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FUTURES CONTRACTSPRIVATE 

APPLICATIONS OF FUTURES CONTRACTS IN


I.

SPECULATION


II.

HEDGING


III.

ARBITRAGE

SILVER:
SPOT (September)


$4.335 per oz.



DEC Futures



$4.563 per oz.

I.  SPECULATION


Investor believes that silver will rise in price 
over next three months


Strategy:



A)
Buy silver in spot market, store and 




insure until December.



B)
Buy Dec. Futures contract

  A) Buy 5000 oz. @$4.335
=
$21,675


Storage Costs

=
$100/month


Insurance Costs

=
1% of Asset Value per 







year







= 
$216.75/yr. = $54.19/qtr.


If Dec. Spot Price = $4.65 per oz.



Sell 5000 oz. Silver
=
$23,250



- Purchase Price


-21,675



- Storage Costs


-   300



- Insur. Costs


-    5


Net Profit




$ 1,221


Change in silver price 
=



Return to Investor

=  



If Dec. Spot Price = $4.30/oz.


Return to Investor 
=








=
- 2.45%


B) Buy Dec. Futures



1 Futures Contract (Dec.) @4.563/oz



Initial Margin 



=
$1500



If Dec. Future = Dec. Spot 
= $4.65/oz



Sell Dec. Future
4.65 x 5000
=
$23250


  - Purchase Value




-22815 




Net Profit




$ +435


Return to Investor = 



If Dec. Future = Dec. Spot = $4.30/oz.


Sell Dec. Future
5000 x 4.30

=
$21500


  - Purchase Value




-22815



Net Profit




$-1375


Return to Investor = 



CONCLUSION: 
Return on invested capital is higher 
using futures contract, if price rises, but will be 
larger negative return if price movement is in 
opposite direction [futures provide higher returns 
and greater volatility of returns (i.e., RISK)]

II.
HEDGING


Camera film manufacturer needs 5000 oz. of silver 
for 
production process in December



STRATEGY



A)
Do nothing now, buy in spot market in 




December



B)
Buy in spot market in Sept., store, insure 


and finance until Dec.



C)
Buy Dec. Delivery futures contract in Sept


A)
If Dec. Spot = $4.65/oz = 
Dec. Cost of Raw 


Material is 31¢ higher than current spot in 


Sept.(profits will decline)



If Dec. Spot = $4.30

Company wins higher 








profits


B)
Hedging by purchase inventory in Sept. and 


store until December



Cost of Silver in December
$



  Sept. Purchase (Spot) 

= 4.335 x 5000









=
$21,675



  Storage ($100/month)

=
    300



  Insurance (1%/year)


=
     54

Financing Cost (10%/yr) = 


=
    541.90




Total Cost


=
$22,570.90





Tot.Cost/oz


=
$4.514



This cost is FIXED!  Regardless of spot price 


in Dec., cost of silver is known with certainty 

by production manager.


C)
Buy Dec. Delivery Future in Sept.



Hold Long open position until Dec.delivery 


period.



Receive 5000 oz. silver, pay fixed price of 


$4.563 
per oz. in Dec. (But do have to make 


initial margin deposit of $1500 in Sept.)

III. ARBITRAGE - make profit with no risk due to market 
 inefficiencies



STRATEGY:



SEPT:
Sell Dec. Futures @$4.563/oz





Buy 5000 oz. in Spot Market @4.335





Store & insure until Dec.





Borrow cash for purchase @10%/yr. Int.



DEC.:
Deliver silver as required with Short 




position in Futures Contract





Receive $22,815





Repay Loan 
- (21,675 + 541.90 









interest)





Pay Storage    -  300





Pay Insurance  -   54     






Net Profit
     244.10


Profit is earned regardless of any price


fluctuations in either Spot or Future Markets


i.e. A RISKLESS PROFIT
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