Homework 7
First, decide if this common risk management advice makes sense for an Iowa corn farmer. Plant your crop and watch the futures/forward market. When you see a price you like, sell your expected production.

1. Begin with two 0,1 normal draws

2. Impose negative correlation using the following transformation C=(L*A1+(1+L)B1)/SQRT(L^2+(1+L)^2) use a value of L =-.7 to reflect the strong negative relationship between yields and prices in Iowa.

3. Turn the first draw and the correlated draw into probabilities.

4. Use the first set of draws to generate a price distribution LOGINV(D1,ln(2.4),0.2) Do not bother trying to calibrate to get an exact price distribution.

5. Use the correlated deviates to generate a yield distribution BETAINV(E1,7,3,6,180)

6. Generate the revenue distribution revenue = F1*H1

7. Add to this revenue distribution the payout from a forward or futures contract. =revenue + (mean price-draw price)*average yield

8. Make histograms of un-hedged and hedged revenue, Use a bin range from 0 to 500 in five unit increments. Now what is your answer to the question posed in the introduction? Can you figure out why your original intuition was wrong? As you can see the spreadsheet gives you the equivalent of thousands of years of hard-earned experience!

9. How much should you charge this person for 85% revenue insurance?

10. Compare the per acre cost of revenue insurance with the per acre cost of price and yield insurance.

