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Answers to Problem Set 2.5

Suppose you enter into a short silver futures contract with May 2008 delivery. The futures price is
$4.64/ounce. The size of the contract is 5,000 ounces. The initial margin is $1500 and the maintenance
margin is $1000. What change in the futures price will lead to a margin call?

You will get a margin call if you lose more the $500. A short position loses money when prices rise.
(4.64 - F)*(5000) = -$500 ===> F=%$4.74

If prices rise by $.10, you will get a margin call.

2. Suppose the risk free rate is 4% per and the current value of silver is $16.70 per ounce.
What is the six month futures price?

F.r =$16.70*(1.04)° = $17.03

Suppose the observed futures price was $17.50. How could you earn an arbitrage profit? Be
explicit about the positions you would take and show the cash flows associated with those positions (i.e.
initially and when you close out the positions).

Today | Delivery
Sell the Future 17.50
Buy the Spot -16.70 | Deliver silver to cover short future
Borrow +16.70 | -16.70%(1.04)°=-17.03
Total 0 47

3. Suppose that you own a chain of movie theatres which are heated using natural gas. If you want to
hedge the cost of natural gas, would you go long or short a future. Are there any risks associated with
this hedge?

You are buying natural gas so your profits are lower when prices rise. This implies that your
exposure is “short” hence you should go long a natural gas future.

If you purchase the future over-the-counter there are credit risk problems
If you purchase the future on an exchange, there can be problems with margin calls






