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Difference	between	future	and	forward	contracts

Difference	between	forward	future	and	option	contracts.	Which	of	the	following	is	a	difference	between	futures	and	forward	contracts	futures	contracts	are.

elenavolkova/iStock/Getty	Images	By:	Eric	Bank,	MBA,	MS	Finance	Updated	September	26,	2017	A	forward	contract	is	a	private	agreement	between	a	buyer	and	a	seller	regarding	the	transfer	of	an	activity,	such	as	a	commodity,	a	property	or	a	financial	instrument.	The	agreement	stipulates	that	the	buyer	pays	a	fixed	amount,	called	the	term	price,	at
a	predetermined	settlement	date,	in	exchange	to	receive	the	activity	from	the	seller	within	that	date	or	around	that	date.	No	transfer	of	money	until	the	date	of	settlement.	As	an	example	of	how	term	contracts	work	in	the	real	world,	consider	yourself	a	farmer	who	plans	to	plant	grain	seeds	in	spring	in	enough	quantities	to	produce	5,000	bushels	to
the	harvest.	Instead	of	wagering	on	the	price	of	grain	at	the	time	of	harvest,	the	farmer	concludes	a	contract	with	a	regional	mill.	The	contract	provides	that	the	farmer	delivers	4,500	bushels	on	September	15	at	the	price	of	7	dollars	per	bushel.	The	farmer	and	the	mill	have	set	a	price	to	pay	on	the	date	of	the	transaction.	The	farmer	eliminated	the
price	risk	for	most	of	the	crop,	but	took	two	more	risks.	The	first	is	that	it	produces	less	than	4,500	necessary	staoles,	in	which	case	it	will	have	to	compensate	for	the	difference	by	purchasing	additional	grain	at	the	current	price	--	which	can	be	higher	or	less	than	7	dollars	a	stao.	The	second	risk	is	that	the	farmer	can	lose	an	additional	gain	if	the
grain	exceeds	$7	per	bushel	at	the	date	of	the	agreement.	Derivatives	are	an	important	part	of	the	world's	financial	markets.	Three	examples	of	derivatives	are	future	contracts,	forward	contracts	and	option	contracts.	All	these	derivatives	refer	to	a	underlying	title	with	an	eye	to	possible	future	changes	in	its	value.	However,	there	are	important
distinctions	regarding	the	management	of	such	contracts.	Optional	contracts,	appropriately,	give	the	contract	owner	the	right	to	purchase	or	sell	the	designated	business	at	a	specified	price.	This	specified	price	is	called	the	strike	price.	The	contract	holder	has	no	obligation	–	he	may	decide	not	to	exercise	the	option	for	any	reason.	However,	the
issuer	of	the	option,	called	the	issuer,	must	purchase	or	sell	the	task	if	the	owner	exercises	the	option.	Options	are	temporary	tools	that	expire	at	a	predetermined	date.	The	options	that	allow	the	owner	to	purchase	an	activity	are	called	call	options.	The	options	that	allow	the	owner	to	sell	a	business	are	put	options.	In	all	cases,	the	author	of	the	option
receives	a	commission,	called	prize.	A	futures	contract	is	a	formal	commitment	to	purchase	a	certain	amount	of	a	certain	commodity	at	a	given	date.	Future	contracts	have	historically	been	favoured	by	industries	using	such	raw	materials	as	productive	factors.	For	example,	a	large	food	transformer	can	buy	futures	in	corn	or	other	cereals.	Industrial
enterprises	may	purchase	term	contracts	in	the	oil,	copper,	natural	gas	or	other	materials.	In	such	cases,	the	purpose	of	the	term	contract	is	to	protect	the	company	from	an	increase	in	the	price	of	the	raw	materials	used.	However,	many	end-market	participants	simply	hope	to	profit	from	the	price	changes	of	these	raw	materials.	If	a	futures	contract
is	purchased	and	the	market	price	of	the	goods	increases	significantly,	the	contract	holder	can	sell	it	profitably.	Term	contracts	are	similar	in	many	respects	to	term	contracts.	Like	futures,	there	are	often	used	to	sell	raw	materials	not	immediately	available	for	use.	Unlike	futures	contracts,	forward	contracts	involve	two	parts.	Future	contracts	areon	a
bag,	rather	than	being	an	agreement	between	two	parties.	Another	key	difference	is	that	forward	contracts	are	often	concluded	without	intermediaries.	On	the	other	hand,	futures	contracts	are	facilitated	by	brokers.	While	options	and	futures	contracts	are	often	used	by	speculators,	forward	contracts	are	generally	used	to	reduce	risks	for	producers
and	consumers	of	a	product	rather	than	as	an	investment.	They	are	two	types	of	forward	markets	participants:	hedgers	and	speculators.	While	hedgers	and	speculators	buy	futures	contracts	for	slightly	different	reasons,	both	groups	try	to	maximize	profits	and	limit	losses.	The	best	way	to	achieve	these	goals	consists	in	the	purchase	of	options	as	a
cover	against	potential	future	contractual	losses.	Write	down	the	size	of	your	futures	position	and	purchase	a	corresponding	number	of	options.	For	example,	if	you	have	a	position	size	of	five	futures	contracts,	buy	five	corresponding	options	to	completely	cover	your	position.	Also,	make	sure	that	the	expiry	month	of	the	options	purchased	corresponds
to	the	expiry	date	of	the	forward	contracts	you	own.	Select	an	operating	price	that	fits	the	accepted	level	of	risk	tolerance.	When	you	buy	an	option,	you	need	to	specify	an	operating	price.	More	the	strike	price	is	close	to	the	current	futures	price,	more	expensive	is	the	option.	An	option	with	an	operating	price	that	is	more	far	from	the	price	of	futures
costs	less,	but	offers	less	protection	against	an	unfavorable	price	move.	Buy	a	put	option	to	cover	if	you	are	along	the	futures	contract.	An	option	Put	gives	you	the	right	to	discover	the	underlying	futures	market	at	the	operating	price	of	the	option.	You	will	be	able	to	compensate	for	your	position	at	the	exercise	price	of	the	Put	options	if	the	futures
price	moves	against	you.	Buy	a	CALL	option	to	cover	if	you	are	short	the	futures	contract.	The	CALL	option	gives	you	the	possibility	of	going	along	the	underlying	futures	contract,	in	order	to	provide	a	cover	for	a	short	futures	position.	Photo	Courtesy:	KANOK	Sulaiman	/	Getty	Images	Do	you	like	to	have	options?	The	days	of	the	trade	of	simple	and
unique	actions	are	over.	The	internal	of	the	world	of	the	stock	market	today	there	are	several	ways	to	invest	Ã	¢	âžâž	and	there	are	many	to	meet	investors	of	all	levels	of	competence.	You	can	buy	things	like	actions,	exchange	funds	exchanged	and	mutual	investment	funds	or	go	a	different	path	from	something	called	futures.	Futures	can	be	a	bit
intimidator	for	the	new	investor,	not	only	for	their	name,	but	also	for	the	fact	that	many	of	them	have	become	incredibly	expensive	to	exchange,	and	this	is	understandably	unpleasant	for	many	beginners.	That's	why	Cem	Group	has	recently	introduced	something	called	Micro	Futures	and	E-Micro	Futures.	These	types	of	financial	contracts	are
surprisingly	easy	to	understand	and	can	represent	a	cheaper	entry	option	for	investors	who	are	new	to	trading	on	the	futures	market.	Here's	what	you	need	to	know.	Photo	Courtesy:	GUVENDEMIR	/	GETTY	Images	Before	entering	the	merit	of	the	microfutures,	it	is	important	to	understand	the	general	concept	of	futures	contracts	in	general.	While
future,	and	options,	they	can	cover	a	wide	range	of	investments,	the	type	of	futures	on	which	we	are	focusing	here	is	called	futures	on	equity	indices.	To	make	a	very	simple	complex	idea,	futures	on	stock	indices	allow	you	to	bet	on	if	a	certain	stock	market	index	will	go	on	or	down.	You	can	choose	between	futures	that	focus	on	a	number	of	specific
indexes,	but	the	most	common	follow	the	performance	of	one	of	the	four	main	indexes:	The	Dow	Jones	Industrial	Average	to	determine	the	value	of	a	future	on	an	stock	index,	multiply	the	value	of	the	€	™	Index	that	follows	for	a	number	known	as	multiplier.	For	example,	a	standard	multiplier	for	the	S	&	P	500	index	is	$	250.	Then,	to	calculate	how
much	a	future	is	worth	on	S	&	P	500,	you	could	calculate	the	current	price	of	the	S	&	P	500.	In	the	past,	the	S	&	P	500	index	closed	at	$	4.509.37.	Therefore,	a	futures	contract	that	followed	would	be	$4,509.37	x	$250,	or	$1,127,342.50	at	the	time.	Photo	Courtesy:	Berkah/Getty	Images	The	idea	behind	trading	futures	and	an	important	clue	about	their
name	comes	from	the	fact	that	you	don’t	actually	have	to	pay	the	full	amount	of	their	value	until	a	date	in	the	future.	Hopefully,	by	that	time,	your	contract	will	be	worth	more	than	it	was	when	you	paid	for	it.	If	you	think	the	index	that	your	future	tracks	will	go	up,	you	can	go	If	you	think	you	can	go,	you	can	go	Â	«Short.â	€»	In	both	cases,	if	your	bet
turns	out	to	be	correct,	then	you	are	about	to	make	a	considerable	amount	of	money.	If	the	contract	is	worth	more	than	it	was	at	the	time	of	purchase	at	the	time	of	its	deadline,	the	seller	will	be	required	to	pay	the	difference.	That	said,	things	can	also	go	in	the	opposite	direction.	If	your	bet	is	incorrect,	you	will	have	to	pay	the	difference	to	the	seller
if	you	still	have	the	contract	at	maturity.	The	good	news	is	that	if	you	can	say	that	things	probably	will	not	go	well	for	you,	you	can	sell	the	contract	before	the	expiration	date,	but	often	at	a	lower	price	than	you	paid.	As	you	can	see	from	the	previous	example,	most	of	the	futures	on	traditional	indices	can	be	prohibitively	expensive	for	occasional	or
beginner	investors.	Here's	where	microfutures	come	into	play.	Ã,	Photo	Courtesy:	Hiroshi	Watanabe	/	Getty	Images	in	the	end,	a	time	came	when	fewer	people	could	afford	to	exchange	traditional	futures	indices.	The	CME	Group,	one	of	the	largest	contracts	in	contracts	in	the	world,	has	solved	this	problem	by	introducing	new	types	of	mini	and
microfutures	contracts.	The	e-mini	futures	work	exactly	the	same	way	as	traditional	indexed	futures,	with	the	exception	that	their	multipliers	are	smaller	than	a	fifth:	the	S	&	P	500	$	50	futures	The	Dow	Jones	Industrial	Average	$	5	The	Nasdaq	100	$	20	The	Russell	2000	$	50	Micro	E-Mini	Futures,	or	Micro	Futures,	work	even	they	are	in	the	same
way	as	traditional	indexed	futures	but	have	even	smaller	multipliers	than	a	tenth:	the	S	&	P	500	$	5	Dow	Jones	Industrial	Average	$	0.5	The	NASDAQ	100	$	2	The	Russell	2000	$	5	as	we	have	previously	calculated,	a	traditional	S	&	P	500	contract	would	a	value	of	$	1,127.342.50	in	our	example.	An	agreement	S	&	P	500	micro	futures,	however,	would
only	be	$	22,546.85.	The	important	thing	to	keep	in	mind	is	that,	depending	on	the	broker	used,	you	will	have	to	have	some	quantity	of	money	on	your	account	to	be	able	to	exchange	futures,	as	they	tend	to	be	a	risky	investment	strategy.	Some	Broker	will	allow	you	to	open	a	margin	account,	which	means	you	can	borrow	a	certain	amount	of	money
from	your	broker	to	make	bigger	operations.	Keep	in	mind	that	you	will	have	to	return	the	money	if	the	deal	is	not	in	your	favor	and	if	you	don't	sell	the	contract	in	advance.	You	want	to	avoid	risking	more	than	you	can	afford.	Ã,	Photo	Courtesy:	MixAll	Studio	/	Getty	Images	In	general,	if	you	are	brand	new	to	the	stock	market,	the	futures	of	any	kind
are	not	something	you	want	to	throw	you	until	you	are	sure	you	have	a	clear	idea	of	​​their	operation.	Although	some	investors	can	draw	big	profits	from	the	trading	of	futures	on	indexes,	this	is	due	to	the	fact	that	it	tends	to	be	a	risky	investment	strategy.	You	will	also	need	a	consistent	account	balance	before	entering	the	forward	trading	game,	as	well
as	a	thorough	knowledge	of	when	selling	rather	than	waiting	for	the	expiry	date	of	the	contract.	Working	with	an	investment	consultant	can	be	a	useful	way	to	learn	the	strings.	If	you	still	find	yourself	in	possession	of	a	losing	contract	at	the	expiry	date,	you	might	be	on	the	hook	for	a	great	amount	of	money.	Make	sure	you	understand	how	to	set	up	a
stop-loss	before	you	start	trading	on	futures,	so	even	if	you	lose	money,	you	will	at	least	be	able	to	put	a	roof	on	quantity.	For	what	about	the	starting	point,	now	there	are	different	ones	Platforms	offering	micro	futures	trading,	as	well	as	educational	resources	to	help	you	learn	to	do	so.	Some	of	the	best	choices	include:	Tradestation	Interactive
Brokers	TD	Ameritrade	Micro	Futures	have	a	great	way	to	start	when	you're	ready	to	in	trading	futures.	Until	then,	it	is	recommended	to	do	a	lot	of	practice	on	a	trading	simulator.	Simulators	provide	a	great	way	to	see	how	you	perform	“but	without	risk.	risk.
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