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Preface

The last two and half decades have witnessed increasing sophistication in the
management of financial risk. The breakdown of the Bretton Woods system, the
increasing importance of monetary policy in national macroeconomic policy and the
increasing reliance on interest rates as the major instrument of monetary policy have
contributed to unprecedented concerns about the volatility of financial markets.

The substantial volatility of recent years have been accompanied by an increasing
globalization of financial markets. This in turn has lead to an increasing awareness of
the benefits, and the costs, of managing assets and liabilities traded on overseas
markets and/or denominated in foreign currencies. This globalization has itself created
a new dimension to the task of financial risk management for asset and liability
managers in many countries.

The development of derivative instruments such as forwards, futures, options and
swaps has proceeded apace as a response to these trends. Whether traded on
established exchanges or over the counter, financial derivatives have become
increasingly important instruments in risk management. Moreover, these instruments
continue to evolve at an ever quickening pace. Consequently, a full understanding of
the principles underlying the pricing, valuation, trading and application of futures,
options, swaps and other derivative instruments is essential for all who manage
financial assets or liabilities in an increasingly global and competitive financial
environment.

My aim in writing this book has been to make available to the widest possible
audience the theory and the practice of the role of derivative instruments in the
management of international portfolios of assets and/or liabilities. To achieve that
objective, this book is unashamedly a teaching {or learning!) vehicle. It is written in a
style that combines theory with applications in such a way that will make it as
applicable to practitioners in the financial markets as to postgraduate and specialist
final-year undergraduate students in finance, financial economics and related
disciplines.

In recognition of the international nature of the financial markets and the global
applicability of much that is written here, applied examples have been drawn from
several countries. In general, however, specific currency denomination has been
omitted from many of the numerical examples, reflecting the international nature of
their application.
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1am aware of the hindrances to the wider understanding of derivatives, particularly
options, because of the rigorously quantitative nature of much of the relevant
literature. Therefore, in order to make this subject accessible to as many readers as
possible, a separate chapter has been written which covers the basic quantitative
techniques necessary. Chapter 2 will allow the reader who is not particularly
mathematical to brush up on some of the quantitative concepts that will be
encountered in the book. Moreover, I have, where it will aid clarification, provided
numerical examples to accompany algebraic expressions. For those readers who are
comfortable with quantitative techniques, Chapter 2 may be omitted.

This book has 16 chapters. Chapter 1 introduces the various derivative instruments
and their markets. Chapter 2 refreshes those quantitative parts that other books have
not reached! The general theories of the pricing of futures and options are introduced
in Chapters 3 and 4. Chapter 5 is devoted to the topic of volatility which is so important
in option pricing and risk management. Chapter 6 discusses the applications of options
with regards to risk management and has numerous examples of option strategies.
Chapter 7 analyses the manner in which the option pricing models need to be adapted
to apply to equities, while Chapter 8 analyses and applies both options and futures on
equity indices. The analysis of currency derivatives and currency risk management is
covered in Chapters 9 and 10, the former covering currency forwards and futures, and
the latter, currency options. Chapter 11 analyses the pricing and application of futures
on short term interest rates, while Chapter 12 similarly deals with bond futures.
Interest rate options are covered in Chapter 13, first, by looking at Black’s model in
relation to options on interest rate futures and long-term bonds, and second, by
looking at some well-known models that apply the whole term structure of interest
rates to pricing these options. Chapter 14 analyses swaps; interest rate swaps, currency
swaps, equity swaps and commodity swaps are all covered. Chapter 15 looks at a
number of exotic options that have become popular in the last five to ten years. The
book closes with Chapter 16 which illustrates and discusses the various ways in which
types of risk exhibited by the derivative instruments themselves can be managed.

There are several ways in which this book can be approached. First, of course, it
could be read from cover to cover, in order to gain an overall knowledge of derivative
instruments. Alternatively, the reader may study Chapters 1-5 (including 2 if
necessary), together with those subsequent chapters that relate to his or her immediate
needs. For example, an international equity manager may read Chapters 1-5 and
Chapters 6, 7, 8, 9 and 10. On the other hand a corporate treasurer may read Chapters
1-5, plus 9-16. An international bond portfolio manager may read 1-5, plus 9 and 10,
together with 12-15.

This appreach allows both students and practitioners to concentrate on their
immediate interest in the derivatives of one asset class at a time if that is appropriate. As
a consequence the reader who covers the whole book may find a small amount of
repetition with regard to the quantitative aspects of the theory; however, this does
have the advantage of reinforcing the principles involved and is a valuable part of the
learning process.
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What are derivative instruments?
Definitions of futures, forwards, options,
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OBJECTIVES OF THIS CHAPTER

The objectives of this chapter are: to define the various derivative instruments that are
the subject of this book; to give a brief history of their development; to describe the
mechanisms of the markets in which those derivatives are traded; and, finally, to give
an intuitive explanation of how they are used in risk management.



