FOOD INDUSTRY SUPPLY AND LOGISTICS
ISQA 458/558

CBOT Hedger’s Self-Study Guide


· < 2% of futures contracts result in deliveries.
· When hedging, you use the futures contract month closest to the time just after you plan to purchase or sell the physical commodity.
· Long hedgers gain from weakening basis. Example: buyer
· Short hedgers gain from strengthening basis. Example: seller
	May
	Cash soybeans are 

$6.00/bu
	Sell Nov soybean

futures at $6.00/bu
	This is a short hedge, because you sell futures. You are long in cash position.

	Oct
	Sell cash soybeans

At $5.00/bu
	Buy Nov soybean

Futures at $5.00/bu
	

	Change
	$1.00/bu loss
	$1.00/bu gain
	

	Sell cash soybeans at 
	  $5.00/bu

	Gain on futures position
	+$1.00/bu

	Net selling price
	  $6.00/bu



Quiz #1: See page 8 in book.

Quiz #2: See page 14 in book.

1. C – hedging possible because cash and futures generally move in parallel with each other.

2. A – to hedge against a price increase, you buy the futures. Gains in futures price will offset increase in cash price.

3. A – if crop is in field, you own the crop so you’re long.

4. C – basis = difference between local cash and futures price.

5. D – if you are buying crop, you want to buy futures. If you sell futures short, then increases in cash and futures prices would result in paying more for cash crop and a loss on the futures.

6. C - $2.35. Futures – basis (2.50 – 15). Selling futures hedges long cash position. 

7. A – Trick question. Increased transport costs would reduce net cash received on sale of crop thus lowering your net cash price in relationship to the futures price. 

8. D.

9. B. – If you buy the futures, you’ve entered into a long hedge. Your hope is that gains in the futures transaction will offset gains in the cash price you pay. If the supplier’s basis weakens, that means that the local cash price did not rise as much as the futures price.

10. A – Basis cannot be predicted exactly due to many variables.

11. A. Similar to problem #9. Assuming that the futures price is reasonable, you can lock in a component of the price by buying the futures. If the basis weakens from +5 to +2, you can reduce your net purchase price for the soybean oil versus the cash price on the date of the hedge.

12. B. Purchase price = futures + basis or 3.50 + .12.









Quiz  #3 – Page 20
 

Problem 1:

	
	Cash Market
	Futures Market
	Basis

	Dec
	Forward offer price is 

$2.80/bu
	Buy May corn 

futures at $2.75/bu
	+$ .05 May

	Apr
	Buy cash corn at $2.53/bu [May futures - $.05]
	Sell May corn

Futures at $2.58/bu
	-$ .05 May

	Change
	$ .27/bu gain
	$ .17/bu loss
	+$ .10

	Buy cash corn at 
	  $2.53/bu

	Loss on futures position
	-$ .17/bu

	Net purchase price
	  $ 2.70/bu


1B: $2.70. Even if futures price is $ .26/bu higher, the cash purchase price will rise a corresponding amount negating the profit on the futures transaction except for the $.10/bu gain due to weakened basis.

1C: $2.70. Ditto. 


Problem 2:

	
	Cash Market
	Futures Market
	Basis

	Dec
	Forward offer price is 

$2.80/bu
	Buy May corn 

futures at $2.75/bu
	+$ .05 May

	Apr
	Buy cash corn at $2.87/bu [May futures + $.07]
	Sell May corn

Futures at $2.80/bu
	+$ .07 May

	Change
	$ .07/bu loss
	$ . 05/bu gain
	 - $ .02

	Buy cash corn at 
	  $2.87/bu

	Gain on futures position
	-$ . 05/bu

	Net purchase price
	  $ 2.82/bu


Quiz #4: Page 20
Problem #1:

	
	Cash Market
	Futures Market
	Basis

	Jul
	Forward bid price is 

$6.30/bu
	Sell Nov soybean

futures at $6.55/bu
	-$ .25 Nov

	Apr
	Sell cash beans at $6.35/bu [Nov futures - $.20]
	Buy Nov soybean 

futures at $6.55/bu
	-$ .20  Nov

	Change
	$ .05/bu gain
	$ . 00/bu gain
	 - $ .05

	Sell cash soybeans at 
	  $ 6.35/bu

	Gain on futures position
	-$ . 00/bu

	Net sales price
	  $ 6.35/bu


Regardless of what happens with the futures price, the only impact on the effective selling price is the change of basis. In this example, the basis strengthened by $.05/bushel – which increases the effective selling price for the farmer.

Problem #2:

	
	Cash Market
	Futures Market
	Basis

	Jul
	Forward bid price is 

$6.30/bu
	Sell Nov soybean

futures at $6.55/bu
	-$ .25 Nov

	Apr
	Sell cash beans at $5.90/bu [Nov futures - $.0]
	Buy Nov soybean 

futures at $6.10/bu
	-$ .20  Nov

	Change
	$ .05/bu gain
	$ .45/bu gain
	 - $ .05

	Sell cash soybeans at 
	  $ 5.90/bu

	Gain on futures position
	-$ . 45/bu

	Net sales price
	  $ 6.35/bu


Quiz #5 (Page 26)

1. Intrinsic value (IV) = $.50 [underlying futures price – call strike price]

2. IV = 0. Strike price = underlying futures price.

3. IV = $.50 [futures price – call strike price]

4. IV = 0 since call strike price > underlying futures price. You have a right to purchase something at a price that exceeds its market value.

5. IV = $0 [Put strike price of $230 < underlying futures price of $250]

6. IV = $.40 [Put strike price of $3.60 > underlying futures price of $3.20]

7. IV = $.25 [$2.80 put strike - $2.55 futures price]

8. IV = 0 Put strike price < futures price.


Quiz #6 (Page 29)

1. TV = $.05 [Premium – IV = TV].  $.35 - .30 (3.00 – 2.70)

2. TV = $.0 [Premium of .03 – IV of .03] = TV.

3. TV = 0. No time value at expiration.

4. TV = $.10 [Premium of $.60 – IV of $.50 = TV]

5. TV = $.08 [Premium of $.38 – IV of .30 = TV]

6. TV is greatest when option is at-the-money

7. More. Usually TV is higher the further out to expiry.

8. Increase. As volatility goes up so does the time value.
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