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Pricing forwards or futures contracts
comes down to eliminating arbitrage-
by weighing up the costs & benefits of buying now vs. agreeing to buy on a certain date in the
future.

General Case for a (fair) forward price =
Forward price = current cash (spot) price +COSTS of buying now —BENEFITS of buying now

...what are these costs or benefits? ⏩
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Option Volatility and Pricing (Natenberg) | Forward Pricing - Costs & Benefits



Physical Commodities
Grains, Energy Products, Precious Metals, etc.

BUYING NOW...
✅Pay current price up front (cash outflow)
✅Forego the interest on this amount
✅Storing the asset until maturity/ end-of-contract
✅Insuring the asset until maturity
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Forward Price (F)



Contango & Backwardation
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Given positive interest rates & positive costs for storage & insurance... backwardation
*shouldn’t* be the norm...
UNLESS end-users need immediate access to the physical.
—the divergence this produces from fair value is known as the convenience yield



Tradeoff for equities?
Pay cash up front for stock...
forego the interest you could otherwise receive ✖️
entitled to dividends ✔️

Stock / Equity ETFs
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Forward Price (F) using discrete dividends



Bonds
...think of coupon payments like dividends 👍
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Forward Price (F) of a Bond Future



Currency Forwards / Futures
Tradeoffs are respective rates available for each currency

See example from text->
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Stock and Futures Options

Option underlyings are NOT equivalent throughout time...

Some misleading tendencies arise out of the ignorance of this fact:
Misinterpretation of what is “at- the- money” when comparing tenors
Leads to errors in comparing Implied Vols across calendar spreads

for example- if you are comparing ATM vol in 1M vs 1Y and using spot as the reference strike in both, you
are biased towards observing a steeper term structure due to skew in the longer tenor
Correct for this by using the proper forward price when comparing strikes (spot check w/delta)

Attribution errors when comparing richness/cheapness of structures expressed as %-spot price
Correct for this by defining structures according to their delta instead
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Examples to follow (product portal & Discord discussion)
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