Risk Management and the Futures Market

Types of Market Risk

1. Risk management in the ownership of goods

· Product destruction: 

· Product destruction from natural hazards, such as fire, wind, pests, spoilage, and so on

· Firms may also transfer this risk to an insurance company for a fee

· Product deterioration in value:

· Quality deterioration 

· Price variations due to changing consumer preferences, changes in supply situation or changes in general business conditions

· Food preferences usually change much more slowly over a longer period of time

· Many devices are used either to minimize this risk or to shift it from one person or firm to another

· Much of the risk may stem form lack of knowledge

· The efforts toward vertical integration of the marketing channel also attempt to reduce or transfer risk

· Products are often sold ‘in advance’

The Future Markets
· The future price is today’s price for products to be delivered in the future

· It is a unique risk-management and profit tool for farmers 

· The Futures Contract
· The future contracts that are traded on commodity exchanges are promises to deliver or accept delivery of a specific commodity at a specified time in the future

· No physical commodity changes hands when the contract is traded and priced

· Payment for delivery of the commodity is at the price determined when the original trade was made

· Thus a seller of a futures contract guarantees delivery of the commodity at the price agreed upon when the contract is traded, and the buyer is assured of receiving the commodity in the specified month at this price

Trading and Pricing of Futures Contracts

· There are two kinds of future market traders

· Speculators – speculators are traders who attempt to anticipate and profit from futures price movements

· Hedgers – hedgers also attempt to profit form anticipated price change, but they usually  can take or make delivery of the commodity at contract maturity

· Some specialized terms and names have evolved in futures trading

Sellers of a contract are said to be in a short position-they owe the commodity. 

A buyer of a contract is said to be long – and is committed to take delivery of the product

Bulls are traders who feel prices will rise, so they “go long” (buy futures).

Bears feel prices will fall, so they “go short” (sell futures)

It takes a bull and a bear to make a transaction

· Hedging and Risk Management

· A hedge implies a protective mechanism

· It involves the temporary substitution of a future market transaction for a cash transaction

· The mechanics of a hedge consist of making equal and opposite transactions on the cash and futures markets in order to protect the firm against adverse cash price movements

The Hypothetical Perfect Hedge

· The process of hedging can be explained by the operations of the owner of a grain elevator

· The elevator owner is long in the cash market when it originally purchases the grain form farmers

	· To protect against the price risk, the owner could hedge as follows

Date 
	Cash market
	Futures market
	Basis 


	March 19
	Buy 100,000 kg.

@ tk. 2.00
	Sell 100,000 kg.

@ tk. 2.50 
	Tk. 0.50


	March 25
	Sell 100,000 kg.

@ tk. 1.90
	Buy 100,000 kg.

@ tk. 2.40
	Tk. 0.50


	Gain or loss
	Tk. - 0.10
	Tk. +0.10
	


	
	  March 25 cash price = tk. 1.90

             + futures gain = 0.10

                 total return = 2.00

    - original cash cost = 2.00

       - net profit or loss = 0



· When cash grain was purchased, futures were sold to “set” the hedge

· When the cash grain was sold, the contracts were purchased back

· This illustrates the perfect hedge, where the gain in one market exactly offsets the loss in the other

· There are two reasons why this hedge was effective-

· First, the cash and future price both declined 

· The second reason for the success of this perfect hedge was that the basis remained constant at 10 paisa on both days

· What if cash and futures prices had risen instead of falling?

· In that case the cash market gain would have been exactly offset by the futures market loss, if the basis has remained constant at fifty paisa

· Where does the hedger’s price protection come from?

The answer is that another hedger or more probably a speculator bought from the elevator owner the 100,000 kg of corn contracts on March 19 for tk. 2.50/kg, and still another futures trader sold corn contracts back to the elevator at tk. 2.10 on March 25. The futures market provides the hedger with price when prices fall

The Storage Hedge

· The perfect hedge is no-profit situation and would be unattractive to most firms

· Businesses normally use the storage when commodities are to be held for a period  of time during which the basis is expected to narrow

· Suppose our elevator owner has storage costs of 35 paisa per kg from November to June, and fears that the seasonable cash price rise may be less than this
	· A storage hedge would work as follows

Date 
	Cash market
	Futures market
	Basis 


	November 1
	Buy corn @ tk. 2.00/kg and store for spring sale
	Sell July corn contract @ tk. 2.50
	Tk. 0.50


	June 1
	Sell corn @ tk. 2.30 / kg
	Buy July corn contract @ tk. 2.40
	Tk. 0.10


	Gain or loss
	Tk. +0.30
	Tk. +0.10
	Tk. +0.40


	
	  June 1 cash price = tk. 2.30

             + futures gain = 0.10

                 total return = tk. 2.40

    - original cash cost = 2.00

      return to storage = Tk. 0.40



· Without this storage hedge, the elevator would receive tk. 2.30/kg for grain in June – a 5 paisa loss on storage operations

· The hedge allows the elevator owner to realize a 40 paisa gain to storage
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