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CHAPTER 1 
 
Forward contracts are similar to futures contracts in that they are agreements to buy or sell an 
asset at a certain time in the future for a certain price. Whereas futures contracts are traded on 
an exchange, forward contracts are traded in the over-the-counter market. They are typically 
entered into by two financial institutions or by a financial institution and one of its clients. 
 
Forward contracts do not have to conform to the standards of a particular exchange. The 
contract delivery date can be any date agreed to by the two parties. Usually, in forward contracts 
a single delivery date is specified, whereas in futures contracts there is a range of possible delivery 
dates. Unlike futures contracts, forward contracts are not settled daily. The two parties contract 
to settle up on the specified delivery date. Whereas most futures contracts are closed out prior to 
delivery, most forward contracts do lead to delivery of the physical asset or to final settlement in 
cash. 
 
 
A futures contract is an agreement to buy or sell an asset at a certain time in the future 
for a certain price. 
 
 
A buyer from NY placing an order for 5,000 bushels of corn for September delivery has what is 
known as a long futures position.  
 
A seller from Kansas who tells a buyer to sell 5,000 bushels of corn for September delivery has 
what is known as a short futures position.  
 
The price is known as the futures price and it is determined by supply and demand.  
 
A Futures price is different from the Spot price. The spot price is for immediate, 
or almost immediate, delivery. The futures price is the price for delivery at some time in 
the future. 
 
 
The futures price can be greater than or less than the spot price.  
 
This involves them negotiating a type of futures contract.  
 
The contract provides a way for each side to eliminate the risk it faces because of the uncertain 
future price of corn.  
 
The Chicago Board of Trade (CBOT) was established in 1848 to bring farmers and 
merchants together. Initially, its main task was to standardize the quantities and 
qualities of the grains that were traded.  
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The CBOT developed futures contracts on many different underlying assets, including corn, 
oats, soybeans, soybean meal, soybean oil, wheat, Treasury bonds, and Treasury notes.  
 
The CME Group now includes the Chicago Board of Trade, the New York Mercantile 
Exchange, and the Kansas City Board of Trade. 
 
Traditionally futures have been traded using what is known as the open-outcry system. 
This involves traders physically meeting on the floor of the exchange, known as the 
‘‘trading pit,’’ 
 
 
Many trades take place in the over-the-counter (OTC) market. Banks, other large financial 
institutions, fund managers, and corporations are the main participants in OTC derivatives 
markets.  
 
The number of derivatives transactions per year in OTC markets is smaller than in exchange-
traded markets, but the average size of the transactions is much greater. 
 
Systemic risk is the risk that a default by one financial institution will create a ‘‘ripple effect’’ that 
leads to defaults by other financial institutions and threatens the stability of the financial system. 
 
We have seen the development of many new regulations affecting the operation of OTC 
markets. The main purpose of the regulations is to improve the transparency of OTC markets 
and reduce systemic risk.  
 
The over-the-counter market in some respects is being forced to become more like the 
exchange-traded market. Three important changes are: 
 
1. Standardized OTC derivatives between two financial institutions in the United 
States must whenever possible be traded on what are referred to as swap execution 
facilities (SEFs). These are platforms similar to exchanges where market 
participants can contact each other to agree on trades. 
 
2. There is a requirement in most parts of the world that a central counterparty 
(CCP) be used for most standardized derivatives transactions between two 
financial institutions. The CCP’s role is to stand between the two sides in an 
over-the-counter derivatives transaction in much the same way that an exchange 
does in the exchange-traded derivatives market. 
 
3. All trades must be reported to a central repository 
 
 
A forward contract is similar to a futures contracts in that it is an agreement to buy or sell an 
asset at a certain time in the future for a certain price.  
 
However, futures contracts trade on exchanges and forwards contracts trade in the OTC market.  
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Options are traded both on exchanges and in the over-the-counter markets. There are 
two types of option: calls and puts.  
 
A call option gives the holder the right to buy an asset by a certain date for a certain price.  
A put option gives the holder the right to sell an asset by a certain date for a certain price. 
 
A European option can be exercised only on the maturity date; an American option can be 
exercised at any time during its life. 
 
An option gives the holder the right to do something. The holder does not have to exercise this 
right. This fact distinguishes options from futures (or forward) contracts. The holder of a long 
futures contract is committed to buying an asset at a certain price at a certain time in the future. 
By contrast, the holder of a call option has a choice as to whether to buy the asset at a certain 
price at a certain time in the future. 
 
It costs almost nothing to enter into a futures contract whereas, a trader must pay an up-front 
price, known as the option premium, for an option contract. 
Futures contracts are traded on an exchange and the contract terms are standardized by that 
exchange. Forward contracts are traded in the over-the-counter market and can be customized 
to meet the needs of end users.  
 
The largest exchange in the world for trading stock options is the Chicago Board Options 
Exchange (CBOE).  
 
The bid–offer spread for an option, as a percentage of its price, is greater than that for the 
underlying stock and depends on the volume of trading. 
 
 
Note: the maturity date of an option is the third Friday of the delivery month.  
 
The price of a call option decreases as the strike price increases; the price of a put option 
increases as the strike price increases. Both types of options tend to become more valuable as 
their time to maturity increases. 
 
Call Option: gives the owner the right to buy the underlying asset.  
 
Put Option: gives the owner the right to sell an underlying asset.  
 
The exercise or strike price is the price at which the holder of the underlying asset buys or sells 
the underlying asset when the option in exercised.  
 
 
Each contract for an option is for 100 shares.  
 
When buying we look at the Ask price (Offer). 
When selling we look as the Bid price (Bid). 
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“In The Money”: When the payoff from exercising an option immediately is positive.  
E.g. Call options with strike prices below the current stock price.  
                                   X< S 
 
E.g. Put options with strike prices above the current stock price.  
    X>S 
 
“Out-of-the Money”: When the payoff from exercising an option immediately is negative.  
E.g. Call options with strike prices above the current stock price.  
    X> S 
 
E.g. Put options with strike prices below the current stock price.  
     X<S 
 
 
 
 
  
 
The stock options trading on the CBOE are American (i.e., they can be exercised at 
any time). If we assume for simplicity that they are European, so that they can be 
exercised only at maturity.  
 
There are 4 types of participants in options markets:  
 

1. Buyers of calls  
2. Sellers of calls 
3. Buyers of puts  
4. Sellers of puts  

 
Buyers are referred to as having long positions; sellers are referred to as having short 
positions. Selling an option is also known as writing the option. 
 
The exchanges trading options in the United States now include the Chicago Board 
Options Exchange, NASDAQ OMX, NYSE Euronext, the International Securities Exchange, 
and the Boston Options Exchange. Options trade on several thousand different stocks as well as 
stock indices, foreign currencies, and other assets. 
 
Most exchanges offering futures contracts also offer options on these contracts.  
 
The OTC market for options is bigger than the exchange-traded market.  
 
The one advantage of trading options in the OTC market is that it can be tailored to meet the 
particular needs of a corporate treasurer or fund manager.  
 
Options trade both on exchanges and in the OTC market. 
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Hedgers use futures, forwards, and options to reduce the risk that they face from potential future 
movements in a market variable. Speculators use them to bet on the future direction of a market 
variable. Arbitrageurs take offsetting positions in two or more instruments to lock in a profit. 
 
The investment strategy followed by a hedge fund manager often involves using 
derivatives to set up a speculative or arbitrage position. Once the strategy has been 
defined, the hedge fund manager must: 
1. Evaluate the risks to which the fund is exposed 
2. Decide which risks are acceptable and which will be hedged 
3. Devise strategies (usually involving derivatives) to hedge the unacceptable risks 
 
Here are some examples of the labels used for hedge funds together with the trading 
strategies followed: 
 
Long/Short Equities: Purchase securities considered to be undervalued and short those 
considered to be overvalued in such a way that the exposure to the overall direction of the 
market is small. 
 
Convertible Arbitrage: Take a long position in a thought-to-be-undervalued convertible bond 
combined with an actively managed short position in the underlying equity. 
 
Distressed Securities: Buy securities issued by companies in, or close to, bankruptcy 
Emerging Markets: Invest in debt and equity of companies in developing or emerging countries 
and in the debt of the countries themselves. 
 
Global Macro: Carry out trades that reflect anticipated global macroeconomic trends. 
 
Merger Arbitrage: Trade after a possible merger or acquisition is announced so that a profit is 
made if the announced deal takes place. 
 
It is not necessarily the case that the outcome with hedging will be better than the outcome 
without hedging. 
 
There is a fundamental difference between the use of forward contracts and options for 
hedging. Forward contracts are designed to neutralize risk by fixing the price that the 
hedger will pay or receive for the underlying asset. Option contracts, by contrast, 
provide insurance. They offer a way for investors to protect themselves against adverse 
price movements in the future while still allowing them to benefit from favorable price 
movements. 
 
 
In contrast to the buying or selling at the spot rate and then beginning your hedge, the futures 
market allows the speculator to obtain leverage. With a relatively small initial  investment, a large 
speculative position can be taken. 
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Arbitrageurs are in business to take advantage of a discrepancy between prices in two different 
markets. 
Futures and options are similar instruments for speculators in that they both provide a 
way in which a type of leverage can be obtained. However, there is an important 
difference between the two. When a speculator uses futures the potential loss as well as 
the potential gain is very large. When options are used, no matter how bad things get, 
the speculator’s loss is limited to the amount paid for the options.  
 
The versatility of derivatives is great but it can cause problems. Sometimes traders who have a 
mandate to hedge risks or follow an arbitrage strategy become (consciously or unconsciously) 
speculators. The results can be disastrous. 
 
 

 
 
Futures prices are always quoted as the number of U.S. dollars per unit of the foreign 
currency or as the number of U.S. cents per unit of the foreign currency. Forward prices 
are always quoted in the same way as spot prices. This means that for the British pound, 
the euro, the Australian dollar, and the New Zealand dollar, the forward quotes show 
the number of U.S. dollars per unit of the foreign currency and are directly comparable 
with futures quotes. 
 
 
CHAPTER 2  
 
Closing a position involves entering into an opposite trade to the original one that 
opened the position. For example, a trader who buys five July corn futures contracts on May 6 
can close out the position on June 20 by selling (i.e., shorting) five July corn futures contracts. 
 
Total gain or loss is determined by the change in the futures price between May 6 and June 20. 
 
 
 
In regards to Futures Contracts  
 
As a general rule, it is the party with the short position (the party that has agreed to sell the asset) 
that chooses what will happen when alternatives are specified by the exchange. When the party 
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with the short position is ready to deliver, it files a notice of intention to deliver with the 
exchange. 
 
The underlying asset in the Treasury bond contract is any U.S. Treasury bond that has a 
maturity between 15 and 25 years on the first day of the delivery month. In the 10-year Treasury 
note futures contract, the underlying asset is any Treasury note with a maturity between 6.5 and 
10 years on the first day of the delivery month. 
 
If the contract size is too large, many traders who wish to hedge relatively small exposures or who 
wish to take relatively small speculative positions will be unable to use the exchange. On the 
other hand, if the contract size is too small, trading may be expensive as there is a cost associated 
with each contract traded. 
 
The place where delivery will be made must be specified by the exchange. This is particularly 
important for commodities that involve significant transportation costs. 
 
 
The exchange specifies when trading in a particular month’s contract will begin. The exchange 
also specifies the last day on which trading can take place for a given contract. Trading generally 
ceases a few days before the last day on which delivery can be made. 
 
The exchange defines how prices will be quoted. For example, crude oil futures prices 
are quoted in dollars and cents; Treasury bond and Treasury note futures prices are quoted in 
dollars and thirty-seconds of a dollar.  
 
For most contracts, daily price movement limits are specified by the exchange. If in a day 
the price moves down from the previous day’s close by an amount equal to the daily price 
limit, the contract is said to be limit down. If it moves up by the limit, it is said to be limit 
up. A limit move is a move in either direction equal to the daily price limit. 
 
Normally, trading ceases for the day once the contract is limit up or limit down. 
The purpose of these limits is to prevent speculators from exercising undue influence on 
the market.  
 
One of the key roles of the exchange is to organize trading so that contract defaults are avoided. 
This is where margin accounts come in. 
 
The broker will require the investor to deposit funds in a margin account. The amount that must 
be deposited at the time the contract is entered into is known as the initial margin. We suppose 
this is $6,000 per contract, or $12,000 in total. At the end of each trading day, the margin 
account is adjusted to reflect the investor’s gain or loss. This practice is referred to as daily 
settlement or marking to market. 
 
A trade is first settled at the close of the day on which it takes place. It is then settled at the close 
of trading on each subsequent day. 
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When there is a decrease in the futures price so that the margin account of an investor with a 
long position is reduced by $1,800, the investor’s broker has to pay the exchange clearing house 
$1,800 and this money is passed on to the broker of an investor with a short position. Similarly, 
when there is an increase in the futures price, brokers for parties with short positions pay money 
to the exchange clearing house and brokers for parties with long positions receive money from 
the exchange clearing house. 
 
The investor is entitled to withdraw any balance in the margin account in excess of the initial 
margin. To ensure that the balance in the margin account never becomes negative, a 
maintenance margin, which is somewhat lower than the initial margin, is set. If the balance in the 
margin account falls below the maintenance margin, the investor receives a margin call and is 
expected to top up the margin account to the initial margin level the next day. The extra funds 
deposited are known as a variation margin. If the investor does not provide the variation margin, 
the broker closes out the position. In the case considered above, closing out the position would 
involve neutralizing the existing contract by selling 200 ounces of gold for delivery in December. 
 
 
Most brokers pay investors interest on the balance in a margin account. The balance in 
the account does not, therefore, represent a true cost, providing the interest rate is competitive 
with what could be earned elsewhere. 
 
To satisfy the initial margin requirements (but not subsequent margin calls), an investor can 
usually deposit securities with the broker. Treasury bills are usually accepted in lieu of cash at 
about 90% of their face value. Shares are also sometimes accepted in lieu of cash—but at about 
50% of their market value. 
 
Whereas a forward contract is settled at the end of its life, a futures contract is settled 
daily. At the end of each day, the investor’s gain (loss) is added to (subtracted from) the 
margin account, bringing the value of the contract back to zero. A futures contract is in 
effect closed out and rewritten at a new price each day.  
 
 
Minimum levels for the initial and maintenance margin are set by the exchange clearing house. 
Individual brokers may require more margin from their clients than the minimum level specified 
by the exchange clearing house. Minimum margin levels are determined by the variability of the 
price of the underlying asset and are revised when necessary. The higher the variability, the 
higher the margin levels. The maintenance margin is usually about 75% of the initial margin. 
 
Margin requirements may depend on the objectives of the trader. A bona fide hedger, 
such as a company that produces the commodity on which the futures contract is written, is often 
subject to lower margin requirements than a speculator. The reason is that there is deemed to be 
less risk of default.  
 
Day trades and spread transactions often give rise to lower margin requirements than do hedge 
transactions. In a day trade the trader announces to the broker an intent to close out the position 
in the same day. In a spread transaction the trader simultaneously buys (i.e., takes a long position 



 9 

in) a contract on an asset for one maturity month and sells (i.e., takes a short position in) a 
contract on the same asset for another maturity month. 
 
Note that margin requirements are the same on short futures positions as they are on long futures 
positions. 
 
The spot market is more complex. Taking a long position in the spot market involves buying the 
asset for immediate delivery and presents no problems. Taking a short position involves selling an 
asset that you do not own. This is a more complex transaction that may or may not be possible in 
a particular market.  
 
 
In over-the-counter derivatives markets, transactions are cleared either bilaterally or centrally. 
When bilateral clearing is used, collateral frequently has to be posted by one or both parties to 
reduce credit risk. When central clearing is used, a central counterparty (CCP) stands 
between the two sides and performs much the same function as an exchange clearing house. 
 
 
A clearing house acts as an intermediary in futures transactions. It guarantees the performance of 
the parties to each transaction. The clearing house has a number of members. Brokers who are 
not members themselves must channel their business through a member and post margin with 
the member. The main task of the clearing house is to keep track of all the transactions that take 
place during a day so that it can calculate the net position of each of its members. 
 
The clearing house member is required to provide to the clearing house initial margin 
(sometimes referred to as clearing margin) reflecting the total number of contracts that are being 
cleared. There is no maintenance margin applicable to the clearing house member.   
 
 
Over-the-counter (OTC) markets, are markets where companies agree to derivatives transactions 
without involving an exchange. Credit risk has traditionally been a feature of OTC derivatives 
markets. 
 
Members of the CCP, similarly to members of an exchange clearing house, have to provide both 
initial margin and daily variation margin. Like members of an exchange clearing house, they are 
also required to contribute to a guaranty fund. Once an OTC derivative transaction has been 
agreed between two parties A and B, it can be presented to a CCP. Assuming the CCP accepts 
the transaction, it becomes the counterparty to both A and B. (This is similar to the way the 
clearing house for a futures exchange becomes the counterparty to the two sides of a futures 
trade.) For example, if the transaction is a forward contract where A has agreed to buy an asset 
from B in one year for a certain price.  
 
The clearing house agrees to: 
 
1. Buy the asset from B in one year for the agreed price, and 
2. Sell the asset to A in one year for the agreed price. 
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It takes on the credit risk of both A and B. 
 
 
Those OTC transactions that are not cleared through CCPs are cleared bilaterally. In the 
bilaterally cleared OTC market, two companies A and B usually enter into a master agreement 
covering all their trades. This agreement often includes an annex, referred to as the credit 
support annex or CSA, requiring A or B, or both, to provide collateral. The collateral is similar 
to the margin required by exchange clearing houses or CCPs from their members. 
 
It has traditionally been relatively rare for a CSA to require initial margin. This is changing. 
Beginning in 2016, regulations require both initial margin and variation margin to be provided 
for bilaterally cleared transactions between financial institutions. The initial margin will typically 
be segregated from other funds and posted with a third party. 
 
Note: as Interest rates increase, Bond prices decrease 
 
 
Regardless of how transactions are cleared, initial margin when provided in the form of 
cash usually earns interest. The daily variation margin provided by clearing house members for 
futures contracts does not earn interest. This is because the variation margin constitutes the daily 
settlement. Transactions in the OTC market, whether cleared through CCPs or cleared 
bilaterally, are usually not settled daily. For this reason, the daily variation margin that is 
provided by the member of a CCP or, as a result of a CSA, earns interest when it is in the form 
of cash.  
 
The settlement price is the price used for calculating daily gains and losses and margin 
requirements. It is usually calculated as the price at which the contract traded immediately before 
the end of a day’s trading session.  
 
The trading volume is the number of contracts traded in a day. It can be contrasted with the 
open interest, which is the number of contracts outstanding, that is, the number of long positions 
or, equivalently, the number of short positions. 
 
If there is a large amount of trading by day traders (i.e, traders who enter into a 
position and close it out on the same day), the volume of trading in a day can be greater 
than either the beginning-of-day or end-of-day open interest. 
 
Futures prices can show a number of different patterns. They can increase with the maturity of 
the futures contract, decrease with the maturity of the futures contract, or show a mixed pattern 
where the futures price sometimes increases and sometimes decreases with maturity. A futures 
market where prices increase with maturity is known as a normal market. A futures market 
where futures prices decrease with maturity is known as an inverted market. 
 
Note: It is the possibility of eventual delivery that determines the futures price.  
 
There are three critical days for a contract.  
These are:  
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1. The first notice day 
2.  The last notice day 
3.  The last trading day 
 
 
The first notice day is the first day on which a notice 
of intention to make delivery can be submitted to the exchange.  
The last notice day is the last such day.  
The last trading day is generally a few days before the last notice day. 
 
To avoid the risk of having to take delivery, a trader with a long position should close 
out his or her contracts prior to the first notice day. 
 
 
There are two main types of trader executing trades: futures commission merchants 
(FCMs) and locals. FCMs are following the instructions of their clients and charge a 
commission for doing so; locals are trading on their own account.  
 
Individuals taking positions, whether locals or the clients of FCMs, can be categorized as hedgers, 
speculators, or arbitrageurs.  
Scalpers are watching for very short term trends and attempt to profit from small changes in the 
contract price. They usually hold their positions for only a few minutes. Day traders hold their 
positions for less than one trading day. They are unwilling to take the risk that adverse news will 
occur overnight. Position traders hold their positions for much longer periods of time. 
They hope to make significant profits from major movements in the markets. 
 
 
 
A limit order specifies a particular price. The order can be executed only at this price 
or at one more favorable to the investor. Thus, if the limit price is $30 for an investor 
wanting to buy, the order will be executed only at a price of $30 or less. There is, of 
course, no guarantee that the order will be executed at all, because the limit price may 
never be reached. 
 
A stop order or stop-loss order also specifies a particular price. The order is executed at the 
best available price once a bid or offer is made at that particular price or a less favorable price. 
Suppose a stop order to sell at $30 is issued when the market price is $35. It becomes an order to 
sell when and if the price falls to $30.  
 
A stop–limit order is a combination of a stop order and a limit order. The order 
becomes a limit order as soon as a bid or offer is made at a price equal to or less 
favorable than the stop price. Two prices must be specified in a stop–limit order: the stop 
price and the limit price.  
Suppose that, at the time the market price is $35, a stop–limit 
order to buy is issued with a stop price of $40 and a limit price of $41. As soon as there is 
a bid or offer at $40, the stop–limit becomes a limit order at $41. If the stop price and the 
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limit price are the same, the order is sometimes called a stop-and-limit order.  
 
A market-if-touched order (MIT) is executed at the best available price after a trade 
occurs at a specified price or at a price more favorable than the specified price. In effect, 
an MIT becomes a market order once the specified price has been hit. An MIT is also 
known as a board order. 
 
A discretionary order or market-not-held order is traded as a market order except that 
execution may be delayed at the broker’s discretion in an attempt to get a better price.  
 
Some orders specify time conditions. Unless otherwise stated, an order is a day order and expires 
at the end of the trading day.  
 
A time-of-day order specifies a particular period of time during the day when the order can be 
executed.  
 
An open order or a goodtill-canceled order is in effect until executed or until the end of 
trading in the particular contract.  
 
A fill-or-kill order, as its name implies, must be executed immediately on receipt or not at all. 
 
Futures markets in the United States are currently regulated federally by the Commodity 
Futures Trading Commission which was established in 1974. The CFTC looks after the 
public interest. It is responsible for ensuring that prices are communicated to the public and that 
futures traders report their outstanding positions if they are above certain levels. The CFTC also 
licenses all individuals who offer their services to the public in futures trading. 
 
The CFTC deals with complaints brought by the public and ensures that disciplinary action is 
taken against individuals when appropriate. It has the authority to force exchanges to take 
disciplinary action against members who are in violation of exchange rules. 
 
The National Futures Association (NFA) in 1982, some of responsibilities of the CFTC were 
shifted to the futures industry itself. The NFA is an organization of individuals who participate in 
the futures industry. Its objective is to prevent fraud and to ensure that the market operates in the 
best interests of the general public. It is authorized to monitor trading and take disciplinary 
action when appropriate. The agency has set up an efficient system for arbitrating disputes 
between 
individuals and its members.  
 
 
Accounting standards require changes in the market value of a futures contract to be recognized 
when they occur unless the contract qualifies as a hedge. If the contract does qualify as a hedge, 
then gains or losses are generally recognized for accounting purposes in the same period in which 
the gains or losses from the item being hedged are 
recognized. 
 
The Financial Accounting Standards Board has issued FAS 133 and ASC 815 



 13 

explaining when companies can and cannot use hedge accounting. the International 
Accounting Standards Board has similarly issued IAS 39 and IFRS 9. 
 
For a noncorporate taxpayer, short-term capital gains are taxed at the same rate as ordinary 
income, but long-term capital gains are taxed at a lower rate than ordinary income. (Long-term 
capital gains are gains from the sale of a capital asset held for longer than one year; short term 
capital gains are the gains from the sale of a capital asset held one year or less.) 
 
Generally, positions in futures contracts are treated as if they are closed out on the 
last day of the tax year. For the noncorporate taxpayer this gives rise to capital gains 
and losses. These are treated as if they are 60% long term and 40% short term without 
regard to the holding period. This is referred to as the ‘‘60/40’’ rule. A noncorporate 
taxpayer may elect to carry back for three years any net losses from the 60/40 rule to 
offset any gains recognized under the rule in the previous three years. 
 
Hedging transactions are exempt from this rule. The definition of a hedge transaction 
for tax purposes is different from that for accounting purposes. The tax regulations 
define a hedging transaction as a transaction entered into in the normal course of 
business primarily for one of the following reasons: 
 
1. To reduce the risk of price changes or currency fluctuations with respect to 
property that is held or to be held by the taxpayer for the purposes of producing 
ordinary income 
 
2. To reduce the risk of price or interest rate changes or currency fluctuations with 
respect to borrowings made by the taxpayer. 
 
A hedging transaction must be clearly identified in a timely manner in the company’s 
records as a hedge. Gains or losses from hedging transactions are treated as ordinary 
income. The timing of the recognition of gains or losses from hedging transactions 
generally matches the timing of the recognition of income or expense associated with 
the transaction being hedged.  
 
 
 
CHAPTER 3  
 
Hedge-and-forget strategies, assume that no attempt is made to adjust the hedge once it has been 
put in place. The hedger simply takes a futures position at the beginning of the life of the hedge 
and closes out the position at the end of the life of the hedge.  
 
A short hedge is a hedge, such as the one just described, that involves a short position in futures 
contracts. A short hedge is appropriate when the hedger already owns an asset and expects to sell 
it at some time in the future.  
A short hedge can also be used when an asset is not owned right now but will be owned at some 
time in the future.  
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If the exposure is such that the company gains when the price of the asset increases and loses 
when the price of the asset decreases, a short hedge is appropriate. If the exposure is the other 
way round (i.e., the company gains when the price of the asset decreases and loses when the 
price of the asset increases), a long hedge is appropriate. 
 
 
 
 
 

 
 
 
Hedges that involve taking a long position in a futures contract are 
known as long hedges. A long hedge is appropriate when a company 
knows it will have to purchase a certain asset in the future and wants to 
lock in a price now 
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Buying in the spot market would have the company pay 340 cents per 
pound instead of 320 cents per pound and will incur both interest costs 
and storage costs. 
 

 
 


