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Annotation

The futures spreads market can barely be called efficient. Thus, futures
spreads trading requires the constant and active use of different types of
analysis to make trading decisions. Despite the importance of this subject,
research on it is very limited.

There are five basic types of analysis that can be used when working
with spreads: fundamental, seasonal, technical, comparative historical, and
regression-correlation.

This series of articles aims to extend the currently limited literature on
the analysis of futures spreads. Its objectives are to consider in detail the
possible practical application of all types of analyses to spreads, to assess
the supplementary function of comparative-historical analysis, and to
demonstrate the inefficiency of application of the regression-correlation
analysis for practicing investors.

The series consists of four papers: the first article discusses funda-
mental analysis, the second paper deals with technical analysis, the third
one covers seasonal analysis, explores comparative-historical analysis,
critically examines regression-correlation analysis in relation to spreads,
and the final paper of the series proposes a framework of co-integration of
the four types of spreads analysis for the purposes of creating trading strate-
gies and decision-making.

This paper is structured as follows: section one proposes an algorithm
of co-integration of the four types of spreads analysis, section two contains
conclusions for the series of four articles.

Keywords: futures spreads, fundamental analysis, seasonal analysis,
technical analysis.
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ased on our research on spreads trading, we pro-
B pose the following framework of co-integration of the
different types of analysis in relation to the spreads:
1. Choosing the spreads to be used as a trading vehi-
cle;
2. Making a plan of seasonal spread movements for a
year using seasonal analysis;
3. (Gathering and assessing, on a weakly basis, funda-
mental information on each spread using fundamental
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Kakabagse Hapa
LHokTtop ¢hunococpun, npocgheccop
B 06518CTV MEHEO)KMEHTAa 1 B3Heca,
YHuBepcuteT HoptremntoHa,
lNepya+Hok Kupwnn I puropsesuy
HokTtop ¢gpunococpum,
YHuBepcutet HoptremntoHa
AHHOTaLmMS
DbIYePCHbIA PbIHOK CMIPEOB 6/1Ba I MOXHO Ha3biBaTb AD(EKTUBHBIM.
Takim 06pa3om, TOProBns (b4epPCHbIMI CNpeaamm TpedyeT NOCTOSHHO-
0 1 @KTUBHOTO UCMOMb30BaHMS! PA3NIYHbIX BIJ0B aHaNU3a ANs NPUHATUS
TOProBbIX PELLEHNIA. HECMOTPS HA BXKHOCTb 3TOr0 BOMPOCA, UCCNEa0Ba-
HWS! 3TN TEMbl 04EHb OrPaHIYeHbI.
ECTb NATb OCHOBHbIX BIOB aHaNM3a, KOTOPbIE MOXHO UCMOMb30BaTh MpH
paboTe ¢ PbHYEPCHBIMI CrPeaamMit: MYHAAMEHTaNbHbIA, CE30HHBIA, TeX—
HUYECKNIA, CPABHUTENHO-UCTOPUYECKNIA 11 PErPECCUOHHO-KOPPENALINOH—
HbIiA.
Halwueit cepueli cTaTeit Mbl CTPEMUAUCH PACLUMPUTL B HACTOSILLEE BPEMS
OrpaHUYEHHOE KONIMYECTBO IUTEPATYPbI MO aHANM3y (bHYEPCHBIX Crpe-
108. Llenb cTateii - nogpo6HO paccMOTPETh BO3MOXHOCTY MPaKTUHECKOr0
MPUMEHEHMS! BCEX BUOB aHanu3a B pabote ¢ (bto4YepcHbIMIA Cpefamm,
OLIEHKa I0MOMHUTENBHON (DYHKLMI CPaBHUTENBLHO-MCTOPUYECKOTD aHa-—
nn3a, U AEMOHCTpaLVst HeaddEKTUBHOCTI NPUMEHEHUS! PETPECCUOHHO-
KOPPENSILMOHHOI0 aHanuaa Ans npakTUKyHLLMX UHBECTOPOB.
Cepust coCTOMT U3 YeTbIpEX CTaTel. B nepBoit CTaTbe paccMarprBaeTcs
(hyHAaMeHTaNbHbIA aHanu3, BTOpast CTaTbsl MOCBSILLEHA TEXHUYECKOMY
aHanuay, TPeTbs 0XBATbIBAET CE30HHbIIA 11 CPABHUTENHO-UCTOPIYECKMIA
aHanmu3, KPOME 3TOro, B Heil KPUTUHECKM PACCMATPUBAETCS PErPECCUOHHO-
KOPPENSILMOHHbIA aHanK3, 1 B 4eTREPTON CTaTbe NpeAnaraeTcst anropuTm
COBMECTHOI MHTErpaLyiA YeTbIPEX BIAJIOB aHANN3a C LIEMbI0 CO3JaHs TOp-
FOBbIX CTPATErMiA 11 MPUHATUM PELIEHWIA.
J1a CTaThst NOCTPOEHA CNedyoLLMM 06Pa30M: B MEPBOIA 4acTy Npeanara-
€TCS aNropuUTM COBMECTHOM WHTErpaLmi YeTbIpex BUAOB aHanmaa crpe-
JI0B, BTOpast YaCTb COAEPXKUT BbIBO/bI 1S HALLEI CEPUN U3 YEThIPEX CTa-
Tel.
Knto4esbie croBa:
DbIoYepCHblE CNpeab!, (yHAAMEHTaNbHbIA aHANU3, TEXHNECKUIA aHaNN3,
CE30HHbIA aHaNN3, CPABHUTENbHO-MCTOPUYECKUIA aHaNN3.

analysis;

4. Making a comparison between current and histor-
ical data;

5. Making a comparison between the magnitude of
current spread movement and that in previous years;

6. Making use of technical data to determine the best
trade entry and exit points;

The algorithm described above shows how the four
types of analysis can be used to search for potentially inter—
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esting trades. Let us discuss each step in this algorithm
separately.

1. Choosing the spreads
to be used as a trading vehicle

An approach to trading strategy development is highly
dependent on the types of spreads. Since there is a rich
variety of spreads, investors should be very clear about
what spreads they are going to trade in.

Spreads can be classified into different groups using
various criteria, beginning with the relation between the
futures comprising a spread-for example, agricultural
futures, metals futures, etc.—and ending with the level of
volatility. This largely depends on the investor's interests
and objectives. Of course, an experienced investor has a
clear idea about what spreads he is going to trade in,
whereas a beginning investor will find this choice rather
challenging. Although it is hard to advise someone on
choosing the spreads, to simplify the task, we would suggest
categorizing spreads as follows:

¢ by commaodity group;

¢ by the degree of seasonal influences;

¢ by volatility.

The spreads falling within category 1 are classified by
the commadity group to which the futures comprising these
spreads belong, i.e.:

¢ energy products, including crack spreads;

¢ agricultural products, including grains, soybean
complex, meat, etc.;
industrial metals;
precious metals;
currencies, including currency indices;
interest rates, including interest rate indices;
stock futures;
stock index futures;
weather futures;
emission allowances, etc.
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Classification by commodity group allows investors to
understand better which particular group they are going to
deal with. This choice will determine which fundamental and
seasonal factors investors will have to analyze because
these factors are peculiar to each commodity group (and, of
course, they are even more specific for each particular
spread).

Classification based on the degree of seasonality influ—
ences would enable investors who rely heavily on seasonal
analysis to focus on those spreads in which seasonality is
more pronounced as a major influence factor. Although it is
very difficult to measure the extent to which seasonality
affects the multitude of existing spreads, we will try to do it
by dividing the spreads into three groups:

¢ those with a high degree of seasonal influences;
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¢  those with a medium degree of seasonal influences;
¢  those with a low degree of seasonal influences.

The spreads that display a high degree of seasonality
influences include: heating oil, natural gas, gasoline, soybean
and soybean products calendar spreads; heating oil/gaso-
line spread, and heating oil /gasoil spread.

The spreads that exhibit a medium degree of seasonali-
ty influences include: crude oil calendar spreads, heating
oil/crude oil spread, gold/silver spread, gold/ platinum
spread, crack spread, crush spread, and spark spread.

The spreads that are little affected by seasonal effects
include: stock index spreads, stock index — single stock
futures spreads, currency spreads, WTI/Brent spread, and
platinum/silver spread.

By grouping spreads according to their volatility, the
investor can better identify the spreads that he would pre-
fer for trading based on a perceived risk exposure. It would
be logical to suppose that the more volatile a spread, the
higher the risk exposure. A more conservative investor
would therefore likely prefer less volatile spreads. The
volatility of a spread depends both on the type to which it
belongs (calendar, intercommodity, intermarket, or pro-
cessing) and on the volatility of the futures comprising the
spread. A general rule in this situation may be formulated as
follows: calendar and intermarket spreads are less volatile
than intercommodity and processing spreads. As for the
futures, their volatility varies dramatically. Below is a list of
some of the futures contracts arranged in ascending order
of volatility:

¢  interest rate futures;
currency futures;
commodity index futures;
agricultural futures;
stock index futures;
precious metals;
energy futures;
industrial metals.
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Certainly, this ranking is rather conventional, since
volatility changes over time and largely depends on the time
interval under analysis.

2. Making a plan of seasonal spread
movements for a year
using seasonal analysis

As mentioned earlier, various types of spreads are
affected by seasonal factors to different extents (Moore et
al. [2006]). To explain how the above described approach
works, we will assume that we are interested in working
with a spread that is significantly affected by seasonal fac-
tors—for example, a gasoline calendar spread. From a sea-
sonal analysis of this spread, we find out that its size
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changes according to a certain seasonal pattern from year
to year: it dramatically narrows starting in March and
begins to sharply widen in September. Thus, we come to the
conclusion that we are mostly interested in the early spring
and early autumn periods and there isn't much need to
track this spread during the months that do not fall into the
period of interest. At the same time, we are not able to
guess when the gasoline spread will start to narrow in the
spring, but we can start actively tracking the behavior of this
spread well in advance, for example, from late February,
waiting for a suitable moment to bet. Then we can make a
break in tracing the spread, if we are not interested in its
interim fluctuations. In August, we have to start tracing this
spread again so as to correctly assess the time to enter the
market. Of course, making a timetable for "heightened
attention" to one spread seems to be a bit strange, but
imagine that the investor's arsenal includes more than 100
different spreads. The attention given to each spread will
have to be limited to the minimum necessary.

3. Gathering and assessing,
on a weakly basis, fundamental
information on each spread
using fundamental analysis

As soon as we start to trace a spread in expectation of
its potential seasonal movement, it is necessary for us to
begin collecting information to be able to perform an ade-
quate fundamental analysis. Since the fundamental factors
do not change instantly, it will be sufficient to conduct a
weekly assessment of the situation in the subject area. For
instance, when it comes to a gasoline calendar spread, the
best time to assess it is after the EIA data are released.

4. Mlaking a comparison between
current and historical data

As new information about the spread we are interested
in is accumulated, and new fundamental data affecting this
spread are published every week, we need to conduct a
comparative analysis between these data and data for a
similar period in past years. This may give additional clues to
understanding the nature and size of future spread move—
ments. For instance, the EIA announces that the gasoline
inventories in the last week of March were at the upper end
of the average range for the last five years. After looking at
the data on inventories in past years, we discover that even
when the inventories were at the bottom of this range, the
spread did not start to narrow dramatically. It can hardly be
expected that when the inventories are at the upper end of
the range, the spread will start to narrow actively.

5. Making a comparison between
the magnitude of current spread

mMmovement and that in previous years

This comparison will help us better appreciate the levels
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reached by this spread and what may be the local minimums
and maximums for it. If we succeed in finding a similar
spread in the past, which is close by its characteristics to
the current spread, we will gain a greater insight into how
this spread may behave in the near future. Obviously, this is
highly subjective, but if we treat this method of analysis as
supplementary, it may also prove to be useful in performing
our next step in the algorithm: evaluating a potential profit.

8. Making use of technical data
to determine the best trade
entry and exit points

In the chapter dedicated to technical analysis, we dis—
cussed quite extensively what methods can be used in work
with spreads. If the seasonal, fundamental and other factors
suggest that the spread should start widening, but at the
moment it moves within a certain corridor, it would be logi—
cal to suppose that if the spread goes beyond the limits of
this corridor in the expected direction and fixes there, it may
serve as a good signal to enter the market. Accordingly, if
the movement within the expected trend has met consider-
able resistance, which is below the level of the anticipated
profit, then perhaps we should think about closing the trade
at the level of this resistance, as it is quite possible that it will
not be "broken through," and the spread will turn around and
move in the opposite direction. It should be noted that a
technical analysis should preferably be employed at the final
stage of spread assessment as a logical completion of the
preparation for trading strategy implementation.

Based on the works of Smith [2000] and Perchanok
[2011], we created a schematic plan that should help to
implement in practice (e.g., formalize) the steps of the
offered algorithm.

Sample plan for situation analysis
before placing a position
General

DIALA: .ottt
NamMe of INSEPUMIEBNT ...ttt
NUMDBEr Of CONERACES: ...ttt

Fundamental analysis

What is the current supply situation? \What is the cur-
rent demand situation? Are demand and supply balanced?
Estimated forecast for this year.

Seasonal analysis

Analyzed period:
FPOMN bR
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Probability of @ successful trade, 76 ......rceineeieeesseessisesesens
Average MOoVEMENt: ...
Maximum rise: ...........
Maximum fall: ...
Comments on seasonal @NalySis: ...

Technical chart analysis

Trend: long-term
medium-term
short-term

RESISLANCE [BVEIS: ...ttt sttt st
Annual contract maximum:.
Annual CoNEract MINIMIUM ...t sees s sses s ssenens
Comments on techniCal @NalYSIS: .......covrenrereeeereeseeeesessssessssseeeees

How many years have been studied? What method of
study was used? Were there any years similar to today's
situation? Which factors were similar and which were dif-
ferent? What happened to the price in similar years?
Describe the expected price movement scenario (position
lifetime).

Conclusions from all analyses

What are the reasons for opening the position? Which
indicators and factors are favorable/adverse to opening

the positions? What must happen for the position not to
work? Expected scenario of how the price (position) will
behave.

Expected actions

POSIEION: DUY oot essss s sssessssssssssssssenes
SBII oo s
Opening level:..
OPENING QAY: oottt sess st ent s
SEOP/ LOSS IBVEL: ..ottt esesi s
Will trailing Stop/Loss be used? ...
Take/Profit LAPGEE: ... sessess s seeseses

Conclusions

When working with spreads, investors should consider the
results of the Tour types of analysis: fundamental, seasonal,
technical, and comparative—historical. Financial markets in
recent years have tended to show the weakened role of fun—
damental factors and analysis, with the simultaneously
increasing importance of technical analysis. Seasonal and
comparative-historical analyses plal\:/{ only a supplementary
role in making trading decisions. Regression—correlation
analysis is barely applicable for practicing traders.

In this series we reviewed the specifics of the application of
each type of analysis in practice. The algorithm of co-inte—
gration of four types of analysis for making trading decisions
was offered.

After intensive study, we consider the most useful tool of

technical analysis to be the Relative Strength Index (RSI).

This tool could be of specific interest to the investors utiliz—

ing discretionary contrarian strategies based on futures

spreads. This indicator could be integrated most efficientl

Wto_ strategies with a short-to—-medium-term investmen
orizon.
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