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Short-term Interest Rate Futures

Invest $20M to be received in 120 days. Lock in current short-term rate

Amount to hedge 20,000,000.00 €
90D deposit rate LIBOR - 25bps
Time to expiration (days) 120.00
Eurodoliar futures price a5
Long position Eurodollar futures 20
After 120 days

Case A Case B
90D LIBOR 3.5% 6.5%
Interest received on 90D deposit 162,500.00 € 312,500.00 €
Futures price at settlement a6.50 03.50
Profit on futures 75,000.00 € -75,000.00 €
Total return 237,500.00 € 237,500.00 €

Short term interest rate futures are financial contracts that allow investors
to hedge against or speculate on future interest rate movements. These
instruments are crucial for managing interest rate risks and are widely used
by institutions such as banks, hedge funds, and corporations. This article
delves into the fundamentals of short term interest rate futures, their
mechanics, market participants, and their significance in the broader
financial landscape.

Understanding Short Term Interest Rate Futures

Short term interest rate futures are derivative contracts based on the
expected future values of short-term interest rates. These contracts
typically have maturities of less than one year and are most often linked to
instruments such as Treasury bills, Eurodollar deposits, or overnight
interest rates. The most common type of short term interest rate futures is



the Eurodollar futures contract, which reflects the interest rate on U.S.
dollar-denominated deposits held in foreign banks.

How Short Term Interest Rate Futures Work

The value of a short term interest rate futures contract is determined by the
market's expectation of future interest rates. Here's how they generally
work:

1. Contract Specifications: Each futures contract specifies a notional amount
(often $1,000,000) and a specific interest rate. The price of the contract is
quoted as 100 minus the implied interest rate. For example, if a Eurodollar
futures contract is priced at 98.50, this implies an interest rate of 1.50%
(100 - 98.50).

2. Margin Requirements: Traders are required to post an initial margin, which
is a percentage of the contract's value, to enter into the contract. This
margin serves as a performance bond to ensure that both parties fulfill their
obligations.

3. Settlement: Most short term interest rate futures are cash-settled rather
than physically delivered. This means that upon expiration, the contracts are
settled in cash based on the difference between the contract price and the
market price at expiration.

4. Mark-to-Market: Futures contracts are marked to market daily, which means
that gains and losses are calculated and settled at the end of each trading
day. This helps to mitigate credit risk, as profits and losses are realized
continuously.

Market Participants

The market for short term interest rate futures consists of various
participants, each with distinct goals and strategies:

e Hedgers: These are typically banks and financial institutions that use
short term interest rate futures to manage their exposure to interest
rate fluctuations. For instance, a bank expecting interest rates to rise
may sell futures contracts to lock in current rates, thereby hedging
against potential losses on existing fixed-rate loans.

e Speculators: These traders aim to profit from fluctuations in interest
rates. They may take long or short positions in futures contracts,
betting on whether interest rates will rise or fall. Speculators
contribute to market liquidity but also add to volatility.



e Arbitrageurs: These participants exploit price discrepancies between
short term interest rate futures and the underlying cash instruments. By
simultaneously buying and selling in different markets, arbitrageurs can
lock in risk-free profits.

Major Types of Short Term Interest Rate Futures

While there are a variety of short term interest rate futures available in
the market, the following are the most prominent:

1. Eurodollar Futures: These contracts are based on the 3-month LIBOR (London
Interbank Offered Rate) and are one of the most widely traded short term
interest rate futures. They are essential for businesses and investors
looking to hedge against fluctuations in interest rates tied to U.S. dollar
deposits.

2. Treasury Bill Futures: These are based on the prices of U.S. Treasury
bills and are used to hedge or speculate on changes in short-term U.S.
government interest rates. They are particularly popular among institutional
investors.

3. Fed Fund Futures: These contracts are based on the average daily federal
funds rate, which is the interest rate at which banks lend to each other
overnight. Fed fund futures are extensively used to gauge market expectations
of future monetary policy actions by the Federal Reserve.

Benefits of Using Short Term Interest Rate
Futures

Short term interest rate futures offer several advantages to market
participants, including:

1. Risk Management: By using these contracts, institutions can effectively
hedge against adverse movements in interest rates, protecting their profit
margins and overall financial stability.

2. Leverage: Futures contracts allow traders to control a large amount of
underlying assets with a relatively small initial investment due to margin
requirements. This leverage can amplify returns but also increases the risk
of losses.

3. Liquidity: The market for short term interest rate futures is highly
liquid, facilitating quick entry and exit from positions. This liquidity is
essential for large institutional investors who need to execute significant
trades without impacting market prices.



4. Price Discovery: Short term interest rate futures play a vital role in the
price discovery process for interest rates. The trading of these contracts
reflects collective market expectations about future monetary policy, helping
to inform economic decision-making.

Risks and Considerations

While short term interest rate futures provide numerous benefits, they are
not without risks:

1. Market Risk: Changes in interest rates can lead to significant losses for
futures traders. Speculators, in particular, need to be aware of the
potential for rapid market movements that can adversely affect their
positions.

2. Liquidity Risk: Although the market for short term interest rate futures
is generally liquid, there can be periods of low liquidity, especially during
times of market stress. This can make it challenging to execute trades at
desired prices.

3. Margin Calls: Traders must maintain sufficient margin in their accounts to
cover potential losses. A significant adverse movement in interest rates can

lead to margin calls, requiring traders to deposit additional funds or close

positions.

Conclusion

In conclusion, short term interest rate futures are essential tools for
managing interest rate risk and facilitating speculation in the financial
markets. Their unique structure and the diverse range of market participants
contribute to their importance in the global economy. Understanding how these
futures operate, their benefits, and associated risks can help investors and
institutions make informed decisions when navigating the complexities of
interest rate movements. As the financial landscape continues to evolve, the
role of short term interest rate futures in risk management and investment
strategies will likely remain prominent.

Frequently Asked Questions

What are short term interest rate futures?

Short term interest rate futures are financial contracts that allow investors
to speculate or hedge against future changes in short-term interest rates,
typically based on government securities like Treasury bills.



How do short term interest rate futures work?

These futures contracts are traded on exchanges and are settled based on the
average interest rate of a specific reference rate over a set period,
allowing traders to lock in rates or bet on future movements.

What is the significance of short term interest rate
futures in the financial markets?

They play a crucial role in price discovery, risk management, and providing
liquidity, helping market participants understand and manage expectations for
future interest rates.

What factors influence the pricing of short term
interest rate futures?

Key factors include current interest rates, economic indicators, monetary
policy announcements, inflation expectations, and geopolitical events that
could affect the economy.

How can investors use short term interest rate
futures for hedging?

Investors can hedge against fluctuations in interest rates by taking
positions in these futures contracts to offset potential losses in their bond
portfolios or other interest-sensitive investments.

What are the risks associated with trading short
term interest rate futures?

Risks include market risk due to price volatility, liquidity risk if a trader
cannot exit a position, and basis risk if the future rate does not align
perfectly with the reference rate.

Are short term interest rate futures suitable for
all investors?

Not necessarily; they are typically more suitable for experienced traders or
institutions that understand the complexities of interest rate dynamics and
have strategies in place to manage risks.

How do short term interest rate futures relate to
central bank policy?

These futures are closely watched as indicators of market expectations
regarding future central bank interest rate decisions, influencing monetary
policy and economic outlook.



What are the key exchanges where short term interest
rate futures are traded?

The Chicago Mercantile Exchange (CME) is one of the primary exchanges for
trading short term interest rate futures, including contracts based on the
Eurodollar and U.S. Treasury rates.
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Explore the world of short term interest rate futures and their impact on financial markets. Learn
more about trading strategies and investment opportunities today!
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