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4. Basics of Futures and Options: Part 1

Sean Fox <seanfox@k-state.edu>
John A. (Sean) Fox is a native of Ireland and has been on the faculty at K-
State since 1994. His B.S. in Agricultural Science is from University College
Dublin and his Ph.D. in Agricultural Economics from lowa State University.
Currently a Professor of Agricultural Economics, he has taught classes in
Agricultural Policy, International Trade, Futures Markets, Managerial
Economics and Applied Econometrics. His research is primarily focused on
non-market valuation and involves surveys, market experiments, and retalil
trials in an effort to quantify consumer valuation of food safety and response
to new food products, technologies or information.

Abstract/Summary
Session 1:
Futures markets: a. Where they are, contracts traded, months traded,
contract specs, volume, open interest, b. Performance guarantee, offsetting
— how those work, c. Margin requirements, price limits d. Open outcry vs
computer trading. Trading: a. Opening an account, Choosing a broker —
local vs online, commissions, b. Types of order: market, limit, stop orders, c.
Hedging accts vs Speculation accts (margin and tax implications). Hedging:
a. Basis, basis risk, basis patterns, b. Basics of a short (long) hedges, c.
Futures vs cash forward contracts d. Hedge-to-arrive (HTA) and basis
contracts, e. Marketing alternatives for different price and basis situations




Futures & Options
Basic Concepts, Part 1

@

Overview

A Futures Contract

Futures Exchanges

How do | trade?

Why trade futures?




Price risk in commodity markets

» December Corn
o 2011: $4.50 to $7.75, peak in late August
o 2012: $4.00 to $8.50, peak in late August

o 2013: $4.50 to $6.60, peak in August 2012
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Dec. 2012 Corn
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Dec. 2013 Corn (aAug 16,2013)
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in the value of the crop

o On the other hand, if prices rise, the loss on futures prevents
you from benefiting from the higher price.

o Effectively, a price has been locked in*

o This will work ..... as long as the cash price and the price of the
futures contract move together.




“Selling futures”

,,

Grain — Months traded

,,

Livestock — months traded

,,

Terminology

,,

Grains - Price patterns

,,

Contract sizes




Price quotes - Grains otes (CME)
(- @

CME Volumes Price Limits
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Summary

,,

Changes in Basis - terminology

,,

Short hedge — rising prices

,,

Basis risk ...

,,




Basis (§/bu. cash-futures)

Manhattan — Wheat Basis

Basis Information: MANHATTAN, KS - Hard Red Winter Wheat

K-State Dept of Agricultural Economics, www.AgManager.info
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Using basis information

Hedge — or forward contract?

Which contract?

Another sample hedge

and yet another ....




Margin

Margins are set by the exchange

Margins and volatility

Margin — example

Margin and cash flow
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