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settlement feature and proposes a hypothetical transaction consisting of buying the spot
instrument and hedging its future delivery by selling a futures contract. Consider the
following strategy:

Time t

Buy a Eurodollar time deposit that pays $1 at time T + 90 by investing
B(t,T+90)
Sell a Eurodollar futures expiring at time T for price F(t.T)
Time T
The Eurodollar time deposit is worth
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The futures pri
F(T.T) = 1- L(T.T + 90)(90 / 360).

The payoff of the futures is F(t.T) — F(T,T) or
F(LT)-(1- L(T.T + 90)(90 /
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-free futures price, this transaction, which is typically called cash-
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To derive an arbitra

and-carry, must be risk-free. In this case, however, it is not. In simple terms, the
futures price and spot price do not converge. Moreover, there is no way to alter one’s
holdings of cither the Burodollar time deposit or Eurodollar futures to offset the risk.’
Hence, it is not possible to price the futures contract using this approach. If the
instrument were a forward contract, convergence would oceur and lead to the standard
cost of carry pricing formula. The convergence of futures and spot prices is a common
feature of most futures contracts and plays a critical role in the Cox, Ingersoll, and Ross
propositions.  The effect of this non-convergence of futures and spot prices is not

considered in the Meulbroek and Grinblatt-Jegadeesh tests.
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