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Hedging with Futures

Hedging can be performed by using different derivatives. The first method is by using hedging with futures. Both
producers and end-users can use futures to protect themselves against adverse price movements. They offset their
price risk by obtaining a futures contract on a futures exchange, hereby securing themselves of a pre-determined price
for their product. An important factor in determining the eventual price, is the basis. The basis is calculated by
deducting the futures price form the spot price. By successfully predicting the basis of a commodity, the eventual price
of a commodity can be calculated at the moment the hedge is placed. Hedging with futures can be done by long
hedging or short hedging.

Long hedging

End-users take a long position when they are hedging their price risks. By buying a futures contract, they agree to buy a
commodity at some point in the future. These contracts are rarely executed, but are mostly offset before their maturity
date. Offsetting a position is done by obtaining an equal opposite on the futures market on your current futures position.
The profit or loss made on this transaction is then settled with the spot price, where the producer will buy his
commodity.

A producer expects to need a wheat delivery in March. In October he purchases an April Wheat contract to cover his
price risk on the spot market in March, when he plans to buy the wheat. He predicts the basis to be — $ 0,30 which
means the April futures price will be 30 cents higher than the March cash price. the producer can now calculate the
expected purchase price for the commodity, using the following formula:

Futures price — Basis + broker commission = Net Purchasing price

The following calculation gives a view of the realization of the purchasing price:
$350-%$0,30+$0,01=321

Date Futures market Spot Market Basis

March Bought October $ 3,50

Sold March $ 4,60

Futures profit $ 1,10

Broker Commission -$0,01

Net Futures profit $ 1,09 Buys wheat on spot market

Spot Price $ 4,30



Futures profit — $1,09
Net purchasing price $ 3,21
-$0,30

This demonstrates the effect of successful hedging. Should the producer have decided not to hedge he would have been
forced to pay the spot price of $ 4,30, instead he can purchase the commodity for $ 3,21.

Short hedging

Producers of commodities take a short position when hedging their price risks. They sell their product using a futures
contract, for a delivery somewhere later in the future. They hedge their price risk similar to long hedgers. They sell a
futures contract, which they offset come the maturity date by buying a equal futures contract. The profit or loss made
by offsetting the position is then settled with the price obtained at the spot market. This will be the actual price the
producer has obtained for selling their product. Just like a long hedge, the prediction of the basis is a crucial factor for
determining the price a producer will receive before hedging the commodity. This price can be calculated using the
following formula:

Futures price + basis — broker commission = net selling price.
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