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Dear Ag Industry Associate,
With the season finally turning over to spring, it is pretty safe to say that most
everyone is ready to put the memory of this winter behind us. Fortunately, we have
seen new “green shoots” for profitability in the dairy and hog industries with improving margins of late. The latest Margin Watch reports discuss the impact of USDA’s
Quarterly Hogs & Pigs report on forward profit margins along with how dairy
producers are also able to capture favorable forward margins all the way into the
first quarter of 2016.
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In addition to this month’s regular Margin Watch columns, our featured article
focuses on another seasonal topic as we move into spring. In “Margin Management and Seasonality Revisited,” we discuss implied volatility and how this relates
to an option’s premium. The implied volatility of an option is an important component to its price and something a producer should consider when evaluating
flexible strategy alternatives. Looking at the December Corn market specifically,
we explore the current level of implied volatility from a historical and seasonal
context. Being more informed on this important dimension of option pricing can
help you make better margin management decisions when executing strategies to
protect your forward revenue and input costs.
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Futures and options trading involves the risk of loss.

Exploring the Margin Approach

Margin Management and
Seasonality Revisited
Last year around this time, we wrote an article on margin management and seasonality. While snow on the ground in
Chicago and a wind chill in the teens this morning doesn’t sound very much like spring, that season did in fact start last week
and thoughts are quickly moving past winter as we begin the second quarter on April 1. In our article last year, we focused on
the fact that agricultural commodities exhibit seasonal tendencies around production cycles which impact profit margins across
different crop and livestock industries. This year, I would like to refine that discussion a little more to focus on seasonality as
it relates to margin strategies and specifically option pricing. Our previous article mentioned that as we move into the spring
through the summer months, there is increased uncertainty surrounding feed crops such as corn and soybeans due to weather
considerations. We observed that this typically would be a time of year when a producer may prefer to have a more flexible
position to protect their risk. Given that prices could potentially move a large degree in either direction depending on how
conditions develop, a flexible strategy would allow a producer the peace of mind knowing that their risk was protected while at
the same time preserving opportunity for better margins to be realized.
This is where I would like to refine the discussion further as not all flexible strategies are the same. A big part of an
option’s premium has to do with what is called implied volatility, and this is something that a producer should evaluate in the
decision making process when considering strategy alternatives. Implied volatility has to do with the market’s consensus of
how volatile the underlying market is perceived to be. During a period where the underlying market has been quiet and the
price range has been relatively small, implied volatility on that market’s options tends to be low. Conversely, if the market has
been more choppy or fluctuated over a wider price range, the implied volatility of the options is typically high. As a general
note, higher implied volatility will increase the time value portion of an option’s premium and thus make it more expensive.
Likewise, lower implied volatility will reduce the time value portion of the option’s premium and therefore make it cheaper.
Traders look at implied volatility as an objective measure of an option’s cost. Because the premium of an option is
influenced by many factors including how much time remains to expiration, the price level at which the commodity is trading
at, intrinsic value, interest rates, etc., implied volatility is a means of putting the nominal premium of an option into a context
where it can be compared. Taking corn as an example, the December futures contract is currently trading at a price of about
$4.10/bushel. The market has been relatively quiet over the past several months, with a price range of approximately 50 cents
between $3.90 on the low end and $4.40 on the high end. After making a low of around $3.65 last fall on October 1st, the
market has recovered but struggled to build on that strength, leading to sideways trade. With a large crop last fall and growing
stocks, the upside has been limited. At the same time, uncertainty over new-crop acreage and weather for the upcoming
season has provided support.
The implied volatility of December Corn options is currently trading around 26%. This is measured by taking the average implied volatility of both the at-the-money put and call, currently at the 410 strike price. The implied volatility of an option’s
premium is part of the dynamic price discovery process of the futures market, and this value is fluctuating on a daily basis. We
can measure the change in implied volatility and plot it on a graph to see whether it has been rising or falling over time. The
chart below displays the past 60 days of history for implied volatility of at-the-money December Corn options. What you will
notice is that the implied volatility has been rising from a low of around 23% back in late January to the 26% where it exists
today.
Beyond a recent period of time, implied volatility can also be measured in a longer-term context across different
marketing years to see how the current level compares to past years. Over the past 10 years, December implied volatility has
ranged from a low of around 16% to a high near 76% during 2008, although generally it has ranged between 20%-40%. A
current implied volatility of around 26% is therefore basically mid-range with what we have historically observed. Another
feature of implied volatility is that it displays seasonal tendencies, meaning that there are certain times of the year when it
tends to increase and other times of year when it tends to decrease. For December Corn, we are moving into a time of year
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when implied volatility seasonally increases going into summer. This makes sense given that the greatest period of uncertainty
for the crop is still in front of us. The implied volatility of December Corn options tends to peak around late July and then decline
heading into the fall. This also makes sense as it occurs right after pollination of the crop when more is known about production
potential and final acreage has been determined by USDA.
In addition to measuring implied volatility from a historical and seasonal context, it is also important to understand
volatility skews. While we have been discussing the implied volatility of at-the-money options, the fact is that each strike price
trades at its own unique implied volatility. This basically means that besides a general consensus of how volatile an underlying
market may be as we go through time, there is also a dimension to the price discovery dynamic that factors in a likely direction
to that volatility. As an example, strike prices above the current market price may be trading at higher implied volatilities than
strike prices below the market which would suggest an upward bias or skew. Similarly, strike prices below the market may be
trading at higher implied volatilities suggesting a downward bias to price. Below is a chart of the volatility skew for December
Corn. You will notice that there is an upside skew, with the implied volatility at the $4.70 strike price trading at 28% while the
implied volatility of the $3.60 strike price is trading at around 24%. It makes sense that there may be more fear of upside price
risk at this juncture given concerns over spring weather which may potentially reduce the acreage base along with uncertain
conditions over the summer that could negatively impact yield.
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Putting it all together, it is possible to make a more informed decision on managing corn prices as it relates to an overall profit
margin. With an average level of implied volatility from a historical standpoint and an upside skew, it may make sense to simply
own an option outright in order to manage the risk of rising or falling corn prices as we head through the spring and summer
months. How to offset this cost over time will then become a matter of how volatility changes over the next few months.
Perhaps it would make sense at some point to limit the upside by either capping our protection to higher prices as a user of
corn, or taking on the obligation of a sale as a corn producer. In a similar way, it might also make sense to limit the downside
by taking on a purchase obligation as an end user, or limiting our range of protection to lower prices as a corn producer. Monitoring implied volatility can be a powerful guide to managing positions more effectively in a comprehensive margin management
plan.
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Hog Margin Watch: March
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Dairy Margin Watch: March
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Beef Margin Watch: March
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HOG MARGIN SEMINAR
July 22 -23

Reserve your place early. This
highly popular seminar is likely
to be filled quickly!
(866) 299-9333
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Corn Margin Watch: March
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2015 Educational Program Schedule

Margin Management for Ag Lenders
Apr 22-23

Commodity Price Management
May 13-14

Crop Margin Management
Jul 8-9

Hog Margin Management
Jul 22-23

Dairy Margin Management
Aug 5-6

Margin Management for Ag Lenders
Oct 21-22

Beef Margin Management
Nov 11-12

Dairy Margin Managment
Nov 18-19

Hog Margin Management
Dec 9-10

Crop Margin Management
Dec 16-17

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