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During the 1980's and 1990's, the U.S stock market
enjoyed one of the greatest run-ups in history.
As measured by the benchmark S&P 500® Index,
the annualized compounded return on the market
was around 16%. Investors small and large
became more market literate as the number of
mutual funds grew to exceed 9,000 and the number
of 401(k) accounts in the U.S. neared 30 million.
In fact, for many, the 401(k) account now represents
one of their largest assets, if not the largest.
Trillions of dollars also now reside in taxable
mutual funds and with private money managers.
But as we all know, stock values don’t only
move upward. Stocks slid nearly 20% in just a
few months in 1998’s third quarter, causing
jitters among investors in the U.S. markets. More
recently, investors experienced sizeable declines
during 2000 and 2001. At present, investors
are wondering how bad it might get and if there
is a way to protect their portfolios from
significant losses.
In fact, there are ways to protect a portfolio of
stocks using a variety of strategies. This
brochure will focus on one in particular—using
stock index futures to hedge equity portfolios.
It also will illustrate how investors can use stock
index futures to gain market exposure—the
so-called “anticipatory hedge.” This brochure
assumes a modicum of knowledge of investments
and a very basic knowledge of futures. Before
we outline the strategies, there are a few items
to consider:
➞ Size of portfolio
➞ Construction of portfolio
➞ Correlation of the portfolio to
CME’s stock index futures
➞ Futures accounts/Performance
bond requirements
➞ Tax considerations
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Size of Portfolio
CME’s flagship S&P 500 contract had a notional value
(or contract size) of around $287,000 as of January
2002. The E-mini S&P 500, which trades very closely
to its larger counterpart, has a value about one-fifth the
size, or $58,000. Hence investors with IRAs/401(k)
accounts or portfolios less than $58,000 in size would
not be able to use these products effectively. For example, suppose an investor has $25,000 in an index fund
that replicates the S&P 500 composite. If the investor
wanted to hedge using CME’s E-mini S&P 500, he
would be hedging a $25,000 portfolio with an instrument with a value of $58,000 — he would be “overhedged” by $33,000 (you could say his hedge would be
out of balance).

capitalization stocks, the correlation of the fund should
be high and the S&P 500 futures contract might be
a good vehicle to hedge against a declining market.
(See mutual fund statistical summary on page 5).

Construction of the Portfolio
To use CME stock index products, the investor’s portfolio
must have a significant component of U.S. equities.
Many investors, especially those more conservative, have
sizeable stakes in bonds, money market funds, convertible securities, and so on. CME stock index futures
are not designed to hedge fixed income instruments,
but to hedge equity portfolios that correlate highly with
a particular index such as the S&P 500, S&P MidCap
400, Nasdaq-100® and the Russell 2000®.

Futures Accounts & Performance
Bond Requirements
A typical investor/trader has an account with a qualified
brokerage firm that can deal on most or all of the
nation’s stock exchanges, including Nasdaq. Most of
these accounts are set up to trade stocks, bonds and
mutual funds only; the vast majority may not enable
an investor to trade futures.

Correlation of Equity Portfolios
to CME Stock Index Products
Assume that an investor has a large enough portfolio
and that it is composed mainly of U.S equities. The next
thing to determine would be how closely the portfolio
tracks the underlying indexes on which CME stock
index futures are based. For example, the S&P 500
comprises mostly larger capitalization stocks such as
General Electric, Cisco, Microsoft and Exxon (and 496
other issues). If you owned shares in an S&P 500 index
fund or even a fund/portfolio that had a lot of large
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On the other hand, if your portfolio were to include
smaller capitalization stocks or even mid-size stocks,
the correlation of these stocks to the S&P 500 would be
lower and a futures contract based on the S&P 500 may
not be suitable for your hedging purposes. A more
appropriate hedge might be constructed using Russell
2000 futures or S&P MidCap 400 futures, both of
which are now also available as E-mini contracts. Of
course, you would first have to determine how well
your portfolio tracks these indexes.

If you wished to trade futures, you would have to open
a futures account with a Series 3-Licensed futures
broker. Your current brokerage firm may even have a
futures division that can execute these trades. If
not, you can check CME’s Web site (www.cme.com) for
firms that execute trades on the Exchange. Then, after
opening a futures account, you would have to post a
performance bond for each futures contract that you
trade. Performance bonds are good faith deposits (cash,
T-bills or certain securities) required by futures
exchanges, deposited with your broker. Gains and losses
in futures are “marked-to-market” (i.e., profits and
losses are credited/debited to accounts every day).
Performance bonds help ensure this process.
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Tax Considerations
The taxation of futures is different from other investments
and depends on the status and strategy of the taxpayer.
Is the taxpayer a trader? Investor? Dealer? Hedger?
Any gains or losses arising from these transactions usually
are subject to both the mark-to-market and the 60/40
rule at the end of the tax year. Generally this type of
transaction is reported on the appropriate IRS form
(Form 6781—Gains/Losses from Section 1256 Contracts
and Straddles) and transferred to your Schedule D filing.
You should consult your tax advisor to determine which
rules apply to you. While tax treatment of an overall
hedging strategy may be complicated, the protection
that can be offered by such a strategy merits consideration.

Protecting Your Portfolio—An Illustration
Fund
Vanguard Index 500
Fidelity Magellan
T Rowe Pr Blue Chip
Janus Fund
Mutual Qualified Z

Decline
YTD*
–19.70
–19.70
–23.90
–35.27
–10.47

3rd qtr
–14.72
–15.36
–15.84
–25.82
+ 1.30

R2
100
96
94
78
53

–15.09
–15.85

n/a
n/a

S&P Cash
Dec 01 S&P Futures
* YTD October 2, 2001
Source: Morningstar and CME Equity Products

Protecting Your Portfolio
As the table on page 5 shows, many of the largest funds
had significant losses during 2001. The S&P 500
Index also declined in value during this time. The table
also includes some data on R-squared values. R-squared
ranges from 0 to 100 and reflects the percentage of a
fund’s movements that are explained by movements
in its benchmark index. (Caution: R-squared is not a
predictor of relative performance or profitability.) An
R-squared of 100 means that all movements of a fund
are completely explained by movements in the index.
Thus, index funds that invest only in S&P 500 stocks
will have an R-squared very close to 100. A low
R-squared means that very few of the fund’s movements
are explained by movements in its benchmark index.
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Strategy I: Hedging a portfolio with stock index futures
An investor owns a mutual fund or portfolio of stocks
that is highly correlated with the S&P 500 composite
index (R-squared = 98). The current value of the
portfolio is $140,000.
Time frame:
Outlook:
Strategy:

Early November
Short term bearish...looking for
a decline of at least 10%-15%.
Sell 2 E-mini S&P 500 futures
contracts to hedge portfolio.*

Current S&P 500 index (cash): 1,400.00 pts.
Current S&P 500 futures (Dec futures): 1,415.00 pts.**
* Each E-mini S&P futures is worth $70,750 (1415 x $50 per
pt. = $70,750); thus, two contracts would be required to hedge
a $140,000 portfolio. See CME publication How to Get
Started Trading CME Stock Index Products for details on
contract specifications.
** Futures contracts usually trade at a premium to the cash index
due to cost-of-carry factors. As expiration of the futures contract
nears, this premium will converge toward zero.

Outcome:
Four weeks later the S&P 500 declines 15% to 1190.00.
Investor’s portfolio declines 15.5%.
December futures decline 15.5% to 1195.00.
Profit/Loss picture:
Value of portfolio early Nov:
Value of portfolio early Dec:
Profit/Loss on portfolio

$140,000
$118,300
– $21,700

Value of E-mini S&P 500 early Nov:
$70,750 (1415 x 50= $70,750)
Value of E-mini S&P 500 early Dec:
$59,750 (1195 x 50 = $59,750)
Gain on short hedge
+ $11,000
x 2 ($140K portfolio required two futures) + $22,000
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Hedged Portfolio:
Loss on portfolio
Gain from futures hedge
Overall profit/loss

– $21,700
+ $22,000
+ $ 300

Unhedge Portfolio:
Loss on portfolio
Gain from futures hedge
Overall profit/loss

– $21,700
n/a
– $21,700

In this example, the hedge using stock index futures
almost fully protected the portfolio against a decline.
The decline in the investor’s portfolio was offset by gains
in the two E-mini S&P futures contracts. This investor
showed only a very small loss despite a significant
decline in the market of 15%! On the other hand, if
the market had advanced, the portfolio’s gains would
have been offset by losses on the two E-mini S&P 500
futures contracts. If this were to occur the investor
would have had to consider removing his hedge by
buying back the short futures contracts so he/she could
participate in any further upside action.
Strategy II: Using stock index futures to
gain market exposure
An investor is expecting a large cash infusion due to
the sale of a business. Cash proceeds (about $350,000)
to be invested in market primarily in high-tech stocks
at close of deal in four to five months.
Problem: Investor is very bullish near-term, especially
on technology stocks. Lacks sufficient cash to construct
portfolio immediately.
Strategy: Buy 2 Nasdaq-100 futures contracts
(2 contracts are worth approximately $340,000) or
10 E-mini Nasdaq-100 contracts.
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Advantages:
➞ Easy to execute
➞ Less costly and more efficient than buying a basket
of stocks
➞ Initial cash outlay (performance bond) much less
than $350,000 (in fact it would be less than 15%
of that amount)
If the market rose before the investor received the
$350,000, the futures would also tend to rise, allowing
the investor to participate in the advance. Four to five
months later, the investor could purchase the stocks.
The higher price that he would pay would be offset
by the profits in the futures contracts. If the prices of
stocks (and therefore the Nasdaq-100) declined, his
futures contracts would lose money. However, the cost
to purchase his portfolio would also be reduced. This
“anticipatory long hedge,” as it is sometimes called,
allows the investor to enter the market immediately
at a fraction of the cost.
What’s the next step?
For the person interested in using stock index
futures to hedge (or as a trading vehicle), CME
suggests the following:
➞ Do your homework! Futures contracts work
differently from traditional investments such as
stocks, bonds and mutual funds. At the very least
you should have a command of some of the basics
such as contract specifications, performance bond
requirements, and so on. At CME we have
several FREE brochures to help educate you on
stock index futures and futures in general. Give us
a call at 312-648-3721.

➞ Find a Series 3-Licensed commodity futures broker
who can guide you. Talk with several. Find one that
you feel comfortable with and that will take the
time to help guide you through the learning process
as well as help you determine if futures are suitable
vehicles for you to trade.
➞ If your portfolio or fund does not correlate highly
with the S&P 500, perhaps it will do so with the
Russell 2000, the S&P MidCap 400, the Nasdaq-100
(for portfolios heavy in hi-tech/telecom stocks) or the
FORTUNE e-50 Index (for Internet-based portfolios).
CME also trades futures on these indexes.
Conclusion
Since their introduction approximately 20 years
ago, CME’s stock index futures product line has seen
tremendous growth. Much of the success in these
products is because of their advantages to large institutions such as banks, pension funds and mutual funds.
Used properly, these products provide superb risk
management and trading opportunities. Their usefulness,
however, is not limited to billion-dollar institutions.
Suitable individual investors with adequate risk capital
can successfully employ these vehicles too. We urge
you to consider the opportunities with CME’s stock
index products.
For further information
Publications:
➞ How to Get Started Trading CME Index Products
➞ Using E-mini Stock Index Futures and Options
➞ CME E-mini Stock Index Futures: A Powerful Way to
Trade the Markets
CME Web site: www.cme.com
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Chicago
Chicago Mercantile Exchange
30 South Wacker Drive
Chicago, Illinois 60606-7499
1 800 331-3332
E-mail: info@cme.com
London
Chicago Mercantile Exchange
Pinnacle House
23-26 St. Dunstan’s Hill
London EC3R 8HN England
44 20 7623 2550
FAX: 44 20 7623 2565
Tokyo
Chicago Mercantile Exchange
Level 16, Shiroyama JT Mori Building
4-3-1 Toranomon, Minato-ku
Tokyo 105-6016 Japan
813 5403-4828
FAX: 813 5403-4646
Internet
www.cme.com
“Standard & Poor’s®,” “Standard & Poor’s 500,” “S&P 500®,” “S&P®,” “500,” and
“S&P MidCap 400 Index” are trademarks of The McGraw-Hill Companies, Inc. and
have been licensed for use by Chicago Mercantile Exchange Inc.
Fortune e-50 is a trademark of Time Inc. Used under license. The FORTUNE e-50
Index is licensed for use by Chicago Mercantile Exchange (“CME”) in connection with
futures and options on futures (the “Products”). The Products have not been passed on
by FORTUNE for suitability for a particular use. The Products are not
sponsored, endorsed, sold or promoted by FORTUNE. FORTUNE makes no
representation or warranty, express or implied, to the owners of the Products or any
member of the public regarding the advisability of investing in securities generally or
in the Products particularly or the ability of the FORTUNE e-50 Index to track stock
market performance. FORTUNE bears no liability with respect to such Products or the
use of the FORTUNE e-50 Index. The FORTUNE e-50 Index is determined, composed
and calculated by FORTUNE without regard to CME or the Products. FORTUNE
makes no warranty as to the accuracy and/or completeness of the FORTUNE e-50 Index
or the data included therein or the results to be obtained by any person from the use of
the FORTUNE e-50 Index or the data included therein.
The Russell 2000® Index is a registered trademark and servicemark of Frank
Russell Company. Frank Russell Company assumes no liability in connection with the
trading of any contract based on the Russell 2000 Index.
The Nasdaq-100 Index®, Nasdaq-100®, and Nasdaq® are registered marks of The
Nasdaq Stock Market, Inc. (which with its affiliates are the Corporations) and are
licensed for use by Chicago Mercantile Exchange Inc. in connection with the trading of
Futures and Futures Options based on the Nasdaq-100 Index (Products). The Products
have not been passed on by the corporations as to their legality or suitability. The
Products are not issued, endorsed, sold, or promoted by the Corporations. THE
CORPORATIONS MAKE NO WARRANTIES AND BEAR NO LIABILITY WITH
RESPECT TO SUCH PRODUCTS.
The information within this brochure has been compiled by Chicago Mercantile
Exchange Inc. (CME) for general information purposes only. Although every attempt has
been made to ensure the accuracy of the information, CME assumes no responsibility for
any errors or omissions. Additionally, all examples in this brochure are hypothetical fact
situations, used for explanation purposes only, and should not be considered investment
advice or the results of market experience.
All matters pertaining to rules and specifications herein are made subject to and are
superseded by official Chicago Mercantile Exchange Inc. rules. Consult your broker or
the CME Clearing House for delivery or exercise procedures. Current Chicago Mercantile
Exchange Inc. rules should be consulted in all cases concerning contract specifications.
Copyright 2002, Chicago Mercantile Exchange Inc.
A Federally Licensed Contract Market
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