
Lecture 3 - Introduction to Futures, Forwards and Options 
Forward and Futures Contracts 
- Forward Contract - agreement between 2 parties in which 1 party (the buyer), agrees to 

buy from other party (seller), an underlying asset, at a future date, at a price established 
at the start of the contract 

- Buyer = LONG position 
- Seller = SHORT position 
- Spot price - the price for immediate delivery 
- Forward price - agreed upon price for forward contract 
- Types of forward contracts: 

• Equity forwards, bond + interest rate forward contracts, currency forward contracts 

• Other e.g. commodities, energy 
- Delivery and settlement: 

• Delivery - at expiration, the buyer pays the forward price to the short + seller 
delivers underlying asset to the long 

• Cash settlement - permits the buyer + seller to pay net cash value of position on 
the delivery date 

- Other examples of forward contracts: 
• 1. Forward foreign exchange contracts - facilitates the mgmt. of exchange rate risk 

exposures 
- E.g. Importer enters into a USD contract that requires payment of USD in 1 

month. Importer can use a forward contract to lock in an exchange rate today in 
order to protect its future profit margins 

• 2. Forward rate agreement - allows borrower to mange interest rate risk exposures 
- Buyer hedges against risk of risking interest rates, seller hedges against risk of 

falling interest rates 

- Value of forward contract at expiration: 



• Profit/loss for a buyer/seller of a forward contract is determined by delivery price, 
F(0,T), at which contract was initiated + spot price of underlying asset at maturity, 
ST 

- Profit diagrams for the long + short positions at expiration are as follows; 

Pricing (initiation) 
- In the forward market, the initial value is typically set to 0 (i.e. no money changes hands at 

the beginning of the forward contract): 

- Forward price can be interpreted as spot price compounded at the rf rate 
- More generally, write forward price as: 

- Futures contract - standardised forward contract traded on a futures exchange 
• In Aus, this is the ASX & futures can be traded, forwards cannot be traded 

- Types of futures; 
• Commodity futures (e.g. sugar, corn, orange juice, wheat, soy beans, pork bellies) 
• Financial futures e.g. T-Bills, yen, stocks, Eurodollars 
• Index futures e.g. S&P 500 

- Pricing futures contracts: 

• Futures price is spot price compounded at rf rate 

• f0(T) = price of futures contract at time 0, that expires at time T 



- Pricing futures contracts - equities: 
• Many stocks pay dividends + futures price must also incorporate the effects of 

these dividends 

• Remember that it’s dividend YIELD 
- Pricing futures contracts: Commodities 

• When dealing w/ commodities, there are significant costs to holding an asset; 
- E.g. Oil can be spilled, cattle + pigs can become ill + die during storage 

• Thus, party selling selling futures contract (holding the asset) can incur large 
storage costs + must be compensated for bearing these costs 

• These storage costs must be reflected in future price for commodity futures 
- We compounded the storage costs, by the rf rate from time 0 to the end of the 

storage period 
• On the other hand, holding on to a physical asset may generate non-monetary 

benefits 
- If there are shortages or fears of an interruption in supply of crude oil, traders 

may be prepared to pay a premium for the convenience of having oil in inventory 

• Future and spot prices for commodity futures; 

• Usually, you can’t observe storage costs or convenience yield, but you can infer the 
diff between them by comparing spot + futures prices 

• NCY = convenience yield - storage costs 
- NCY - Net Convenience Yield 


