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Topics

Spot and forward transactions
Futures contracts

Strategies that use futures
Futures pricing and arbitrage
Financiafutures and their uses

Trades: agreement and settlement

Parts of a trade
Agreement on terms
Settlement (delivery and payment)
Spot trade / Spot market
Settlement is immediate (or nearly immediate)
Forward trade
Settlement is deferred until some maturity date.
Terms of the trade are negotiated and customized.
Futures trade
Settlement is deferred until some maturity date.
Terms of trade are standardized and regulated.




Three ways of exchanging US$dor

A spot trade (Settlement is immediate.)
At the teller window of a bank, | buy 5@@t a price of $1.28 pex.
A forward trade (Settlement is deferred.)
I 02N1Jd yS3a20GAldiSa 6AGK G4KS oty
Agrees to purchase @437,000 at a price of $1.30 peffor settlement
on April 15.
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A futures trade (Settlement is deferred.)
The Chicago Mercantile Exchange lists standardized Euro futures
contracts
A contract calls for the delivery e125,000.
There are contracts that mature in December, March, June, and Septembe
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Futures contracts

Specify delivery of
a particular underlying
on a particular maturity date
Contracts are available on:
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US futures exchanges

The CME Group Inc. now owns the three main futures
exchanges.

/| KAOI 32 aSNDIyiMer& 09 EOKI v 3
Cattle, hogs, S&P Index Futures, Eurodollars, etc.

/| KAOF32 . 2FNR 2F ¢NI RS o/ .
Corn, wheat, oats, USBonds and Notes

Nymex(old New York Mercantile Exchange)
Metals, energy, cocoa, sugar

Trading
¢CNF RAGAZ2YLFHEf@ O2yRdzZOGSR o@
Shifting to electronic systems

TheNymexGold Contract

underlying commodity is gold
GX FLaaleAay3a y2a fSaa GKI
one bar or in three ondilogram bars, and bearing a
serial number and identifying stamp of a refiner )
F LILINRE OSR YR fAaUSR 060é U
size: 100 (troy) ounces
lozt°mdm G NBIdzZ | NE ol @2 A NH
price quotes are ®zt.
Gold (spotpP $760 (December 4, 2008)
The contract represents about $76,000 worth of gold.
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A Available maturities: Trading is conducted for delivery during
the current calendar month;
the next two calendar months;

any February, April, August, and October falling within-a 23
month period;

and any June and December falling within ané@nth period
beginning with the current month.

# Trading terminates at the close of business on the third to last
business day of the maturing delivery month

A Trading procedures
Open outcry trading from 8:20 AM until 1:30 PM.

Electronic trading via the CMHEHobe® trading platform from
6:00 PM Sundays through 5:15 PM Fridays

Price quotes from th&ymexwebsite

Gold

Futures iShares COMEX Gald Trust

I 12/4/2008 Session Overview

Last Open | Open | High Low Most Change
High Low Recent
Settle

Dec 2008 | V67.00|770.00|¥70.00 73040 |7¥61.70 | 768.80 | -1.80
Jan 2009 | ¥66.90 | 775.00 | ¥75.00 | ¥88.20 | ¥62.30 | ¥69.20 | -2.30
Feb 2009 | V67.60|764.50 | ¥64.50 | 790.00 | ¥63.00 | 77050 |-2.90
April 2009 | 768.00 | 777.70 | ¥77.70 | 789.00 | 765.00 | 771.80 | -3.80
June 2008 | Y7220 | 779.00 | ¥79.00 | ¥91.00 | ¥66.20 | ¥73.30 | -1.10
Aug 2009 | ¥85.20 | VY370 | V7370 | ¥86.60 | ¥68.00 | ¥¥5.00 | +10.20




A hypothetical transaction
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He agrees to pay $ take delivery of gold at maturity.

He makes no payment (aside from a small margin deposit
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She is agreeing to make delivery of gold (and receive $)
For every long position there is a short position.

Zero net supply (like options)

# long positions = # short positions = open interest

Profits and losses (if delivery is actually made)

Alan: Profit to long side (pezt)
6aL2aG LINAOS 2F 3FI2fR G YI
At maturity

If gold spot is $770, | make $2t. (total of $200)
If gold spot is $750, | lose $18L. (total of $1,800)

Beth: Profit to short side (peszt)
Ptcy b 06alLldi LINROS 2F 3I2f R
Gains and losses over long and short positions net to zero.

Long side cannot decide to refuse payment and delivery if
this would lead to a loss.

Futures are not options.




Futures vs. options

Profit Profit

’
,
T P; > P,
F F\ _____ ’

A. Long futures profit = P, - F, B. Short futures profit = F,- P, C. Buy a call option

FIGURE 22.2 Profits to buyers and sellers of futures and options contracts

Credit risk: Why does it arise?

Futures have deferred settlement.
At settlement, one side will have a loss.

When he enters into the gold contract long, how does
Alan know that if the price of gold goes up, Beth will
deliver the gold?

When she enters into the contract short, how does Beth
know that if the price of gold goes down, Alan will
actually pay the agreed upon price and take delivery?




Tools for managing credit risk in futures market

i Theclearing house
A Margin deposits
A Marking to market (daily resettlement)

Managing credit risk: The clearing corporation

The clearingorporation becomes an intermediary in the
deal, immediately after the price is agreed:

At time of trade:
Negotiate price
Long side Short side

Clearing
Corporation

The clearing corporation is the counterparty to both the
buyer and the seller.




Managing credit risk: Margin

Alan and Betliboth have to post margin.

As of December 4, 2008, the initial margin on emex
gold contract is $5,808 per contract

It might be(slightly) less$f our position is partially
hedged

The maintenance margin is $4,302 per contract.

The Exchange sets the margin taking into account mark
conditions (like volatility).

The Exchange can change the margin at any time.

Managing credit risk: Marking to market

alNJAy3 (2 YIEN]JSGO O0GRIAf @
accounting procedure that forces both sides of the
contract to take their profits/losses on a daily basis.
¢KAd LINB@Syida I NBS dzyNBI
arising.




Example

At 10 am on Dec. 4, 2008,

Alan takes a long position in the April 2009 gold
contract at a price of $768.

Beth takes the shompostion
Both Alan and Beth post $5,808 margin.

Suppose that at the end of the day, the contract is
trading at $760

SGK KFa | aLI LISNE LINRPFAI
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Markingto-Y' I NJ S O2y @SNIia (K
losses into real P&L

Pynn Aada Y2@SR FTNRBY ! flyQa v
account.
The price of their contract is reset from 768 to 760.
If on the next day, the contract ends trading at 763,
'ty KF&a I 6Tco b Tcnl0 E W
Ponn Ad Y2OSR FNRY . SiKQa
The contract isepricedat 763.
On each day
Profits and losses are realized in cash.
Repricingt NS & dF NIla¢g GKS O2yiNFQ
determining subsequent P&L.
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Maintenance margin

The maintenance margin on the gold contract is $4,302

Suppose that at the end of trading on Dec. 4, the
contract price is 750.

rflly Kra | f2aa 2F 6tcy b
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This is below the maintenance margin.
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Closing out a position early

Most contracts do not ultimately end up with a delivery of
the underlying.

Alan can get out early by going short an April 2009 contract.
This short position offsets his original long position.

Beth can take a long position (offsetting her original short)

. SOK YR 'ty R2y Qi KIF @S G2
Recall that the counterparty is the clearing house.

Alan can take his short position agaiastyonewho wants
to take a long position.




The settlement price

The endof-day price used to mark positions to market is
OFrfft SR GKS aaSaidtSYSyid LN
For an activelraded contract, it is usually the same as
(or very close to) the last trade price.

C2NJ I O2yUNY OO0 GKIO RARYQ
set by a committee (taking into account trade prices in
active contracts).

Problem: The Kryptonite contract

Underlying is 100 grams of Kryptonite.
Prices are quoted in $/g.

The initial margin is $8,000; the maintenance margin is
$6,000.
Cathy goes long one contract at $822 02
)At what price will she get a margin call? g
C’s loss = (%az~P§x /6D = 2580
323~ FP =20
David goes short one contract at $822

At what price will he get a margin cal = 8%,
Qost (BY2L =322)x 0D = 3,500







