Futures contracts are one of those financial tools that sound abstract until you see them do a job. | learned that
the hard way early in my career, when a client’s exposure to a commodity price swung faster than their internal
hedging schedule. The business was not "wrong,” exactly. Their process simply assumed slow movement and
perfect timing. The market didn’t cooperate. A well-structured futures hedge would have reduced the uncertainty
immediately, even if it could not eliminate every risk. That distinction, between reducing uncertainty and

eliminating it, is the first real lesson of futures for risk management.

At the center of it all is a simple promise: a futures contract lets you lock in a price (and therefore, partially lock in
finance outcomes) for a future date. The locking is not free. Futures trading involves margin, daily settlement, and
basis risk. But for many firms, those trade-offs beat the alternative of waiting for prices to move “just enough” and

then acting.

This guide walks through the mechanics and the judgments you actually make when using futures for finance and

risk management.

What a futures contract is, in practical terms

A futures contract is a standardized agreement to buy or sell an underlying asset at a specified future date at a
specified price. The “underlying” depends on the market: it can be an equity index, an interest rate benchmark, a

commodity, a currency proxy, or other financial references.
Two features matter for risk management:

1. Standardization. Contract size, delivery month, tick size, and many trading rules are set by the exchange. You
cannot negotiate your way out of exposure mismatch, but you can get reliable liquidity and predictable
contract terms.

2. Obligatory performance through clearing. You do not just “bet” on direction. Your positions settle daily

through the clearinghouse, using margin rules that ensure losses are collected in real time.

When people talk about “locking in a price,” they often simplify. What you really lock is a hedge relationship. You
choose a futures contract that behaves similarly to the exposure you are trying to manage. Then you accept the

remaining differences, called basis risk, which we will cover later.

Margin and daily settlement: where risk actually shows up

The most common misconception is that futures are “cheaper” because you do not pay the full value upfront like
you would with a forward contract. Futures margin is not a deposit for the future purchase price, but a collateral

mechanism tied to the daily mark-to-market settlement.

Every trading day, the clearinghouse marks your futures position to the current market price. If your position gains
value, margin is credited. If it loses value, margin is debited. That is why futures can create liquidity stress even
when the final outcome over months turns out fine. The market can move against you before it moves in your

favor, and the margin calls do not wait.

In real operations, I've seen teams underestimate how quickly margin needs can escalate during volatility spikes.
One risk manager | worked with had a solid view on where the commodity would end up, but their treasury
process assumed margin would be stable. When volatility expanded, they had to scramble for intraday funding,
then unwind less efficiently than they wanted. The futures position wasn't “wrong,” but the financing plan was not

robust.
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A few practical points to keep in mind:

¢ Initial margin is the upfront collateral requirement to open a position.
* Maintenance margin is the minimum collateral level you must keep.

e |f your account falls below maintenance, you face a variation margin call, which must be met promptly

according to the exchange and clearing broker rules.

Exact margin levels depend on the contract, volatility, and the clearing member’s risk model, so you should not
treat any number as universal. But you can treat the concept as universal. Margin rules make futures risk

management partly a funding and liquidity discipline, not just a pricing view.

The basic trade: hedging with long and short positions

A hedge using futures usually involves taking the position that offsets the direction of risk in the underlying
exposure. The sign convention is easy to get wrong when you are tired, so I'll state it plainly and then tie it to

examples.

e |f you have risk of prices rising on something you will buy later, you typically want protection by shorting

the relevant futures contract.

¢ |f you have risk of prices falling on something you will sell later, you typically want protection by going

long the relevant futures contract.

For commodities, the logic often feels intuitive. For interest rate and index products, it takes a little more

familiarity, but the hedge idea is the same: futures gains can offset the loss in the underlying exposure.

Let's ground it with two examples that resemble situations risk teams actually face.

Example 1: A hedger with future purchase exposure

A food manufacturer knows it will purchase a large quantity of corn over the next three months, and their
budgeting assumes a specific price level. If corn prices rise sharply, gross margins compress. If the manufacturer
shorts corn futures for the appropriate maturity window, then increases in futures prices create gains on the
hedge, which can offset the higher purchase cost. The manufacturer has not eliminated all effects, because cash
prices and futures prices do not always move in perfect lockstep. But they have reduced the sensitivity of margin

to random price swings.

Example 2: A producer with future sale exposure

A grain producer expects to sell at harvest, but harvest timing can shift a few weeks depending on weather. If the
producer worries about prices dropping, they may take a long position in futures corresponding to the expected
sale period. If prices fall, the cash sale would likely suffer, while the long futures position would gain, cushioning the

impact.

These are “plain vanilla” hedges, but the operational details determine success.

Hedging is not just choosing a contract, it is choosing a hedge ratio

When you hedge with futures, you usually select a notional size that aligns with your exposure. The exposure
might be measured in physical units (bushels, barrels, megawatts) or in financial units (dollar value, revenue,

forecast cash flows). The futures contract has a standardized size, so you calculate a hedge ratio.



A basic starting point looks like this conceptually:

® convert your exposure into the same unit measure as the futures contract
® decide whether to fully hedge or partially hedge based on risk appetite and basis uncertainty

® ensure that your hedge end date aligns with the exposure timeline, or uses a rolling approach

In practice, “fully hedge” is a philosophy, not always a strict math result. Sometimes a risk team uses a ratio less
than one because they expect some portion of the exposure to be naturally offset by pricing adjustments in sales
contracts, product mix shifts, or inventory dynamics. Other times, they hedge more aggressively when the

business has limited flexibility on passing through price changes.

One judgment I've seen repeatedly: risk managers who only compute the notional and ignore operational realities
end up with unpleasant surprises. For example, if inventory is already on hand, you may hedge the incremental
risk rather than the entire expected volume. If production schedules shift, you may need to roll futures earlier than

planned.

Contract selection: maturity, liquidity, and basis risk

If you take one thing away from this section, let it be this: futures risk management lives and dies by contract

selection.

Maturity alignment and rolling

Most exposures are not perfectly aligned with a single futures delivery month. A company hedging quarterly
procurement must choose a monthly or blended maturity window. Some do a one-contract hedge for simplicity.

Others roll positions over time to maintain alignment.

Rolling creates a second layer of complexity. Prices can differ between delivery months, and rolling can lock in
those differences. If your hedging window is three months and you roll monthly, you may end up benefiting from
or paying for the term structure shape of the market. That is not necessarily bad. It is simply a factor you should

recognize, document, and monitor.

Liquidity
Even though futures are standardized, liquidity can vary across contract months, especially in less actively traded
commodity contracts or less common indexes. Low liquidity increases bid-ask spreads and can affect execution

quality around margin-sensitive moments. It can also increase the risk that a hedge becomes stale when you need

to adjust quickly.

Basis risk

Basis risk is the risk that the futures price change does not fully offset the underlying cash price movement. Basis
can reflect differences in transport costs, storage, quality, delivery constraints, local market conditions, or the

timing of cash flows versus futures settlement.

Basis risk is the reason you cannot judge a hedge solely by futures P and L. A hedge can look “successful” or
“unsuccessful” depending on the cash process, and the two can diverge for reasons that have nothing to do with

direction.

I've seen hedges blamed for outcomes when the real culprit was basis. For instance, a contract chosen for

convenience might not reflect the cash location or the relevant delivery quality. The futures might move in the



right direction, yet the cash exposure moved differently. That mismatch is basis risk, and it is often the biggest

driver of hedge effectiveness in commodity and rates-linked hedging programs.

Interpreting the hedge: mark-to-market versus economic impact

Because futures are marked to market daily, the hedge will produce a running profit or loss. That P and L is real in

the sense that it affects your margin account, but it is not always the same as your economic hedging result.
Economic impact often appears when the cash transaction occurs. For example:

e |f you short futures to hedge a future purchase, the hedge P and L will fluctuate daily.

* When you eventually buy the underlying in the cash market, the purchase price will reflect the market level at
that time.

* The “real” hedge performance is the combined effect across both legs, plus any hedging costs and basis

differences.

This is why robust hedge reporting matters. If your internal dashboard only tracks futures P and L, it can trigger
bad decisions. A risk team should understand, ideally in a spreadsheet model with governance, how futures P and

L relates to expected cash outcomes, including basis.
If you are implementing governance, set a clear standard for:

* what counts as hedge effectiveness
® what metrics you use to monitor deviations

* how often you review contract selection and roll schedules

The mechanics many teams overlook: settlement, delivery, and
intention

Most commercial hedgers do not take physical delivery under futures. They close or roll the position before
delivery. But it is still important to understand what “delivery” means conceptually, because it influences contract

specs, pricing behavior, and operational timing.

In many futures markets, as delivery approaches, pricing can become influenced by delivery logistics and
expectations about who will take delivery. That can affect your hedge if you hold too close to delivery without a
plan. For risk management, the goal is typically to ensure your hedge remains effective across your exposure

window, not to maximize theoretical convergence at delivery.

Also note that different products have different settlement conventions. Some settle to a physical delivery, others
settle cash based on an index or reference price. The details matter for both reporting and understanding how

cash and futures relate.

A framework for using futures in risk management

Rather than treating futures as a single product, treat it as part of a process. You need policy, execution,
monitoring, and governance. Below is a practical, non-exhaustive set of decisions that usually determine whether a

hedge helps or harms.

* Define the exposure clearly. Specify what you are hedging, the timeframe, and how it translates into the

futures market’'s underlying.



® Choose the contract with the best hedge mapping. Prioritize basis and liquidity, not just the nearest

delivery month.

* Set a hedge ratio and hedge horizon. Decide what portion you hedge and how you handle mismatch

between cash timing and futures maturities.

¢ Plan for margin and financing. Confirm margin call procedures, funding sources, and maximum acceptable

intraday or near-term liquidity stress.
* Measure effectiveness the right way. Use metrics that link futures moves to cash outcomes, not futures P

and L alone.

That framework prevents the most common failure mode I've observed: “analysis paralysis” before trade entry and
then “surprise mechanics” after entry. The policy should be clear enough that a trader or hedging desk knows

what to do when volatility rises and markets move faster than the calendar.

Trade-offs: hedge costs, opportunity cost, and residual risk

Futures are not free hedging. The costs show up in different ways, some obvious and some subtle.

Opportunity cost

If you hedge aggressively and prices move in your favor, you will still have to deal with hedge losses offsetting
what would have been gains in the underlying exposure. That is the cost of protection. Many firms accept it

because uncontrolled volatility is more expensive than a known trade-off.

Basis and imperfect correlation

small business finance help

Even with careful contract selection, futures may not perfectly track the cash price. Residual risk remains. That
residual risk is not a bug. It is part of the instrument-feature trade. You are reducing one risk factor, not

eliminating all uncertainty.

Margin and volatility

Margin requirements can expand precisely when the market moves sharply, which is when you might least want to
post additional collateral. If your funding is tight, futures hedging may be feasible only if you structure it within a
broader treasury plan. For some businesses, options may be preferred because they cap downside, but they come
with premium costs and different Greeks risk. That is a separate discussion, but the key point is that futures and

options are different risk management philosophies, not interchangeable tools.

Common pitfalls from real deployments
Over the years, I've noticed a few patterns that show up across industries and across market cycles.

First, teams sometimes confuse “hedge direction” with “hedge effectiveness.” You can have the correct hedge
direction and still be ineffective because you selected the wrong contract month, or because basis moved
differently than expected.

Second, people often ignore roll behavior. A hedge that looks fine in a static backtest can behave poorly in reality if

you roll in a way that introduces unnecessary turnover or if liquidity changes materially across the horizon.
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Third, the operational flow for margin calls is frequently underbuilt. In calm markets, you do not feel the problem.
In stressed markets, a weak escalation path becomes a risk in itself. This is less about trading and more about

controls.

Fourth, hedge governance can be too rigid. If your exposure timeline changes because a contract delivery schedule
shifts, you need to decide how quickly the hedge should be restructured. If the governance requires approvals that

take days, you may end up hedging the wrong window.

Futures versus forwards and swaps: what is different

People compare futures to other derivatives because they all can lock in future prices. But the mechanics differ

enough that risk management consequences differ.

® Futures are standardized, cleared, and marked to market daily.
® Forwards are typically customized, traded over the counter, and settled at maturity (depending on structure).

® Swaps can be customized and are settled periodically, but they involve different risk drivers and valuation

methods.

For risk teams, the practical comparison often comes down to funding and collateral, transparency of pricing, and
operational overhead. Clearing and daily settlement can be a strength because it reduces counterparty credit risk,
but it introduces margin and intraday liquidity needs. Forward and swap structures may reduce day-to-day cash

flows in a way that benefits treasury, but they introduce counterparty exposure unless mitigated.

There is no universal winner. The right choice depends on the business’s ability to post margin, its governance

capacity, and its risk appetite for mark-to-market volatility versus collateral timing.

How to monitor a hedge after entry

Once you have a hedge on, the work is not done. You monitor in three dimensions: market behavior, hedge

mapping, and operational constraints.

Market behavior includes volatility, correlation changes between futures and cash, and term structure shifts that
influence roll outcomes. Hedge mapping includes whether the exposure truly matches the futures underlying, and
whether your hedge horizon still matches the exposure timeline. Operational constraints include whether margin

limits are being approached and whether liquidity is available to absorb margin calls without forced unwinds.

| prefer monitoring that triggers clear actions rather than vague alerts. For example, if the basis between the cash
market and the futures contract moves beyond a threshold, you might reconsider contract selection. If the hedge
ratio is no longer appropriate because inventory levels changed materially, you might adjust sizing. If liquidity

constraints are tightening, you might scale down or extend rolling schedules, depending on policy.

This is where experience matters. In calm periods, you can rely on assumptions. In stressed periods, you need to

revisit assumptions quickly, and you need to know what flexibility you have.

A short glossary of terms you will actually use
You will hear certain terms repeatedly in futures risk management, especially in finance teams and in risk reports.

® Contract month: the delivery or settlement month of a futures contract.

* Notional exposure: the size of the underlying exposure you are hedging, expressed in the same unit terms

as the futures.



* Tick value: the monetary value of the smallest price movement (depends on contract specs).
® Basis: the difference between cash price and futures price, and its change over time.

* Mark-to-market (MTM): daily revaluation of the futures position, driving variation margin.

If you work with counterparties, finance teams, or clearing brokers, getting these definitions straight early reduces

misunderstandings later.

When futures are a poor fit

Futures can be a great risk tool, but they are not always the right answer. In my experience, futures are less
suitable when the exposure is hard to map to a standardized contract, or when basis risk is structurally large and

cannot be managed.
Examples include:

If the underlying cash market is extremely localized and the futures contract is too broad, basis can dominate. If
your exposure timeline is too irregular and you cannot roll with sufficient operational control, the hedge might
become a series of mismatched periods. If your treasury cannot support margin during volatility spikes, futures

may create more operational risk than they reduce.

In those cases, you might consider other instruments or a layered approach. Sometimes you hedge partially with

futures and use other tools for the remaining risk, rather than trying to force one contract to do everything.

Building a hedge policy that survives stress

A hedge policy is not paperwork for compliance. It is a decision document that helps your team behave

consistently when markets do not.
Your policy should cover:

® approved products and contract selection criteria

* hedge ratio methodology and any permitted deviations

¢ roll schedules and exceptions when liquidity or basis changes
* margin and liquidity escalation procedures

* reporting, effectiveness measurement, and review cadence

A useful hedge policy also includes “degrees of freedom.” Markets change, and sometimes the right action is not

the one you imagined. Allowing a controlled range of responses prevents a slow paralysis when volatility hits.

Final thoughts, grounded in what matters

Futures contracts are best understood as a mechanism for transferring price risk from your balance sheet to a
managed hedging position, with collateral and daily settlement as the price of admission. They reduce uncertainty,
but they introduce their own forms of risk: margin liquidity risk, basis risk, and the risk of operational mistakes

during rolling and execution.

If you treat futures as a process, not a trade idea, you will get better outcomes. You will choose contracts based on
hedge mapping, not just “nearest maturity.” You will plan for margin and monitor effectiveness using metrics tied
to cash outcomes. And you will document the judgment calls that, in the end, determine whether hedging is

protecting the business or just moving numbers around.



For teams working in finance, that discipline turns futures from a technical instrument into a reliable risk

management capability.



