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Preface

It has now been eleven years since the first edition of this book came out.
Probably no area in finance has undergone as much change as that of de-
rivatives and risk management. In fact, this book was once called An Intro-
duction to Options and Futures. The previous edition was called An Introduc-
tion to Derivatives. Reflecting the continuing change in the industry, we are
now calling it An Introduction to Derivatives and Risk Management. Who knows
what the sixth edition will be called? (Any suggestions?) But looking on the
bright side, a dynamic field makes for an exciting subject to study and one
well worth exploring for its potential for career development.

This book is all about the study of financial instruments called deriva-
tives. The types of derivatives you will learn about are options, forwards, fu-
tures, swaps, and a number of variations of these basic instruments. Deriva-
tives are powerful and effective tools for altering the risk of an organization
or portfolio of securities. In this book you will learn the characteristics of
these instruments, how they are priced, how they are used in strategies, and
how to manage the risk they create as well as how to use them to manage al-
ready existing risk.

Organization of the Book

The book is divided into four main parts. First there is an introductory
chapter, which gives an overview of the subject. Then Part One, consisting
of Chapters 2-7, covers options. Chapter 2 introduces you to the basic char-
acteristics of options and their markets. Chapter 3 presents the fundamen-
tal principles of pricing options. These principles are often called bound-
ary conditions, and while we do tend to think of them as fundamental, they
are nonetheless quite challenging. Chapter 4 presents the simple binomial
model for pricing options. Chapter 5 covers the Black-Scholes model,
which is the premier tool for pricing options and for which a Nobel Prize
was awarded in 1997. Chapters 6 and 7 cover option trading strategies.
Part Two covers forward and futures contracts and begins with Chap-
ter 8, which introduces the basic characteristics of forward and futures
markets. Chapter 9 presents the principles for pricing forward and futures
contracts. Chapter 10 covers hedging strategies, which is the primary use
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of these contracts. Chapter 11 covers some advanced applications of fu-
tures.

Part Three deals with advanced topics, but do not let that put you off.
Most of what is covered here is simply applications of material previously
learned. Chapter 12 covers options on futures, which combine elements of
both options and futures. Chapter 13 on foreign currency derivatives com-
bines options, forwards, and futures into one chapter. In addition you will
meet the currency swap, one of the most widely used financial derivatives.
Chapter 14 covers interest rate derivatives, which are your first derivatives
that are not based on the price of a security, but rather on an interest rate.
These are among the most actively traded, and herein you will learn about
the most popular derivative, the interest rate swap. Chapter 15 covers some
advanced topics and strategies, which are mostly extensions of previous
topics and strategies.

Chapter 16 is the capstone chapter and deals with a broad range of top-
ics on risk management. Derivative instruments allow the efficient buying
and selling of risk. In this chapter we learn more about how companies man-
age this risk. In addition we cover a variety of related topics and get a chance
to see how some organizations have done a poor job of managing risk.

Key Features of the Book

Some of the key features of the book are:

* An empbhasis on practical application of theory; all ideas and concepts
are presented with clear illustrations. You never lose touch with the real
world.

® Minimal use of technical mathematics. While derivatives is unavoidably
a technical subject, calculus is not necessary to learn the material at this
level. (Note: Some calculus is used in appendices, but this material is
not essential.)

¢ Balanced emphasis on strategies and pricing.

® The book is liberally illustrated with over 100 figures and supported
with over 100 tables.

* Over 300 end-of-chapter questions and problems allow you to test your
skills (solutions are available to adopting instructors).

® Over 200 margin notes, which are short (a few sentences) summaries of
key points, are found throughout.

¢ Key terms. At the end of each chapter is a list of important terms you
should be able to define before going on. There are an average of 18
per chapter.

* Quotes to start each chapter. While introductory students may not al-
ways catch the meaning behind quotes, they all have some meaning re-



lated to the topic of the chapter. The individuals cited are quite a varied
bunch, but are mostly practitioners in the field.

e Derivatives in Action. About every other chapter includes a section
called Derivatives in Action, which contains side stories that are not crit-
ical to but supplement the material.

e Bold terms. Throughout the chapter important terms are in bold.

e Software: The book comes with software consisting of one Windows
program and various Excel spreadsheets. Throughout the book are sec-
tions called Software Demonstrations, which contain explicit illustra-
tions of how to use the software.

e Appendices containing lists of symbols, formulas, and references.
® Glossary containing over 500 terms defined.
¢ An index, of course.

e PowerPoint Presentation slides, which are available for instructors
adopting the book. Some other PowerPoint presentations that I have
seen with finance textbooks are mostly just outlines; these contain
much more detail.

e An Instructor’s Manual, which contains answers to the end-of-chapter
questions and problems and true-false and multiple choice tests. The
IM also comes with software that consists of the PowerPoint slides, the
true-false and multiple choice tests and the end of chapter problem so-
lutions, all in Adobe Acrobat format. These can be freely distributed to
students, thereby saving them the cost of copying.

* A Web site, www.cob.vt.edu/finance/faculty/dmc/IDRM5E.htm, which
will contain updated information and errata. Yes, the book will proba-
bly have some errors, but at least I'm willing to tell you about them.

I cannot emphasize too much how I think this book blends theory and
practice. All points are illustrated as much as possible using practical situa-
tions. For example, the option results are covered by following a single
company’s options throughout the book. When strategies are covered, we
learn the theory, examine the algebraic equations that describe what is
happening, and observe the results either with a table or graph.

New Features of the Fifth Edition
For those familiar with previous editions, the following are new features:

* The option examples, which were formerly illustrated using Digital
Equipment, have all been replaced with new examples using America
Online. This was not a voluntary change; Digital Equipment was
bought out by Compaq and no longer has its own identity. Nonetheless,
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the new change has brought a fresh new opportunity to invigorate the
book by using a young, contemporary, and extremely well-known tech-
nology company. As of this writing, AOL is involved in a merger with
Time Warner, but the new firm is expected to be called AOL Time
Warner so I will just continue to call it AOL.

A slight change of notation. The symbol for the exercise price, formerly
E, is now X. My choice of E comes from the classic 1973 Nobel Prize
winning article by Robert Merton, but today most everyone uses X or K,
with the former being my preference. In addition where it is necessary
to designate time points, the stock price today is now S with a zero sub-
script.

A separation of the option pricing models chapter into two chapters.
Formerly, I packed the binomial and Black-Scholes models into the
same chapter. Now the binomial model is Chapter 4 and the Black-
Scholes model is Chapter 5. This separation allows us to give a little
more coverage to each. In particular, the Black-Scholes coverage
spends more time validating the assumptions, describing the properties
of the model, and showing how delta hedging works.

Elimination of the old Chapter 8. This was formerly a chapter primarily
consisting of review material from other finance courses, with an em-
phasis on pricing assets in the spot market. Over the years, I have re-
ceived feedback that suggests that this chapter probably is not neces-
sary and I, myself, have often skipped it or covered it only very lightly in
teaching. The essential material from this chapter has been seamlessly
integrated into other chapters.

An increased emphasis on over-the-counter derivative markets. With an
apology to the derivatives exchanges, I believe this growing emphasis is
simply a recognition of reality. I also believe no competing book gives
this much recognition to the OTC market. Rest assured, if you are
using this book, that you are in touch with what’s going on in the mar-
ket today. Or at least at the time I am writing this. Things change fast.

Integration of the euro. Many of the foreign currency examples have
been reworked to incorporate the euro. While the British pound,
Japanese yen, Swiss franc, and Canadian dollar are still around, there is
no longer a German mark, French franc and nine other currencies.
These should disappear from textbooks and they already have from this
one.

Further Reading. A new feature to this fifth edition, these are a short
list of articles at the end of each chapter that point you in the right di-
rection to learn more. With but a few exceptions (such as classic arti-
cles), the list was selected with practicality and readability in mind.



e Significant improvements in coverage of the following topics.
Swaps
Value at Risk
Credit derivatives

Accounting for derivatives

On the coverage of accounting, probably no other issue has occupied
the concerns of users as well as regulators in this industry in recent years.
FAS 133, which goes into effect in June 2000, establishes standards for the
accounting for derivatives transactions. I believe this is the first derivatives
text to tackle the accounting issue head-on. While the coverage is not suffi-
cient to make you an expert, you will learn how the accounting entries are
made for various types of derivatives hedges and how these affect the bal-
ance sheet and income statement.

Use of the Book

At Virginia Tech, we place considerable emphasis on derivatives and risk
management. Undergraduate and MBA students can, more or less, con-
centrate in it. We use this book as an elective undergraduate two-semester
sequence, though students can stop after the first semester. We cover eight
chapters in the first semester and eight in the second. For a one-semester
course, the instructor would need to decide how much to emphasize of ei-
ther options or forwards/futures. I would attempt to emphasize options
with a blend of forwards/futures and still try to cover as much as possible of
interest rate derivatives and risk management. The latter topics usually get
short-changed, but they are so important in today’s world, that one ought
to work them in somehow.

For a one-semester course, I would probably cover Chapters 1-10, a
small part of 11, all of 14, part of 15 and most of 16. Considerable discre-
tion would have to be used, however, in that not all of the material in Chap-
ters 1-10 could be covered.

A number of schools use this book at the MBA level. It all depends on
how one wants to approach the subject and the backgrounds and technical
skills of the students. The book has also been used successfully in profes-
sional training programs.

As for prerequisites, I believe a single course in finance is sufficient as a
prerequisite, but a second course of almost any finance topic, would be
very helpful to have had or be taking contemporaneously.
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