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Any medical professional who wants to save money for retirement or plan for
a child’s education may need to understand the basic tenets of investing in
futures. It allows them to improve the prospects of meeting future financial
goals.

Futures

A future represents the purchase of a particular investment at a predetermined
date.

Futures are traded on a wide range of investments (e.g., baskets of stocks,
interest rates, currencies and commodities) and are useful tools for controlling
the risk of cash flow timing for those that wish to lock in a particular price for
a security. Likewise, they also provide some insight as to the expected future
price in the market of the security.  The key difference between futures and
options is that futures obligate both parties to make the agreed upon
transaction, whereas options give the option holder the right, but not the
requirement, to make the transaction.

Futures are typically traded on an organized exchange, such as the Chicago
Board of Trade (e.g., interest rate and stock index futures) or the Chicago
Mercantile Exchange (e.g., foreign exchange and stock futures).  The design
of the contract traded on an exchange typically includes a pre-defined contract
size and delivery month.  Also, futures transactions generally require
maintaining a margin deposit (i.e., a fraction of the trade value held in reserve
to help ensure the final settlement at the contract settlement date) and the
recognition of gains and losses on a daily basis with movements in contract
prices.

The pricing of a futures contract is based upon the price of the underlying
security (e.g., the S&P 500 Index price), the opportunity cost of cash (e.g.,
current borrowing rates) and any distributions expected from the security over
the period (e.g., dividends).
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A “no arbitrage” pricing formula, in which an investor could not earn a risk-
free profit from selling the security and buying the future or vice-a-versa, is as
follows:
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In this formula, F is the futures price, S is the current security price, r is the
current interest rate for the period of the futures contract, t is the period of the
contract and Dt is the distributions over the period.

One of the key uses of futures contracts is to hedge an underlying exposure in
a portfolio that may be a source of unwanted risk.

As an example, an investor may wish to own a particular foreign company’s
stock (e.g., a European stock), but avoid the risk of an adverse movement in
the local currency of the stock (e.g., the Euro) versus the dollar.  By using a
futures contract, the investor may be able to lock in a future exchange rate of
the currency and limit the risk of a fall in the spot price of the currency
adversely affecting the value of the investment.  In our example, any gain in
the futures transaction will offset the unrealized loss in the stock that relates to
a drop in the Euro exchange rate.  The price of a foreign exchange futures
contract may be defined as follows:





 





 



3601

3601

2

1

tr

trS
F

In this case, r1 represents the domestic interest rate and r2 represents the
foreign interest rate, while S is the spot price for the currency.



4

While the formula above represents the price expected under a “no arbitrage”
condition in which there is “parity” between the spot price and the futures
price, it is important to remember that futures are traded on exchanges.
Therefore, futures are influenced by supply and demand factors that may
impact their price over any period.  That is, if there are not enough buyers to
offset the supply created by sellers of a futures contract, then deviations from
the “no arbitrage” price may be sustained.  It is such dislocations caused by
periods of low liquidity that can cause futures contract mispricing and
imperfect hedges.

Therefore, most derivative securities may be best understood as a series of
cash flows contingent upon the price of underlying assets at specific dates
and/or events.  While derivatives may be useful to satisfy a particular
investor’s needs, these securities often have clear risks that should be
considered and understood by a prudent investor.

Thus, derivatives may be an important tool to manage the risk of failing to
achieve a specific goal for a physician investor, but are not typically
considered a separate asset class having a central place in most modern
portfolio construction approaches.

CONCLUSION

This paper reviewed investing futures for medical professionals.
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