Hedging Exercise

Corn Example:

· On January 8, 2007 December 2007 corn futures settled at $3.64.  

· The farmer has watched the local basis closely over the years and has observed that the historical basis is about $0.25 under the Dec futures in October.  This year he expects the basis to be $0.20 under the Dec futures in October, stronger than usual because of the added demand from new ethanol plants.
· On Jan 8th the decision is made to sell December corn futures @ $3.64 to price 5,000 bushels. Expect final price to be $3.44.
· On October 20th the corn is sold to the elevator for $3 and the futures position bought back at $3.20/bu.

	 
	Cash
	Futures
	Basis

	Jan 8, 2007
	Expect cash value to be $3.44/bu
	Sell 5,000 bu of Dec07 corn futures @ $3.64/bu
	Expect Basis to be 20 cents under futures???

	Oct 20, 2007
	Sell corn at elevator for $3.00/bu
	Buy back Dec futures @ $3.20/bu
	Basis is 20 cents under futures

	Summary
	Sold cash @ $3.00
	Gain in futures is +$0.44
	 


Final net price
(  $3.44

1a)  What will the farmer’s final net price be if:

· On January 8, 2007, sell December 2007 corn futures @ $3.64.  

· Expects the basis to be $0.20 under the Dec futures in October

· On October 20th the corn is sold to the elevator for $4
· On October 20th, the futures position bought back at $4.20/bu.

	 
	Cash
	Futures
	Basis

	Jan 8, 2007
	
	
	

	Oct 20, 2007
	
	
	

	Summary
	
	
	


Final net price
(  _______________

1b)  What will the farmer’s final net price be if:

· On January 8, 2007, sell December 2007 corn futures @ $3.64.  

· Expects the basis to be $0.20 under the Dec futures in October

· On October 20th the corn is sold to the elevator for $3
· On October 20th, the futures position bought back at $3.10/bu.
	 
	Cash
	Futures
	Basis

	Jan 8, 2007
	
	
	

	Oct 20, 2007
	
	
	

	Summary
	
	
	


Final net price
(  _______________

1c)  What will the farmer’s final net price be if:

· On January 8, 2007, sell December 2007 corn futures @ $3.64.  

· Expects the basis to be $0.20 under the Dec futures in October

· On October 20th the corn is sold to the elevator for $3
· On October 20th, the futures position bought back at $3.30/bu.

	 
	Cash
	Futures
	Basis

	Jan 8, 2007
	
	
	

	Oct 20, 2007
	
	
	

	Summary
	
	
	


Final net price
(  _______________

1d)  What are your conclusions?
When do you get the price you expect?

When don’t you get the price you expect?

What risk do you face when you hedge with futures?

2)  Consider an old crop storage hedge.  On January 8, 2007 nearby March07 futures are $3.64 and basis is .15 under.

· On January 8, 2007, sell July 2007 corn futures @ $3.80.  

· Expects the basis to be $0.05 under the July futures in June

· On June 6th the corn is sold to the elevator for $4

· On June 6th, the futures position bought back at $4.05/bu.

	 
	Cash
	Futures
	Basis

	Jan 8, 2007
	
	
	

	June 6, 2007
	
	
	

	Summary
	
	
	


Gross Return to Storage(  _______________

(Hint: Cash price in June-Cash price in March)

Basis Exercise
Contact your local elevator and find out what their forward bids are (if they have them).  Also look up the futures price—closing price is best.  Remember that Basis=Cash-Futures

What is your Basis for corn?

	Cash
	Futures
	Basis

	Today’s price
	
	March07
	
	

	Feb price
	
	March07
	
	

	April price
	
	May07
	
	

	June price
	
	July07
	
	

	August price
	
	Sept07
	
	

	Fall bid
	
	Dec07
	
	


What is your Basis for soybeans?

	Cash
	Futures
	Basis

	Today’s price
	
	March07
	
	

	Feb price
	
	March07
	
	

	April price
	
	May07
	
	

	June price
	
	July07
	
	

	August price
	
	Sept07
	
	

	Fall bid
	
	Nov07
	
	


