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FUTURES MARKET

• Definition:  The buying and selling of standardized 
contracts for the future delivery of a commodity.

• Can use the Futures Market to establish a HEDGE 
position for a commodity 



Futures Contracts
• A futures contract is an agreement between buyer and 

seller to deliver an asset (specified quantity and grade) 
at a certain time in the future for a price agreed to when 
the contract is first entered

• By contrast, in a spot contract there, is an agreement to 
buy or sell the asset immediately (or within a very short 
period of time)

• Standardization is key (only price can change)
• Minimizes transaction costs of trading deferred delivery 

instrument
• Only traded on approved exchanges
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FUTURES PRODUCTS

•   FUTURES & OPTIONS
• Pit-traded (open outcry)
• Electronic

•   Agricultural Commodities
•   Financials
•   Metals
•   Energies
•   Currencies
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Electronic Trading

Open Outcry System



ECONOMIC FUNCTIONS OF FUTURES 
EXCHANGE (MARKET)

  Price Discovery 
 
  Risk Transfer 

  Price Information



WHO USES FUTURES?

•   Observers
•   Speculators (large & small)

•   Hedgers (producers, 
merchants, hedge funds)



ECONOMIC FUNCTIONS OF FUTURES
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PRICE DISCOVERY
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Trading Futures
• If Sell agreed to deliver, if Buy to receive
• If Buy at 1.00 and sell at 1.10, made or lost money?
• If Sell at 1.00 and buy back at 0.90, made or lost money?
• Since can either buy or sell, this is how can trade futures 

contracts without actual delivery – Can “offset” by assuming 
opposite position from initial.



DELIVERY OF COMMODITY
• Seller or buyer obligated to deliver or receive delivery 

unless take an offsetting position to attain a net-zero 
position with the clearinghouse

• Ability to offset is key feature of futures trading
• Only 2% or less of agricultural futures contracts result 

in physical delivery



FUTURES TERMINOLOGY
• Short Futures – to sell a futures contract
• Long Futures – to buy a futures contract
• Basis – difference between your local price and the price of a 

futures contract
• Clearinghouse – organization that clears trading activity and 

makes sure contracts are honored.
• Commission – fees paid to a broker for execution of an order
• Margin – deposit (earnest money) required by clearinghouse 

from buyer and seller to ensure the honor any financial 
liability



MARGIN MONEY
Good Faith Money Placed in Escrow
Both Buyer and Seller
Guards Against Default
Assures Money Lost is on Deposit
Is less for hedgers than speculators
Varied by Commodity & Trader, 5-10%



HEDGING
• Establishing an acceptable price for a 

commodity which is either owned or 
committed for production and will be 
deliverable at some point in time in the 
future.

• If it is priced, it is hedged.
• Hedgers combine cash market with 

futures market



HEDGING IS…..

ASSUME EQUAL AND OPPOSITE  POSITIONS IN BOTH 
THE CASH AND FUTURES MARKETS.
Pre Sell (sell futures) for something will sell later
Pre Buy (buy futures) for something will buy later



BASIS

The relationship between our local cash 
market prices and futures market prices for 
the same quality and quantity of commodity.

Basis = Cash – Futures
Cash = Futures + Basis





LIQUIDATION OF FUTURES
• DELIVERY:
            > If Long:   Accept Delivery
            > If Short:   Make Delivery
• OFFSET:
            >If Long:   Sell Futures
            >If Short:   Buy Futures



FUTURES MARKET 
DISADVANTAGES

1. Complex, hard to understand
2. Margin money
3. Not an exact price
3. Must price in minimum quantities
4. Setting Min. or Max. appeals to most strategies more

MOST OF YOU WILL NOT WANT TO USE BUT IF UNDERSTAND, 
WILL BE BETTER RISK MANAGERS/MARKETER.  ALL 
OTHER ALTERNATIVES BASED ON FUTURES!



FUTURES MARKET 
ADVANTAGES

1. Potential Better Price than contracts.
2. Increased Flexibility. You will find a buyer to purchase 

your futures market contract. You will find a seller 
when you want to purchase a futures market 
contract. 

3. You give yourself time. With a hedge you can lock in a 
price for as long as 18 months. 

4. You may benefit from basis gain if basis moves in 
your favor. 

5. May be only forward pricing option available.



HEDGING EXAMPLE
Date  Cash   Futures  Basis



HEDGING EXAMPLE
Sell Soybeans at Harvest

Date  Cash   Futures      Basis
      
June 1    Nov. =11.00       (?)

 



HEDGING EXAMPLE
Pre-selling 

Date  Cash   Futures  Basis
      
June 1       Nov.  = 11.00  0.00
       (expected)
  
 



HEDGING EXAMPLE
Pre-selling  

Date  Cash   Futures  Basis
        
June 1    Nov. =11.00 0.00
 
Exp. Hedge Price 
For Sell Nov. @ 11.00 +  0.00 Basis= $11.00 



HEDGING EXAMPLE
Pre-selling  

Date  Cash   Futures  Basis
      
June 1    Nov. =11.00 0.00 
         
Exp. Price = 
11.00 + 0.00= 11.00 
If acceptable – Sell one Nov. contract.

We are now hedged!



HEDGING EXAMPLE
Pre-selling 

Date  Cash   Futures  Basis
       
June 1         Sell Nov @11.00  0.00

Nov. 1    Nov. = 9.00

What is the cash price likely to be?



HEDGING EXAMPLE
Pre-selling  

Date  Cash   Futures  Basis
        
June 1    Nov. =11.00   0.00

Nov. 1    Nov. = 9.00

What is the cash price likely to be?
If we did a good job of predicting the basis, then 
cash price should be near
      9.00 + 0.00 = $9.00



HEDGING EXAMPLE
Pre-selling  

Date  Cash   Futures  Basis 
         
 
June 1    Nov.=11.00  0.00 
       
Nov 1 Cash = $9.00 Nov. = 9.00 0.00
    
How did the hedge work out?



HEDGING EXAMPLE
Pre-selling  

Date  Cash   Futures  Basis 
         
 
June 1     Sell Nov.= 11.00 + 0.00 
 
 Hedge Price = 11.00       

            
Nov 1     Nov. = 9.00   0.00
         
 Sell cash @ $9.00   BUY Nov. @ $9.00  
         
  

Sell Nov. @ $11.00
Buy Nov. @ $9.00 Futures 
gain =$2.00



HEDGING EXAMPLE
Pre-selling  

Date  Cash   Futures  Basis  
         
June 1    Sell Nov.= 11.00 0.00 
 Hedge Price = 11.00       

             
Nov 1     Nov. = 9.00  0.00
        
 Sell cash @ $9.00   BUY Nov. @ $9.00  
          
 Net Price of $9.00 CASH + $2.00 FUT. Gain = $11.00! 

Futures Gain Offsets Cash Loss!



Date  Cash   Futures  Basis  
         
June 1    Sell Nov.= 11.00 0.00 
  Hedge Price = 11.00          
            
Nov 1     Nov. = 13.00  0.00 
  Sell cash @ $13.00     BUY Nov. @ $13.00  
    

HEDGING EXAMPLE
Pre-selling  

What if Futures Prices Go Up?

Net Price of $13.00 Cash -   $2.00 Fut. Loss = $11.00
$2.00 Futures Loss Offsets Cash Gain

Is this a Good Hedge?



HEDGING EXAMPLE
Pre-selling  

What Happens the Basis is Different than Expected?
Date  Cash   Futures  Basis  
         
June 1     Sell  Nov.= 11.00 0.00  
  Hedge Price = 11.00           
      
Nov 1     Nov. = 13.00  +0.50 

  Sell cash @ $13.50     BUY Nov. @ $13.00   

  Net Price = $13.50 - $2.00 = $11.50    
       

Missed Expected Hedge Price by 
Difference in Expected and Actual Basis = +0.50
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