
The step I lay out in this section will serve as a template for all 

market participants and products. Let’s use our crude oil futures 

contract, since we’re most familiar with that product. The first 

thing to do is to define the risk o the entity: 

1) Will the end user experience price risk if prices of the commodity go higher or lower? 

EXAMPLE: 

Let’s assume we’re in the oil exploration and extraction business.   

In which direction does the END PRODUCER of oil have price risk?  

 

 

 

 

If you guessed when prices go down, you would be correct.   

 

1) Will the end user experience price risk if prices of the commodity go up or down? 

2) EXAMPLE: 

3) Let’s assume we’re in the refinery business.  We purchase oil and refine it into gasoline, heating oil and other by-

products of crude oil.   

4) In which direction does the END USER of oil have price risk?  

 

 

 

 

If you guessed when prices go up, you would be correct.   

 

In the typical futures market, it’s the End User & End Producer that create the need for the futures product.  Consider 

the refiner needs to purchase oil at different points in time when there is high demand for gasoline and heating oil.  If 

the price of oil rises when the refinery is purchasing oil, but they are unable to capture a profit due to the price of 

gasoline they will have little if any profit margin to show their shareholders.   

The opposite is true for the oil & exploration company.  So changes in the price of oil result in a REAL change in their 

profit margins, net profits and credit quality.   

The speculator needs a liquid product and one which is volatile enough to offer strong profit incentive.  A market like 

crude oil, with so many moving parts will be attractive to the arbitrageur.   

 

 


