Hedging simply involves
HEDGING substituting a position in the
futures market today for a position
you expect to take in the cash
market at some later date.

Hedging If you.want to sell grain-at some

(13 2 v i |
i 2 AR, 2 ER 2 AR 2 a later date, you ean “loek in” the

¢ Elmminates price risk * ¢ You still have basis final sales price by selling a
S TRl 5K futures contract with a delivery

delivery ¢ Contracts are lumpy :
* Allows for pricing any- “" Margin calls can.result date JUSt after the eXpeCted cash

time during the in‘negafive cash flow sale today ( g0 short the futures
marketingzyear. before the cash erop is

sold market).

Assume-it is currently May 15, and you decide to Solk Eedaat i

price corn for November delivery using a hedge. € cdge bLxample

The first step/is to sell a December corn futures May 15 Novembet 15

contract, This is the first contract to expire after * Sell 1 Dec futures corn «Buy 1 Dec futures corn

the-expected-cash delivety date. CEontr"‘tCtd%‘l $2'65t";” : contract @ $1.95
; et * Expected harvest basis~ ', g,
The expected Net Selling Price is calculated as: po e Sell cash com @ $1,60
: : (basis.is as expected)
' Expected net selling price

in.November $2.29/bu
Futures Selling Price Net Price:
+ Expected Basis $2.65 futures price $1.65 cash sale
- Futures Brokers Commission +(-0.35)  basis + 3070 futures profit

5 (sold at $2.65,
k) bmkcr. ¥ botight at $1,95)
commission

-+80.01 broker’s.commission

Expected Net Selling Price o .
$2.29 Net Price = $2.29




The only thing that will make the actually
realized.price from-a hedge different from the

expected net selling. price is a.different basis (e Propefite Iriﬁaln/:g:;m et Aot Eore|
than-expected. om0

17-Jan $250 Sell Juy com Deposit $500 $500
* A weaker than expected basis results ina oo o
realizedprice lessithan the expected net 2 25 Mg Gal S0 g
selling price o ®® Mncd £00 800
* A stronger than-expected-basis results in a P vl 0
realized price higher than the expected net B ot 360 %0
selling price i o By iy com oy

Assume-itis currently November 15, and'you
decide to price.corn for April delivery using.a
hedge. The first step is to buy a May corn futures
contract, This is the first contract to expire after
the-expected-cash purchase date:

The expected Net Purchase Price is calculated

Buy Hedge Example

Nov 15 April 15
* Buy | May futur r Sell 1. May futures.corn
contract ( ‘ contraet @, $3.65

* - Expected-ba Buy cash corn @ $3.50

¢ _Expected net purchase (basis:is as expected)
price in November
51/bu
Net Price:
$3.50 cash purchase
- $1:00 futures profit
(bough
sold at $3.65)

Futures Purchase Price
+ Expected Basis
+ Futures Brokers Commission:

$2.65 futures price
+(=0.15)  basis
s ! broker
e +.--80.01 broker mmission

pected Neét Purchase Price :
$2.51 Net Price = $2.51

The only thing that will make the actually

Table 1. Account Mai 3 . . ~ oo B
R realized price from-a hedge different from the

Date Price per Bushel Action Mergin Action  Acoount Balance . . . o .
Tifa mergin = $500 expected net selling price is a.different basis
Maintenance margin = $350
than-expected.
17-Jan $2.50 Buy July com Deposit $500 $500
18-Jan $2.48 $400 - .
fodn 246 _ $30 * A weaker than expected basis results ina
Margin Call $200 $500 L i
v 247 8550 realized price lessithan the expected net
21-Jan $2.40 $200
Mergin Call $300 $500 S 1
94 dn oo putchase price
25-Jar $245 $750 : 5
Xm0 5960 * A stronger thanexpected-basis results in a
Withdraw  $450 $500 . . .
2 261 5600 realized price higher than the expected net
28-Jan $2.55 Sell July com $800

purchase price




