread risk, etc., with
the customer, as well as potential contract outcomes in various market scenarios.

3. Does the customer fully understand the contract before entering into it?

➢ Educational meetings or workshops may be appropriate to insure proper understanding
among customers.
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4. Have financial performance requirements (if any) been discussed with the farmer-customer?

➢ If margins may be required of the farmer-customer, the producer needs to understand fully
the potential financial exposure and be confident sufficient working capital is available to
cover exposure in a poor year.  Any service fees or other charges should be fully disclosed
and discussed with the farmer-customer.

5. Is the contract’s performance discussed regularly with the farmer-customer during the course of
the contract?

➢ If adverse marketing outcomes occur, the producer should be informed of their develop-
ments continually as the situation unfolds.

These and other questions are contained in the Customer Checklist on page 68.  Answering
these questions, providing proper disclosure of both opportunities and risks of a particular market-
ing strategy, and regular communication with customers serve the dual purpose of maintaining
positive customer relations and, potentially, obviating the need for future government regulation of
hybrid cash contracts and other marketing tools.

Producer Responsibilities

The producer has certain responsibilities to the organization to which he markets his produc-
tion.  First and foremost, the producer needs to make sure he or she fully understands and is com-
fortable with using hybrid cash contracts.  “I do not completely understand this; let’s go over it
again,” is a request that grain buyers should welcome from their customers.

It has been suggested that being able to explain the strategy to a partner or neighbor
upon returning home should be a prerequisite for producers utilizing hybrid cash contracts in
their marketing strategies.

Agreement on a marketing strategy, full disclosure of all contract terms and risks, complete
customer understanding of the marketing strategy/contract, and regular and open communication
between the elevator and producer will help to insure performance by both parties on contracts,
positive buyer/customer relations, and best results in using hybrid cash contracts.

Legal Risk/Enforceability of  Contracts
 Legal Risk Versus Risk of  Dispute

Customer Relations
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I f the customer or other party to a contract has a different expectation of what the “deal” is,
there is a risk a dispute could develop.

Simple, but true.  Thus, rule number one should be to make sure that both parties to the contract
understand their rights, obligations and expectations.  This will help minimize or eliminate the risk
of disputes.  Face it -- you don’t want to spend time and money fighting with the companies and
people with whom you do business, regardless of the legal risks accompanying litigation or
arbitration.

General Contract Law Applicable

Remember the fundamentals!  This is a lesson that seems forgotten time and time again.

The commercial grain, feed and processing business is based on entering into and performing
thousands of contracts every day.  While a written contract signed by both parties is the ideal, most
of the contracts entered into in the domestic trading of grain and feed are made orally over the
telephone with confirmations of some type sent later to the other party or parties.  Note that these
“confirmations” confirm the oral agreements previously reached.  Often, a single copy of a con-
tract signed by both parties does not exist, yet valid contracts are formed and performed.1

In the grain and feed industry, an enforceable contract is an agreement that a court or arbitra-
tion committee2 will enforce.  The rules on when a valid contract or agreement exist are extremely
important.  A commonly accepted definition of “contract” is:

“An agreement between two or more persons which creates an obligation to do
or not do a particular thing.  Its essentials are competent parties, subject
matter, a legal consideration, mutuality of agreement and mutuality of obliga-
tion.3”

In the case of hybrid cash contracts and other grain contracts, it is important to remember that
all of the normal rules of contract law apply.  State law generally provides the rules on the formal
requirements of legally enforceable contracts.  Apart from that, it is important that each contract
cover the rights and obligations that each party to the contract is undertaking.  The sample contract

1 In 1990, the NGFA developed sample forms and explanatory material for consideration by country
elevators and other firms that purchase grain from producers.  Memorandum To: Recipients of “Sample
Grain Purchase Contract” and “Sample Grain Purchase Confirmation Memorandum”, National Grain
and Feed Association (Aug. 15, 1990).  This material is available to NGFA members on the NGFA
FAX-on-Demand System.

2 NGFA arbitration of disputes between NGFA Active and/or Allied members is compulsory under
the NGFA Bylaws and NGFA Arbitration Rules.  In addition, many NGFA members now include
arbitration clauses in their contracts with non-member commercial firms (including producers).

3 Black’s Law Dictionary 291-92 (5th Ed. 1979).
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forms attached to this white paper (Appendix A) can be used as a general checklist for developing
contracts.  Likewise, NGFA Grain Trade Rule 1 contains a checklist applicable to contracts
subject to the NGFA Grain Trade Rules4.  In all cases, competent legal counsel should be con-
sulted before deciding on the contract terms appropriate to a particular firm’s transactions.

One of the most fundamental rules of contract law is the so-called statute of frauds provision
embodied in state-enacted versions of the Uniform Commercial Code (UCC).  The general rule set
forth in UCC § 2-201(1) is that contracts involving the sale or purchase of goods for a price of
$500 or more must be in writing and signed by the party against whom enforcement is sought.
However, there are important exceptions to the general rule.  The one which commercial grain and
feed firms should be concerned with is the “merchant rule” embodied in UCC § 2-201(2), which
provides as follows:

“Between merchants if within a reasonable time a writing in confirmation of the
contract and sufficient against the sender is received and the party receiving it
has reason to know its contents, it satisfies the requirements of subsection (1)
against such party unless written notice of objection to its contents is given
within ten days after it is received [emphasis added].”

In most cases, therefore, a farmer-customer’s failure to object to a written confirmation of
trade amounts to acceptance that the confirmation accurately states the oral agreement previously
entered into between the parties.  Several potential problems, however, still remain.  The farmer-
customer may object when receiving the written confirmation.  Further, whether a person is a
“merchant” depends upon how individual states apply the definition of “merchant” contained in
Section 2-104(1) of that state’s version of the UCC.5

Regular commercial firms are almost always considered merchants.  Producers usually are
merchants, but grain firms should be aware that some state courts have concluded that farmers are
not merchants6.  However, the trend of recent cases has been to find that farmers are merchants just
like other businessmen7.  In addition, the “merchant” rule may take on new importance given the

4 The NGFA Trade Rules were developed primarily for use on transactions between commercial grain
firms.  Ordinarily, the references in the NGFA Trade Rules to transportation-related specifications, bills
of lading, etc., would not be applicable to transactions with producers.  Thus, a careful review of the
NGFA Trade Rules should be made before deciding to reference them in whole or in part in contracts
with producers.

Even if a firm decides not to reference the NGFA Trade Rules in its contracts with producers, the
NGFA Arbitration Rules provide a cost-effective and accepted method to resolve disputes when at least
one of the contracting parties is a NGFA member.  Thus, the sample contractual documents attached to
the white paper do provide that all disputes will be resolved by NGFA arbitration.

5 “‘Merchant’ means a person who deals in goods of the kind or otherwise by his occupation holds
himself out as having knowledge or skill peculiar to the practices or goods involved in the transaction or
to whom such knowledge or skill may be attributed by his employment of an agent or broker or
other intermediary who by his occupation holds himself out as having such knowledge or skill
[emphasis added].”  The judicial interpretations of this definition of “merchant” vary from state to state
and by courts within a particular state.

Legal Risk/Enforceability
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rise of “farmer-advisers” often cited as recommending new forms of forward contracting to
producers.  The farmer who hires a “farmer-advisor” to advise him or negotiate with the local
grain elevator substantially increases the likelihood that he will fit into the definition of merchant,
even in those states that have otherwise found farmers not to be merchants.

➢  Special State Statutes

This is an area where those dealing with producers must be especially careful on particular
types of contracts.  A number of states have specific statutory requirements for deferred payment
or deferred price contracts between grain dealers and producers8.  Some state laws require that
arbitration or mediation clauses be included in agricultural contracts under certain circumstances.9

Some state grain and feed associations can provide a list of special laws applicable to grain
contracts in a particular state.10

➢ Cash and Forward Contracts Versus Trade Options Versus Futures Contracts

The legality and enforcement of cash and forward contracts generally are governed by state
law11.  However, CFTC and federal law determine whether a contract has crossed the line from
being a legal cash/forward contract to either an illegal off-exchange trade option or futures con-
tract under the Commodity Exchange Act12.

A discussion of the Commodity Exchange Act is beyond the scope of this white paper.  Suffice
it to say that the Commodity Exchange Act vests the CFTC with broad jurisdiction over commodity
and commodity-related futures contracts and options.  The bottom line is that the CFTC has juris-
diction over such contracts except where Congress has said otherwise. Agreements or transactions

6 See, for example, Dickson vs. Delhi Seed Co., 760 S.W.2d 382 (Ark. App. 1988) (finding that under
Arkansas law farmer is not a merchant).

7 Some recent cases finding farmers to be merchants and bound by confirmations include: Colorado
vs. Reifenschneider, 379 P.2d 637 (Colo. App. 1991); Busby, Inc. vs. Smokey Valley Bean, Inc., 767
F.Supp. 235 (D.Kan. 1991);  Agrex, Inc. vs. Schrant, 379 N.W.2d 751 (Neb. 1986); and Thunderbird
Farms, Inc. vs. Abney, 343 S.E.2d 127 (Ga. App. 1986).

8 See e.g. Wis. Stat. § 127.10(5).

9 See e.g. Minn. Stat. §§ 17.90 and 17.91 (Aug. 1, 1990); Idaho Code § 22-436; and Ark. Code Ann. §
2-23-101 et seq. (July 1, 1991).

10 The NGFA 1995-96 Directory/Yearbook (pages 54-55) contains a list (including phone numbers
and addresses) of those associations which are NGFA Affiliated Association members.

11 Of course, many federal laws affect the sale/purchase of grain (e.g. Federal Food, Drug, and Cos-
metic Act, 21 U.S.C. § 301 et seq.; Protection for Purchasers of Farm Products, Section 1324 of the Food
Security Act of 1985, 7 U.S.C. § 1631; United States Grain Standards Act, 7 U.S.C. § 71 et seq.; and a
host of others).

12 7 U.S.C. § 1 et seq.
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involving cash forward contracts generally are exempt from CFTC oversight because the Com-
modity Exchange Act provides that “[t]he term ‘future delivery’ does not include any sale of any
cash commodity for deferred shipment or delivery.”13

Contracts involving agricultural commodities can be broken down as follows:

OFF-EXCHANGE GRAIN TRANSACTIONS

Cash/Forward Contracts14 Agricultural Trade Options Agricultural Futures Contracts
____________________________________________________________________________________________________

No CFTC Jurisdiction to regulate CFTC Jurisdiction CFTC Jurisdiction
Current ban on off-exchange Ban on off-exchange futures

contracts
ag trade options

While the preceding chart is helpful to illustrate that only cash or forward contracts are legal
off-exchange transactions, determining the line that distinguishes a cash/forward contract from a
prohibited off-exchange trade option or futures contract is considerably more difficult.  There are
many gray areas because the contract as a whole must be examined to determine whether it has
crossed the legal boundaries between permissible off-exchange transactions not covered by the
Commodity Exchange Act and transactions which may only be transacted on a CFTC-regulated
exchange.  In addition, even a seemingly “safely-worded” contract can become something else if
the practices between buyer and seller are in actuality different than the contract’s terms.

In 1985, the CFTC published an interpretive opinion from the CFTC Office of General Coun-
sel to “provide guidance to the public” on how the CFTC Office of General Counsel viewed
aspects of the CFTC’s jurisdiction and the exceptions.15  That interpretive opinion (see Appendix
B) provides firms with examples of prohibited off-exchange transactions and examples amounting
to “safe harbors.”  A transaction not fitting within the “safe harbor” examples does not necessarily
violate the Commodity Exchange Act.

Prohibited Transactions

Off-exchange trade options16 involving agricultural commodities currently are not permitted by

13 7 U.S.C. § 1a(11).

14 The focus here is on the sale of an actual commodity for immediate or deferred delivery, as distin-
guished from futures or options contracts where the contract may be satisfied by delivery or offset.  While
not necessarily legally determinative, it is helpful to understand how the CFTC has tried to explain these
terms in a CFTC publication called “THE CFTC GLOSSARY: A LAYMAN’S GUIDE TO THE LAN-
GUAGE OF THE FUTURES INDUSTRY,” CFTC P-105 (Revised 3-93).

15 Characteristics Distinguishing Cash and Forward Contracts and “Trade” Options, 50 Fed. Reg.
39656-61 (Sept. 30, 1985) (full text of opinion contained in the appendix).  It is important to recognize
that the 1985 opinion was issued under the auspices of the CFTC Office of General Counsel rather than
the Commission itself.  While the interpretative opinion is a reliable indicator of the CFTC’s regulatory
views at that point in time, it does not have the legal effect of an official vote or action taken by the CFTC
commissioners.

Legal Risk/Enforceability
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the CFTC (although off-exchange trade options on non-agricultural commodities generally are
permitted).  Since the Commodity Exchange Act does not expressly define what a “trade option”
is, the courts and the CFTC have developed guidelines.  Generally, the “buyer” of an option,
including a “trade option,” can choose to walk away from the delivery aspect of the contract.  It is
important to note that the “right” to make delivery is different than the “obligation” to make deliv-
ery.  With that in mind, the courts and the CFTC have said an option has these characteristics:

➢ An option gives the purchaser the right, but not the obligation, to make or take delivery of the
physical commodity;

➢ The initial charge for an option is normally a non-refundable premium covering the
grantor’s commissions, costs and profits; and

➢ The purchaser’s maximum potential losses on an option normally are limited to the pre-
mium.

The CFTC Office of General Counsel has described a prohibited off-exchange trade option17 as
being, for example, the following:

“The contract establishes a minimum contract price determined when the con-
tract is written, and a premium is collected, either at the initiation of the con-
tract, during the life of the contract or, together with interest accumulated over
the life of the contract, at the time of the settlement.  In return for premium, the
producer has the right to require the merchant to accept delivery of and pay a
minimum contract price for the crop.  However, the producer may forfeit the
premium and seek a higher price for, and deliver, the crop elsewhere.”18

Since the contract in the aforementioned example does not require delivery, it is not a cash
forward contract.  Rather, the elements of this instrument make it a trade option which, according
to the 1985 interpretation, is not the type of off-exchange contract currently permitted under current
regulations.  CFTC may, in the near future, consider lifting the regulatory ban on trade options

16 While the CFTC has authority to lift the ban on off-exchange agricultural trade options, it also has
authority to issue regulatory exemptions on a case-by-case basis.  However, the Commission often sets
forth specific conditions when granting such relief.  See, for example, CFTC Advisory 32-91 (June 4,
1991) (no-action letter issued to registered futures commission merchant permitting off-exchange options
on agricultural commodities to certain commercial purchasers).

17 CFTC regulations define a trade option as “a commodity option offered by a person which has a
reasonable basis to believe that the option is offered to a producer, processor, or commercial user of, or a
merchant handling, the commodity which is the subject of the commodity option transaction, or the
products or byproducts thereof, and that such producer, processor, commercial user or merchant is offered
or enters into the commodity option transaction solely for purposes related to its business as such.”

18 50 Fed. Reg. 39660
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through new rulemaking procedures.

Safe-Harbor Transactions

The CFTC staff has focused primarily on the issue of whether an agreement requires “deliv-
ery” in setting forth its examples of off-exchange, safe-harbor transactions.  The following types of
forward contracts meet the safe-harbor examples, provided that the seller of the commodity has an
obligation, not merely a right, to deliver the commodity:

1. A contract involving delivery in the future and a so-called minimum-price guarantee where “the
contract does not establish a final price to be paid for the commodity, but rather the method by
which a final price will be determined.”  The CFTC example includes “basis” contracts refer-
ring to a particular futures contract for the base price as coming within the example of a permit-
ted forward contract.  However, it should be noted that the CFTC, concerning this example, has
said that “the contract mandates delivery, absent events beyond the parties’ control, and a
primary purpose of the contract is to market agricultural commodities in the normal chan-
nels of commerce.  To the extent that this contract includes characteristics of an option,
those terms cannot be severed or marketed separately from that contract’s requirement of
delivery [emphasis added].” 19

2.  A delayed-price or deferred-payment contract involving immediate delivery, but providing that
the price is fixed later.  Title to the commodity passes to the buyer, and the contract may involve
a minimum price guarantee.  In the CFTC example, the buyer may even offer the minimum price
guarantee to the selling farmer in exchange for a premium.  The final price is determined later
based on a formula set forth in the contract.  The CFTC example said that this type of arrange-
ment is a “spot contract which is generally outside the Act’s regulatory scheme.”  Importantly,
the CFTC said that “the option component [of the contract] is inseparable from the actual deliv-
ery of the commodity between participants in normal marketing channels.”20

What are the lessons to be gleaned from the CFTC General Counsel’s 1985 opinion?  For the
creative-minded, the good news is that mere inclusion of option-like pricing features such as a
minimum price provision in a “bona fide forward contract” does not turn the contract into a pro-
hibited trade option or futures contract.21  The down-side, however, is that an area of uncertainty
remains.  When do the contract’s option-like or futures-like terms transform the contract into an
off-exchange options or futures contract?  In other words, when do the scales tilt too far away from
the contract being a “bona-fide forward contract” not subject to the CFTC’s regulatory jurisdic-
tion?  There is a large area of uncertainty between the clearly prohibited and safe transactions
outlined in the CFTC General Counsel’s 1985 opinion.

19 50 Fed. Reg. 39660 (popularly known as the 1985 Interpretive Statement of the CFTC Office of the
General Counsel)

20 50 Fed. Reg. 39660

21 This was reaffirmed recently during the CFTC Chairman’s Roundtable on the Prohibition of
Agricultural Trade Options (Dec. 19, 1995) by Paul Architzel, CFTC Chief Counsel, Division of Eco-
nomic Analysis.  Transcript at pp. 8-12.

Legal Risk/Enforceability



56

Hybrid Cash Grain Contracts -- Assessing, Managing and Controlling Risk...................................................................................................

In the past, the CFTC staff has issued guidance letters on particular agricultural contracts and
fact situations in response to requests by individual companies.  Two such guidance letters (CFTC
Letters 95-104 and 96-23) issued recently are attached22.  CFTC Letter 96-23 should be reviewed
by those firms offering contracts with options-related features.  In the example discussed in CFTC
Letter 96-23, if the farmer-customer determines to terminate the option component of the contract,
the farmer-customer is not permitted to reestablish the option component and the options positions
may not be rolled from one expiration month to another.  In that situation, the CFTC staff concluded
the contract was a cash forward contract and not a prohibited off-exchange trade option or futures
contract.

The Regulatory Environment/Role of CFTC Staff

As part of the process resulting in this white paper, the NGFA met with various CFTC staff
members to determine their views on hybrid contracts.  While the ultimate official interpretation of
the Commodity Exchange Act is made by the courts and the CFTC commissioners, the CFTC staff
do influence the day-to-day actions taken by the CFTC.  Therefore, its views are extremely impor-
tant.  The following are some points to consider23:

1. When analyzing whether a proposed or actual transaction involves a cash forward contract or a
prohibited off-exchange transaction, the staff looks at the whole picture.  It is not just what’s on
paper, but also how the parties actually conduct business.  Does the final result have any rela-
tionship to the initial merchandising intent of the written contract?

2. Both CFTC legal professionals and economists are involved in analyzing particular fact situa-
tions.

3. So-called “walkaway” features in cash forward contracts are likely to be viewed by CFTC staff
as turning the contract into a prohibited off-exchange option.  Legitimate force majeure (Act of
God) clauses are not considered a problem

4. While a firm delivery obligation on a cash forward contract is necessary to avoid being classi-
fied as a prohibited off-exchange trade option or futures contract, delivery is not the only factor
the CFTC staff considers important.

5. The CFTC staff has reservations about merchandising strategies that reference a futures month/
22   There are several factors to keep in mind before requesting such a letter.  First, it is better to seek

such CFTC guidance, if at all, before offering the contract to customers.  An unfavorable guidance letter
on contracts already in use could subject the requester to CFTC enforcement action and could be used by
customers as leverage to escape from, or alter, existing contractual obligations.  Further, guidance letters
are not legally binding upon the CFTC or the courts because they do not reflect the official views of the
agency.  While guidance letters may be reliable indicators of the CFTC staff’s current opinions, such
letters do not prevent later action by the CFTC and/or private parties once the contracts are actually used.

23 The following points represent NGFA’s interpretation of the views expressed by various CFTC
staff members.  Those CFTC staff members have not reviewed or endorsed NGFA’s interpretation.



57

...................................................................................................

year different from the actual delivery period set forth in the contract.  Does the futures month/
year referenced in the contract have a legitimate merchandising purpose?  Are rollovers from
one crop year to another consistent with a legitimate cash forward contract?

6. The so-called “rolling” of the futures month on a bushel-for-bushel basis is not necessarily
improper.  However, in some cases, it may be difficult to obtain any official positive guidance
letter on the issue.

7. Contracts which involve routine and repeated unpricing/repricing moves are not looked upon
favorably.  However, CFTC staff understands that uncontemplated situations might arise subse-
quent to contracting which result in further negotiation between a buyer and seller.

8. Contractual provisions requiring farmer-sellers to provide cash performance guarantees to
protect a buyer’s financial exposure on hybrid cash contracts do not seem to cause the CFTC
staff a great deal of concern.

9. If the CFTC decides to lift the ban24 on off-exchange agricultural trade options, the CFTC staff is
likely to construe any conditions the CFTC sets for off-exchange trade options transactions as
applying to a wide variety of hybrid contracts.

10. For the foreseeable future, it is unlikely that the CFTC will issue formal “no-action letters”
approving25 specific cash forward contracts and fact patterns.  This appears caused in part by
the fact that no decision on whether to lift the ban on off-exchange agricultural trade options has
been made yet.  However, the CFTC staff has continued to provide written guidance in response
to specific requests as to proposed contracts.  Such requests can be made26 by writing to: Paul
M. Architzel, Esq., Chief Counsel, Division of Economic Analysis, U.S. Commodity Futures
Trading Commission, 1155 21st Street, N.W., Washington, D.C.,  20581; Phone: (202) 418-
5000.

➢ Legal Consequences of Offering Prohibited Off-Exchange Trade Options or Futures
Contracts

In addition to the CFTC’s broad injunctive and enforcement powers, the agency may seek both
civil and criminal penalties against individuals or firms violating the provisions of the Commodity

24 In 1991, the CFTC proposed amending its trade option exemption rules to permit the off-exchange
use of trade options on agricultural commodities to the same extent as on other commodities.  The
proposal, however, was never adopted by the commission.  Proposed Amendments Concerning Trade
Options and Other Exempt Commodity Options, 56 Fed. Reg. 43560 (Sept. 3, 1991).

25 The word “approval” is used here as indicating that the CFTC is being asked to certify that the
proposed contract is a cash forward contract not subject to CFTC regulation.  A cash forward contract
not subject to CFTC regulation must still comply with other federal and state laws applicable to such
contracts.

26 Firms are strongly urged to consult competent legal counsel before submitting such a request.

Legal Risk/Enforceability
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Exchange Act.  Of particular concern to most firms should be the power of the CFTC to seek civil
penalties for “any violation” in the amount of not more than the higher of $100,000 or triple the
monetary gain to the person for each violation.”

Moreover, it is a general rule of contract law that agreements involving promises that are
otherwise illegal or immoral are not enforceable.  A contract involving an off-exchange trade
option or futures contract prohibited by the Commodity Exchange Act27 runs the risk of being found
wholly or partially unenforceable by state and federal courts.

As the 1985 interpretative statement issued by the CFTC Office of General Counsel shows, a
cash forward contract does not automatically become a prohibited off-exchange options or futures
contract merely because it contains some options-like features.  Since an off-exchange cash for-
ward contract contemplating actual delivery of grain ordinarily is a legal transaction, a contract
might still be enforced if it is found in hindsight to contain only some impermissible provisions.
However, even if the primary purpose of the contract is legally permissible, both parties risk
substantial uncertainty as to the final result by leaving it to a court to rewrite the contract.  That’s a
situation to be avoided.

Tax/Accounting Issues

Tax Issues

27 The Commodity Exchange Act, among other things, specifically restricts futures trading to CFTC-
designated contract markets by or through members of such contract markets.  The CFTC has the power
to grant regulatory exemptions when it “determines that the exemption would be consistent with the
public interest.”  See 7 U.S.C. § 6.
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The acquisition, maintenance, and sale of physical commodities in cash transactions embody
many of the tax rules that apply to all commodity transactions.  A taxpayer (in this discussion, a grain
elevator) can acquire, maintain, and sell physical commodities in cash transactions with or without
financing and with or without establishing an offsetting position.

As a first step, a taxpayer can simply purchase a physical commodity for immediate or deferred
delivery, paying the entire purchase price with his own funds (outright purchase).  The taxpayer can
accept immediate delivery or agree to take delivery at a later date.  Upon subsequent sale of the
commodity at the prevailing market price, the taxpayer may realize an unlimited economic profit or a
total loss of the investment.  With selected options, a hedger or speculator may create a financial risk
with unlimited downside potential.

Second, a taxpayer can finance all or a portion of the purchase price (financed purchase).  Tax
questions include whether the interest expense is deductible and whether the financing is included in
the basis of the property.  The taxpayer is not protected from the risk that the commodity will decline
in value, and faces the potential for unlimited economic profit or a total loss of the investment.  In
addition, the taxpayer can lose more than the down payment on the purchase.

Third, a taxpayer can purchase or sell a commodity outright and establish an offsetting position,
which could be subject to either hedging or straddle rules.  This reduces the risk of loss in owning a
commodity.  The offsetting position might sell the commodity for a fixed price at a future date (fu-
tures or forward contract) or establish an options position or other offsetting position.  By entering
into an offsetting position, the taxpayer can lock in the sales price, thereby reducing both the risk of
market price fluctuations and the profit potential.

Finally, a taxpayer can finance a purchase and establish an offsetting position subject to the
straddle and hedging rules.

A taxpayer can acquire a physical commodity in the cash or spot market by purchasing it outright,
for immediate or deferred delivery for the entire purchase price.  The taxpayer can purchase the
commodity for deferred delivery by:

➢  entering into a long futures contract position;

➢  privately negotiating a forward contract;

➢  establishing a short put option position (which may or may not result in delivery); or

➢  establishing a long call option position.

The character of any gain or loss on these contracts is determined by the status of the taxpayer --
that is, as an investor, trader, dealer or hedger.  It is assumed for purposes of this discussion that
most of the taxpayers will be classified as hedgers.

Tax/Accounting Issues



60

Hybrid Cash Grain Contracts -- Assessing, Managing and Controlling Risk...................................................................................................

Hedgers use the commodity markets to protect the price at which they will acquire products
needed in their businesses and to assure a market to sell their inventories, thereby generating
ordinary income or loss treatment on their hedging transactions.

Traditionally, hedgers have used the futures market to hedge ordinary income positions in the
underlying property.  Hedging treatment depends on all relevant facts and circumstances.  In
general, however, a taxpayer using a futures contract, option, forward contract, notional principal
contract, or other position to lock in the purchase or sale price of a product used in the ordinary
course of his business is deemed to be a hedger under well-established legal doctrines.

Hedgers obtain ordinary income or loss on their financial product hedging transactions.  In
addition, those transactions that qualify as hedging transactions under the Internal Revenue Code
are exempt from both the straddle loss deferral rules and the Section 1256 mark-to-market regime.

A hedging transaction is a transaction that a taxpayer enters into in the normal course of the
taxpayer’s trade or business, primarily:

➢ to reduce the risk of price changes or currency fluctuations with respect to ordinary property
that is held or to be held by the taxpayer;

Or

➢ to reduce risk of interest rate or price changes or currency fluctuations with respect to
borrowings made or to be made, or ordinary obligations incurred or to be incurred, by the
taxpayer.

Recent Internal Revenue Service (IRS) regulations expand the scope of the hedging regulations
in several ways.  First, the regulations specifically describe various transactions as meeting the
risk-reducing requirement.  Second, the term “normal course of business” is defined broadly for
purposes of these regulations.  Third, the definition of ordinary property is expanded to include
non-inventory supplies under certain circumstances.

A taxpayer is required to identify both its hedge and what it is hedging.  Identification is to be
unambiguous and retained as part of the taxpayer’s books and records.  The regulations contain
additional identification requirements.  For inventory hedges, a taxpayer is required to specify the
type or class of inventory to which the transaction relates.

There are questions as to exactly what these identification requirements mean.  Unfortunately,
for those taxpayers unable to meet the identification requirement, the consequence is that the
transaction fails to qualify for hedge treatment.  Failure to qualify could convert the tax character
on hedging transactions from ordinary to capital, resulting in a tax character whipsaw.  A taxpayer
who only hedges and does not speculate should be able to elect into ordinary treatment for all
hedging activities.  This election should be conditioned on practices and procedures of the tax-
payer affirmatively prohibiting speculation.  This blanket hedger election would replace any other
identification requirements.  Taxpayers are also allowed to establish hedge accounts where hedge
positions are recorded in the taxpayer’s books and records.
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The IRS regulations contain rules for the timing of when hedging gains and losses are taken
into account for tax purposes.  Under the regulations, such timing is to clearly reflect the taxpayer’s
income and reasonably match the timing of similar items from the item being hedged.  In other
words, hedges of inventory are generally treated as adjustments to the cost or sales price of the
corresponding inventory.

IRS regulations provide that if a hedging transaction is entered into to offset purchases of
inventory, the resulting gain or loss on the transaction may be accounted for during the same time
frame as it would be accounted for if the gain or loss were treated as an element of the cost of
inventory.  Similarly, if the hedging transaction offsets sales of inventory, the resulting gain or loss
on the hedge may be taken into account during the same time period as it would be accounted for if
the gain or loss were treated as an element of the sales proceeds.

Accounting Issues

The primary issues of concern in accounting for commodity instruments, including hybrid cash
contracts, are:

➢ timing of recognition of the commodity contract;

➢ amounts to be recognized in the balance sheets and income statements with respect to such
contracts; and

➢ disclosures required with respect to such contracts.

Many commodity contracts are accounted for by recognizing the fair value or market value of
the contract, with changes in value recognized currently as income in gains or losses.  The contro-
versial recognition and measurement issues flow from the concepts and application of “hedge” or
“deferral” accounting.  Under the hedge or deferral accounting model, accounting recognition and/
or changes in measurement of contracts or transactions may be deferred if the contract is used to
“hedge” the risk in another consummated or anticipated transaction.  FAS 8028 sets forth certain
criteria required to apply hedge accounting.  The three general criteria for hedge accounting are:

➢ a market price risk exists and the contract accounted for as a hedge modifies the exposure to
risk;

➢ the contract is designated to the specific transaction or portfolio of transactions that present
the market risk; and

28 Statement of Financial Accounting Standards No. 80, Accounting for Futures Contracts

Tax/Accounting Issues
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➢ there must be high correlation between the offsetting effects of the hedging contract and the
hedging contract at inception and throughout the life of the hedge.

Hedging Criteria

1.  Exposure to and Reduction of Risk

The purpose of hedging is to reduce or manage risk.  FAS 80 describes risk as “the sensitivity
of an enterprise’s income for one or more future periods to changes in market prices or yields of
existing assets, liabilities, firm commitments, or anticipated transactions.”  FAS 80, paragraph 4.a.,
indicates that, for a futures contract to qualify as a hedge, the item to be hedged must expose the
enterprise to price or interest rate risk.  Thus, if a risk condition is offset or mitigated by other
transactions or contracts in the enterprise, this criterion would not be met.  If a company operates
business units on a decentralized basis, the risk assessment may need to be made at the business
unit level.

In addition, although risk reduction has frequently been identified as a necessary criterion for
hedging, that criterion is frequently redefined as “risk management.”  Arguments have been put forth
that risk reduction is a function of assumptions about future market conditions.  Thus, a forward
sale contract reduces risk if one assumes that prices will drop in the future but increases risk
(reduces profit opportunity) if prices rise.  It has become increasingly prevalent to refer to hedging
strategies as risk management rather than risk reduction.

2.  Designation

FAS 80 requires that the hedging item be designated as a hedge.  It further provides that one or
more hedging contracts may be designated as a hedge of an identified individual item or a portfolio
of items.  Designation of the item(s) being hedged is necessary to identify the characteristics and
term of the hedge, to provide the basis for correlation measurement and ultimately to determine the
timing and amount of gain or loss recognition on the strategy.

Hedge accounting is permissible for anticipated transaction under FAS 80 if the significant
characteristics and expected terms of the anticipated transaction are identified and it is probable
that the anticipated transaction will occur.  This is a principal difference between FAS 52 and FAS 80.
FAS 52 permits hedge accounting for anticipated foreign currency transactions only when the anticipated
transaction is a firm commitment (rather than merely probable as in FAS 80).

3.  Correlation

The third criterion concerns correlation between the hedge position and changes in the market
value of the hedged item.  FAS 80 requires that at the inception of the hedge, and throughout the
hedge period, there must be high correlation between changes in the market value of the hedging
instrument and changes in the market value of the hedged item.  Although there is no formal defini-
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tion of the level of correlation that is considered “high,” correlation is generally considered high if
it is 80 percent or higher.  Further, to continue to apply hedge accounting, high correlation must be
maintained throughout the life of the hedge.  In practice, temporary lapses of high correlation do
not require immediate cessation of hedge accounting.  But lapses that are significant and sustained
would require termination of hedge accounting.

The high correlation criterion is required because FAS 80 permits cross-hedging; that is,
hedging may be accomplished through use of offsetting contracts with different but related prices.
Because the effectiveness of cross-hedging depends on a sustained relationship between the cross-
hedged items, it is necessary to demonstrate high correlation at the inception of the strategy and to
test the continued correlation through the duration of the strategy.

Summary

Accounting for futures contracts is governed by FAS 80 and requires that changes in the market
value of futures contracts must be recognized as income in the period in which the changes occur
unless the contract qualifies for hedge accounting.  Although many commodity contracts do not fall
within the definition of futures contracts, FAS 80 generally is applied by analogy.  Thus, hedge
accounting may be applied in accounting for commodity contracts that meet the criteria set forth in
FAS 80 and generally are accounted for at market value with changes recognized as income in the
period of the change.

Conclusions

Hybrid cash contracts are intended to provide flexible marketing tools for producers and
consumers.  Used properly, they can allow a customer to fine-tune pricing decisions,
especially the futures portion of the cash contract.  Effectively incorporating these con-

tracts into an overall marketing plan can improve average prices received by the customer and,

Tax/Accounting Issues
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potentially, help stabilize annual revenues.  Historical price patterns, changes in farm support
programs, and expanded free trade suggest the need for improved risk-management tools, which
should result in further growth in the utilization of flexible cash contracts and more complex
marketing strategies.

However, properly utilizing these contracts requires extra effort and diligence on the part of
both buyers and sellers.  Strong organizational support -- legal, accounting, risk management,
finance and administration -- is required to develop effective systems and controls to identify and
manage the added risk of these products and to assure that they are used for the purpose intended.
Most importantly, both buyer and seller should understand all contract terms and conditions prior
to entering into contracts with higher risk profiles.

Are hybrid cash contracts useful marketing tools? YES!
Are all hybrid cash contracts appropriate? NO!
Are all customers candidates for hybrid cash contracts? NO!
Are hybrid cash contracts appropriate for all companies? NO!

Each situation needs to be judged on its merit.  A contract generally considered appropriate
would not be acceptable if offered inappropriately or offered to the wrong customer.  Much
depends on how prepared both the buyer and seller are to utilize the contract.

The following recommendations, supporting checklists, and pro forma contract forms provide
critical guidelines for elevators offering hybrid cash contracts.  In addition, they can serve as a
useful tool for users to manage the risk associated with hybrid cash contracts.  The recommenda-
tions are not intended to be all inclusive, but will provide a dependable framework to determine
the suitability of hybrid contracts.

Supporting the recommendations are two checklists.  One checklist, identified as an “Internal
Checklist,” is intended to help guide decision-making to determine whether to offer hybrid cash
contracts and whether appropriate internal controls exist.  Each new contract should be tested
against this checklist prior to offering a new contract strategy.  A second checklist, identified as
“Customer Checklist,” provides guidelines to help determine if certain contracts are suitable for
specific customers.  The checklist can be used by both buyers and sellers to determine the appro-
priateness of a specific contract strategy for either or both parties.

Recommendations

Recommendation #1:  Develop an “Internal Checklist” to insure that management prop-
erly reviews a new contract/strategy before it is offered to customers.  See the following
“Checklist” section for suggestions on the construction of such an “Internal Checklist.”
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Recommendation #2:  Develop a second “Customer Checklist” to evaluate the suitability
of engaging in a specific hybrid cash contract/strategy with a specific customer.  The checklist
should help insure that the customer thoroughly understands the contract and determine the risks a
customer is willing/able to assume.  See the “Checklist” section for suggestions on the construction
of a “Customer Checklist.”

Recommendation #3:  Risks associated with entering into a hybrid cash contract should be
completely disclosed and explained to customers.  It is recommended that buyers offering such
contracts develop an appropriate risk disclosure statement to help customers understand some
potential outcomes under various market scenarios.  To that end, it is recommended that the Trade
Rules Committee of the National Grain and Feed Association consider the appropriateness of a
trade rule concerning disclosure of risks involved in hybrid cash contracts.

Recommendation #4:  Providers of hybrid cash contracts should provide regular, timely
updates to customers on the market value of their hybrid cash contracts.  Communicating with
the customer after the contract is written is very important to avoid potential conflict regarding the
outcome of a strategy/contract.

Recommendation #5:  A “Risk Assessment & Control Diagnostic” is recommended for
the operations of those engaging in hybrid cash contracts.  To a certain extent, this kind of
“self-monitoring” can be accomplished by adhering to a pre-contract checklist, as in the following
sections.  If internal resources are insufficient, or as an additional safeguard, an outside indepen-
dent consultant should be considered.  In addition, at a minimum, the following should be re-
viewed:

➢ Policies, practices and procedures guiding the approval, usage, operations, accounting and
control over cash hybrid instruments;

➢ Reporting, measurement and valuation of exposures resulting from cash, cash hybrid, and
derivative transactions and instruments;

➢ The capabilities of hardware and software systems to effectively support the confirmation,
monitoring, amendment, risk management and settlement processes;

➢ Management understanding and approval of these instruments, as well as their current and
future financial impact on the organization.

Recommendation #6:  Having detailed, daily management information is important when
using or offering hybrid cash contracts.  This is critical for management/merchandisers to be
able to correctly measure/manage risk.  This information includes, but is not limited to:

➢ a daily position report showing price, basis and spread risk by delivery time periods.  This
position report should include all option positions held against company risk or against
customer obligations.

Recommendations
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➢ a summary listing of open contracts, showing totals by type of contract and by delivery
period.

➢ overdue contracts.

Recommendation #7:  All firms that offer/use hybrid cash contracts need to insure that
the appropriate personnel thoroughly understand all strategies that are offered and know
how to manage the associated risks.  Firms that offer such strategies also are encouraged to
provide meetings or programs for customers to help them better understand the strategies.  This
also provides an opportunity for the buyer to evaluate how well the customer is informed.

Recommendation #8:  Communication is critical.  Firms that use hybrid cash contracts
need to insure that information on the type and level of risk exposure is shared to provide
checks and balances.  This includes internal communication from “line” personnel to upper
management/board, and communication with appropriate outside parties, including lenders.

Recommendation #9:  Establish regular meetings (probably seasonal) with lending institu-
tions.  The purpose of the meetings is to communicate marketing strategies, describe any new
contracts, and project potential financing needs under different market conditions.

Recommendation #10:  Establish a customer risk disclosure document.  The document
would identify the risks of each contract type the customer is utilizing in his marketing program.
This document should be signed by the customer in addition to signing the individual contract,
which should also include an appropriate risk disclosure.

Internal Checklist

✓✓✓✓✓ Is there state law/regulation governing the introduction and use of new contract types/lan-
guage?  If so, has the contract been subjected to appropriate review to determine if it complies
with such law/regulation?

✓✓✓✓✓ Has management reviewed and approved the use of a new contract type?



67

...................................................................................................

✓✓✓✓✓ Has the contract been thoroughly reviewed by competent legal counsel?

✓✓✓✓✓ Is the contract worded clearly for the customer?

✓✓✓✓✓ Is the internal accounting system properly configured to track and report positions, bothoverall
and customer-by-customer?  The system should show all of the following
company positions, at a minimum:

➢ net price risk for the company;

➢ net impact on basis exposure;

➢ subtotals on price/basis risk by delivery time periods;

➢ Hedge-to-arrive contracts separate from fixed-basis contracts;

➢ spread risk exposure.

➢ mark-to-market contracts by customer.

✓✓✓✓✓ Is management satisfied that all involved personnel understand the strategy and how to manage
the associated risks?

✓✓✓✓✓ Is there a process for approving the offering of hybrid contracts to individual accounts?

➢ Is there a mechanism for gathering and evaluating the financial capability of pro-
ducer/customers to engage in hybrid contracts?

➢ Are landlord/tenant accounts set up correctly?  Is trading legally authorized?

➢ Is there a contingency for requesting margins from the producer?

➢ Is there a plan for customer education?

✓✓✓✓✓ Has a risk-disclosure statement/customer agreement been developed and consistently used?

✓✓✓✓✓ Has the financial impact of offering a type of contract been reviewed?

➢ Does the lender understand and endorse the offering of the contract?

➢ Has the impact on the company’s credit line been evaluated?

➢ Has a model for cash flow (margin) borrowing been developed?

✓✓✓✓✓ Is there a confirmation process for initial contracts and amendments?

➢ sending confirmations/contracts with sufficient detail;

➢ monitoring receipt of signed contracts;

➢ confirmations/contracts signed by authorized persons.

✓✓✓✓✓ Is there a means to track overdue contracts?  Contracts with inter-crop spreads?  Significant
negative contract equity?

✓✓✓✓✓ Have position limits been developed for the elevator’s positions and customer positions?

✓✓✓✓✓ Is there a regular internal account/position review process?

Internal/Customer Checklist
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➢ basis exposure within approved limits;

➢ price exposure within approved limits.

Customer Checklist

✓✓✓✓✓ Is a particular strategy suitable for a specific customer?

➢ Has the customer’s financial capability been analyzed?  Balance sheet?  Operating
statement?  Production capacity?

➢ What is the individual’s pattern of doing business?  Reputable individual?  Known
to be litigious?

➢ What type/volume of business does the individual do with other elevators?

✓✓✓✓✓ Have the market risks associated with the strategy been reviewed with the customer before any
grain is bought or sold?

➢ price risk, basis risk, spread risk.

✓✓✓✓✓ Does the customer have legal authorization to enter contracts on behalf of the farm/business?

✓✓✓✓✓ Is the account current on contract deliveries?  Accounts receivable?

✓✓✓✓✓ Has the customer participated in educational meetings?  Does the customer fully understand the
contract?

✓✓✓✓✓ Does the customer have sufficient working capital to cover exposure in a poor year?

✓✓✓✓✓ Is the legal account name consistent with financial capability?

✓✓✓✓✓ Are all contract confirmations signed and returned?

✓✓✓✓✓ Is the customer assigned to a specific company representative?

✓✓✓✓✓ Have internal “trade rules” been shared with the customer?

✓✓✓✓✓ Does the customer understand that rules and allowable positions may change over time?

✓✓✓✓✓Will you be able to monitor the customer’s sales (purchases, if a consumer) compared to annual
production (usage, if a consumer)?

APPENDIX A

Appendix A contains two sample contracts:

1. A sample hedge-to-arrive contract;
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2. A sample minimum price contract.

Both sample contracts are intended to be used for discussion purposes only.  They are not
intended to be used verbatim in their current form.  In some cases, state law may require different
or additional terms.  Likewise, an organization’s own business practices may necessitate different
or additional terms.  Organizations considering offering these or other types of contracts should
first consult competent legal counsel to determine the appropriateness of particular contracts and
business practices.

APPENDIX B

Appendix B contains several documents generated by the Commodity Futures Trading Com-
mission relevant to the discussion of hybrid cash contracts.  Documents include:

Appendix A
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1. Characteristics Distinguishing Cash and Forward Contracts and “Trade” Options, published
in the Federal Register on September 30, 1985.  Provides guidance from the CFTC’s Office of
General Counsel on areas of CFTC jurisdiction.

2. Correspondence from CFTC Off-Exchange Task Force (undated), regarding the exclusion of
forward contracts from CFTC jurisdiction.  (CFTC Letter No. 95-104)

3. Correspondence from CFTC Division of Economic Analysis (undated), regarding CFTC staff’s
definition of contract delivery requirements and CFTC jurisdiction.  (CFTC Letter No. 96-23)
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APPENDIX C

As discussed in the Market Risk Section of this white paper, there are various measures of
options risk, which can be measured in terms of sensitivity of the options price to changes in
market risk variables.  The following are the primary measures of options risk:

Delta: Delta is a measure of the amount an option’s price would be expected to change per unit
of change in the price of an underlying instrument.  When the price of the underlying instrument
(basis or cash grain price) changes by a small amount, the resulting change in the value of the
option is reliably predicted by the data.  However, in almost all cases, for larger movements in the
value of the underlying instrument, the delta itself will change.  The size of the change in delta is
predicted by gamma.

Gamma: Gamma is a measure of the amount delta would be expected to change in response to
a unit change in the price of the underlying instrument.

Vega: Vega is a measure of the amount an option’s price would be expected to change in
response to a unit change in the price volatility of the underlying instrument.  The value of an
option depends on the likelihood that the price of the underlying instrument will change in the
desired manner.  The more volatile the price of the underlying instrument, the greater the likeli-
hood of a favorable event occurring.  Consequently, volatility is a major determinant of the price
of most options.

Theta: Theta is a measure of the amount an option’s price would be expected to change to
reflect the passage of time.  All things equal, the longer the option’s time to maturity, the greater
the option’s price.  Consequently, the value of an option generally declines with the passage of
time.

Rho: Rho is a measure of the amount an option’s price would be expected to change to reflect
a change in market interest rates.
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GLOSSARY

AREA YIELD CONTRACTS : Futures contracts at the CBOT that trade the market’s percep-
tion of the eventual USDA yield per acre of specific commodities in a specific state (e.g., Iowa
“area yield” futures reflect the Iowa corn yield per acre as quoted by USDA).

BASIS (cash grain): The difference between a cash grain price and a futures price.  More
exactly, basis is cash minus futures (i.e., the cash price of grain at a specific point minus the price
of an appropriate futures contract).

BASIS CONTRACT : A contract initially unpriced, but with a fixed differential versus a
futures contract set in the contract.

BEAR SPREAD: To sell a nearby instrument or asset and buy an equal quantity of a more
deferred period (e.g., to sell January and buy March soybean futures is a “bear spread”).

BID :  An “offer” to buy, at a specified price or basis.  The grain trade, among others, com-
monly refers to a proposal to buy as a bid and a proposal to sell as an offer.

BULL SPREAD:  To buy a nearby instrument or commodity and sell an equal amount of a
more deferred period (e.g., to “buy March/sell May” is an example of a corn futures “bull
spread”).

BUY IN :  To purchase grain commercially in order to fill an existing sales commitment.  A
buy-in can also be made by the buyer in the original trade for the account of the seller in the
original trade, if the seller has failed to fulfill the contract commitment.

CALENDAR SPREAD:  An options arbitrage between different futures months (e.g., “long
March $2.50 corn calls and short July $2.50 corn calls” would be a calendar spread).  Also
known as a horizontal spread.

CALL :  An option that gives the buyer the right to buy something at a specified price (the
strike price) for a fixed length of time.  In the grain trade, calls usually refer to options on futures.

CARRYING CHARGES  (reference values):  The amount by which shipments in the future
exceed values for more nearby shipment slots.  What the market is paying for grain storage.  Carry-
ing charges can exist in the futures (spreads) and in the basis (cash grain carries being the sum of
the two.)  Often shortened to “carry.”

CFTC:  The Commodity Futures Trading Commission.  Federal regulatory agency that over-
sees commodity futures trading, and enforces the Commodity Exchange Act and the Futures Trad-
ing Practices Act.

CONFIRMATION OF TRADE :  In the grain, feed and processing industry, a “confirmation
of trade” generally is deemed to be a writing confirming an oral contract already made by the

Glossary
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parties.  The NGFA Trade Rules set forth specific requirements for such confirmations in NGFA
Grain Trade Rule 6, NGFA Feed Trade Rule 2 and NGFA Barge Freight Trading Rule 2.

CONTRACT :  In the grain, feed and processing industry, an agreement between buyer and
seller that a court or arbitration committee will enforce.  Contracts may be formed orally, but
state-enacted versions of the Uniform Commercial Code (UCC) generally require that contracts
must be evidenced by some writing if involving the sale or purchase of goods worth $500 or more.
Such writing can either be an agreement signed by both parties or a confirmation evidencing the
parties’ agreement.  Under the UCC, a written confirmation(s) exchanged between “merchants” is
deemed evidence of the formation of a contract between the parties.  Likewise, the UCC provides
that conduct by both parties which recognizes the existence of a contract can be sufficient to
establish a contract for sale of goods in some cases.

CONVENTIONALLY HEDGED :  Placing and keeping hedges in the futures months immedi-
ately following the shipment period of cash grain trades, and keeping inventories hedged in the
nearby months.

COVERED CALL :  Usually used in options trading.  Refers to a short-option position backed
by owning an offsetting asset that will rise in value if the option position declines in value.

CROP YIELD FUTURES :  Futures and options contracts at the CBOT that trade the market’s
perception of the USDA yield per acre of specific commodities in a specific state.  One such
contract, the Iowa “area yield” futures contract, reflects the Iowa corn yield per acre as quoted by
USDA.

DEFERRED PAYMENT :  A payment term in which the buyer and seller agree to defer
payment.  (Note: Deferred payment is not the same as Delayed Price.)

DELAYED PRICE :  (Also know as Deferred Price, No Price Established - ‘NPE’) An
unpriced grain trade in which title passes upon delivery, but neither the basis nor a futures price is
set.  The seller has the right to price later, at the price in a specified local market at that time, less
service charges (if any).  (Usually used as a substitute for storage.)

DERIVATIVES :  Any financial instrument whose value is derived from, or based on, the
value of another asset, instrument, or commodity.  (E.g., corn futures are actually a derivative; their
value is based on the value of cash corn in Chicago.  “Swaps” are also derivatives.)

EXERCISE:  To invoke the rights of a long option position to take a futures position.

EXERCISE PRICE :  The price level of the futures contract that will result if an option is
exercised.

EXERCISE VALUE :  The amount of immediate potential gain if an option owner exercises an
option into a futures position at the option’s strike price.  (E.g., “I own a Dec 2.60 call, and Dec
futures closed today at $2.83.  That call has 23¢ of exercise value, but the total option premium is
28¢.”)
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EXTRINSIC VALUE :  (Also known as “time value”.)  That part of any option premium that
is not exercise value.  (E.g., “The Dec $2.80 call closed today at 18¢; 12¢ was exercise value, so
its extrinsic value is 6¢/bu.”)

FIRST NOTICE DAY :  The first day on which a notice of intent to deliver a commodity to
fulfill a (short) futures contract can be made by the clearinghouse to a buyer (long).  Sellers
(shorts) can first give notice of intent to deliver to the clearing corporation on the day before First
Notice Day.  These notices are then processed overnight, and passed on FND to the oldest longs
in the nearby futures month.  First notice day in grain and soybean futures is the last business day
of the month preceding a futures delivery month (e.g., first notice day for December corn is the last
business day of November).

FORWARD CONTRACT :  A cash grain contract calling for shipment in the future. Used
often to refer to purchases from farmers.  Some farmers make it a practice to forward contract a
portion of their production at planting time.

FULL CARRY  (delivery markets):  A futures market where the price difference between
delivery months reflects the total costs of interest, insurance, and storage.  The amount by which a
deferred futures month must trade over a nearby month to make it economically feasible to take
delivery via the nearby contract, hold the grain, and deliver against the deferred. (E.g., “If storage
in Chicago is 4.5 cents per month and interest costs 3 cents per month, full carry between the
December and March corn futures is around 22 1/2 cents.”)

FUTURES CONTRACT :  An agreement to purchase or sell a commodity for delivery in the
future: (1) at a price that is determined at initiation of the contract; (2) which obligates each party
to the contract to fulfill the contract at the specified price; (3) which is used to assume or shift
price risk; and (4) which may be satisfied by delivery or offset.

FUTURES ONLY :  Cash market forward contracts whereby the futures price level is fixed,
but the basis is not.  See also “Hedge to Arrive.”

HEDGE:  A transaction intended to reduce risk.  Often refers to taking a futures position that
is equal and opposite from one’s position in the cash market.

HEDGE(D) TO ARRIVE :  Cash market forward contracts in which the futures price has
been fixed in the contract, but not the basis.  Therefore the final cash price is not fixed until a later
point in time.  See also “Futures Only.”

HORIZONTAL SPREAD :  In options trading, a spread between options of the same class
(e.g., calls) but with a different expiration.  Sometimes referred to as a calendar spread.  (E.g.,
long May $6.00 Puts and short July $6.00 Puts is a horizontal spread.)  Strike prices may be the
same or different.

IN THE MONEY :  An option with exercise value (e.g., a call at $2.00 is “in the money” $.50
if the futures market is trading at $2.50).

INTRINSIC VALUE :  The amount by which an option is in the money.
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INVERSE:  A market in which nearby values are higher than deferred ones.  Can refer to
basis, futures, freight, and futures spreads.  Also “inverted.”

LIEN :  A security interest used to secure a debt.  In grain, a bank may take a lien on a growing
crop (thus, a crop lien) to secure a loan to the grower.

MARGINS  (futures):  An amount of money deposited by both buyers and sellers of futures
contracts and by sellers of options contracts to ensure performance on the terms of the contract.  In
futures trading, there are two kinds of margins: initial margin and variation (maintenance) margin.
Initial margin is the “good faith” margin deposited when a trade is made, and variation margin
reflects the day to day changes in price.

MARK TO THE MARKET :  To determine the immediate market value of all assets and
liabilities.  All futures markets use “mark to the market” to determine the daily gains or losses on
open futures and options positions for variation margin purposes.  Daily “mark to market” collec-
tion and payout in futures protects buyers and sellers against default.  Also, one method commonly
used in cash grain accounting.

MINIMUM PRICE  (CONTRACT)  - (Also MPC’s):  A cash grain contract in which the
buyer agrees to set a price floor but no ceiling.  The buyer uses options to offset the risk.  MPC’s
are popular as a way for farmers to sell cash grain, yet retain a chance for higher prices.

NET POSITION :  The amount by which purchases exceed sales (net long) or sales exceed
purchases (net short).  Should specify whether it refers to a flat price position, a basis position,
etc.  When referring to basis positions, usually broken down by time periods (e.g., “Our net basis
position for this fall is long 1/2 million”).

NO PRICE ESTABLISHED (NPE) :  A cash market contract type, similar to Delayed Price.

OPTIONS:  Contracts that give the buyer the right, but not the obligation, to (1) buy a com-
modity or futures contract, or (2) sell a commodity or futures contract.  The right to buy a commod-
ity is a CALL; the right to sell a commodity is a PUT.  Options are traded based on some pre-
determined price (strike price), for a fixed period of time.  Still used by some to incorrectly refer
to the futures contract itself.

OUT OF CONTRACT :  A buyer or seller who has not fulfilled contractual obligations.  A
shipment that does not meet the contract specification.

OUT OF POSITION :  A hedger who has failed to hedge all or part of his/her priced cash
grain position with futures and is exposed to market risks associated with changes in futures
prices.  To be net long or short by more than a designated tolerance, often 2500 bushels or less at
the country elevator level.

OUT OF THE MONEY :  An option whose strike price is away from the current market price
and that has no exercise value (e.g., an option to sell at $2.20 is “out of the money” if the market is
at $2.34).
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POSITION REPORT:  A report for management, the purpose of which is to provide informa-
tion on the company’s exposure to price and basis risks.

POSITIVE  (basis):  A basis that is greater than zero (e.g., the local soybean processor is
bidding $6.10, and futures closed at $6.05, the basis is +5).

PREMIUM  (options):  The price or cost of an option.

PRICE RISK :  Risk associated with possible changes in prices, usually futures prices as
opposed to basis risk.

PUT:  An option giving the buyer the right to sell futures at a specified price (strike price) for a
specified time.

ROLL :  To move a cash grain or futures position into a different (usually more deferred) time
slot by simultaneously buying one futures month and selling another.

SELL OUT :  An actual sale of grain of like kind and quantity on the open market, or to estab-
lish a fair market value on unshipped grain.  Used to determine market value and assess damages
due to a buyer’s failure to perform on a contract.  A trade made by a seller for the account of a
buyer who has failed to provide billing on a shipment. (Reference NGFA Grain Trade Rule 13.)

SPREAD:  The difference between two futures prices.  Spreads may be intercommodity (e.g.,
corn vs. wheat) or time-related (e.g., March vs. May corn).  When used as a verb, “to spread”
means to buy one futures month and simultaneously sell another.

STRIKE PRICE :  The exercise price of an option.  The price at which the rights of an option
can be exercised into a futures contract.  (E.g., a Dec $2.40 call has a $2.40 strike price.  You can
buy futures at $2.40 if you want to exercise the call.)

SYNTHETICS :  Options and futures can be combined to form other net options or equivalent
futures positions.  These combinations are called synthetics.  This is also useful when futures are
limit up or down and cannot be traded.  (E.g., long a call and short a put is a synthetic long futures
contract.)

TARGET PRICE  (cash market):  A type of cash contract in which the seller agrees to sell
grain (and the buyer agrees to buy grain) at a specified price that is higher than the current price.
Also refers to the desired selling price.  Often called a “firm offer” when it involves a producer
selling to a country elevator.  No commitment to deliver exists unless the target price is reached.
No correlation to now-obsolete USDA term “TARGET PRICE.”

TIME DECAY :  The decline in the “time value” portion of any option’s premium over time.
This assumes the underlying futures price (and market volatility) remain constant.  Time decay is
greatest in the latter stages of an option’s life, gaining momentum especially in the final weeks
before expiration.
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TIME VALUE :  (Also known as “extrinsic” value.)  That part of any option premium that is
not immediate exercise value.  (E.g., “Dec futures closed today at $2.92.  The Dec $2.80 call
closed at 18¢; 12¢ was exercise value, so its time value is 6¢/bu.”)

TRADE OPTIONS :  Cash market options on the physical commodity, as opposed to ex-
change-traded options on futures.  Trade options are currently banned in agricultural commodities
(as of April 1996) under federal law, but are legal in certain other commodities.

VERTICAL SPREAD :  In options, to be long at one strike price and short at another (e.g.,
“I’m long 10 Dec $2.80 corn calls and short 10 Dec $3.20 corn calls”).

VOLATILITY :  Generally, the degree of price change in a market.  In options trading, refers
to a specific measurement of past (historic volatility) or future (implied volatility) price move-
ment.

WRITE :  To sell options as an initial position.  Writing options is comparable in concept to
selling insurance coverage.  Selling options to liquidate an existing long option position is not the
same as writing options.


