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Futures (Chapter 14)
Due Monday Nov 12 for Monday night class, Tuesday Nov 13 for others

1. In comparing forward and futures contacts:
a. Forwards are customized in terms of price and settlement date while futures are standardized and traded on exchanges
b. Futures typically involve a reverse trade at expiration rather than a delivery of goods
c. Although the mark-to-market function impacts the timing of cash flows, futures and forwards essentially serve the same economic function
d. All of the above

2. A futures contract must stipulate:
a. The size of the contract, settlement date and settlement price
b. Only the size and settlement price because the date is open until the buyer opts to settle
c. The size, settlement date but not price because it depends on the spot price on the settlement date
d. None of the above

3. Mark to market means:
a. Money changes hands, often through margin accounts, between the buyer and seller of a future contract as the spot price deviates from the settlement price
b. The price of the futures contacts is always updated on major exchanges
c. As a buyer, you need to set aside the anticipated settlement amount in a money-market account
d. Speculation using futures is not possible because the price is adjusted daily

4. Assume gold today is $1,000 per ounce and you think it will be $1,300 in three months. You should:
a. Buy a 3-month futures contract with a settlement price of $1,100
b. Sell a 3-month futures contract with a settlement price of $1,100
c. Buy gold today and sell a 3-month futures contract with a settlement price of $1,100
d. Sell gold today and buy a 3-month futures contract with a settlement price of $1,100
For the most benefit, calculate the profit on each strategy assuming gold hits $1,300 rather than just picking an answer.

5. Assume, because of your wonderful insight, you choose option A in question 4. If gold rises to $1,500, what is your profit
a. $500
b. $400
c. $200
d. $0

6. To speculate that an asset is going up:
a. Buy (go long) a futures contract with a settlement price below your target value
b. Buy the asset
c. You can do either A or B and have the same returns on your investment
d. You can do either A or B but you will have different returns on your investment.

7. If you have a large oil inventory and are worried about the price falling in the next 3 months, you should:
a. Go long a futures contract on oil
b. Go short a futures contract on oil
c. Go long and short so you can lock in a price
d. Hope because there’s nothing else you can do

8. Arbitrage involves
a. Simultaneously buying and selling securities to create a risk-free profit
b. Is unlikely to persist because trading activity will adjust prices to eliminate the arbitrage opportunity
c. Influences the pricing of futures contracts 
d. All of the above

9. In theory, the settlement price of a futures contract on a commodity should:
a. Reflect the difference in the spot price and the cost of carry during the term of the contract
b. Always be higher than the spot price
c. Adjust through arbitrage activities if lower than the spot price
d. All of the above

10. In reality, the settlement price of a futures contract on a commodity can:
a. Remain below the spot price for an extended time
b. Reflect forces, such as supply and demand and risk tolerances, that undermine or remove the arbitrage opportunity. 
c. Can serve as the best predictor of spot prices in the future
d. All of the above

11. Which of the following is true
a. Contango means that the futures price is greater than the cash price (spot price) plus the basis (cost of carry)
b. Backwardation means that the futures price is less than the cash price (spot price) plus the basis (cost of carry)
c. A & B are true
d. A & B are false



12. Backwardation:
a. Exists because otherwise there would be arbitrage opportunities between buying on the cash market, storing commodity and selling at the futures price
b. Rarely occurs in real markets
c. Is a made-up word
d. Can persist for extended periods because of supply issues or varying risk tolerances of producers and users.

13. For financial futures, such as a futures contract on a stock, the settlement price:
a. Is always above the spot price by a percentage equal to the risk free rate
b. Is always the same as the spot price to eliminate arbitrage possibilities
c. Must be the same as the spot price by exchange rules
d. Can vary relative to the spot price depending on investor sentiment around the stock.

14. Spot-Futures Parity means that:
a. The spot price and the futures settlement price must be the same
b. The spot price is the same as the present value of the futures price, discounting at the risk-free rate, assuming no dividends
c. The risk-free rate is a poor predictor of the relationship between spot prices and future prices
d. All of the above

15. If you are bullish on equities:
a. Go long index futures
b. Go short index futures
c. You should never be bullish on equities
d. Avoid buying equities and invest in bonds 




Short Answer

1. Assume your business is to buy gold and turn it into gold chains, sold by the ounce at the prevailing price of gold, plus a $500 mark-up for craftsmanship. You buy your inventory today for three months of expected sales and want to protect your profits from the change in gold price. Assume the spot (or current) price of gold is $1,000. You can also buy a 3-month futures contract with a settlement price of $1,000. Using futures, find a strategy that guarantees you $500 profit. Show the outcome with gold at $800, $1000 and $1200 per ounce.











2. Assume that Stock A trades for $50 today with a 1% dividend yield. The 6 month risk free rate is 2%. What must the 6 month futures contract price be for Stock A? What would you do if the futures price were higher than you what you just calculated? What would you do if it were lower?



3. Assume you have a $900 million equity portfolio with a beta of 1.2 to the S&P 500. You want to protect half of your portfolio from a falling market in the next 3 months. You can buy S&P 500 index futures which trade at $2,080 and each contract (by convention) represents 250 times the index exposure. 
a. How many contracts should you buy? 
b. Show your portfolio value if the market falls by 15% in three months. Did the hedge work?



















4. Assume you have a $500 million bond portfolio with a duration of 8. You want to protect your portfolio from rising rates by using futures on 10-year treasury bonds, which trade at 110 or 110% of par. Assume that these futures have a duration of 7. By convention, a contract represents $100,000 in par value. Use a three-month contract.
a. How many contracts should you buy?
b. Show the portfolio value if rates rise by 2 percentage points in the next three months. Did your hedge work?



