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[0 O Forward contracts——which permit firms and investors to guarantee a price for a future pur-chase or sale—
—are a basic financial risk management tool. In this chapter we continueto explore these contractsl] studying in
detail forward and futures contracts on stocksand stock indexes. In the next chapter we consider additional
financial futures contracts,including currencies and Eurodollar futures. We also discuss commodities, energy
fu-tures, and contracts on weather and housing. Our objectives are to understand how thesecontracts are priced,
how they are used, and how market-makers hedge them.[J [0 Questions to keep in mind throughout the chapter
include: Who might buy or sellspecific contracts[]

What kinds of finns might use the contract for risk management(]

Why is the contract designed as it is[]

ALTERNATIVE WAYS TO BUY A STOCKThe purchase of a share of XYZ stock has three components:[] [

00 10 fixing the price, [J 200 thebuyer making payment to the seller, and [J 30J the seller transferring share
ownership tothe buyer. If we allow for the possibility that payment and physical receipt can occur atdifferent times,
say, time 0 and time T, then once the price is fixed there are four logicallypossible purchasing arrangements:
Payment can occur at time 0 or T, and physical receiptcan occur at time 0 or T. Table 5.1 depicts these four
possibilities, along with theircustomary names. Lets discuss these different arrangements.
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