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Foreword

Directors or decision makers need to know about derivatives. A
world of information on the subject has been distilled into this
comprehensive and understandable book, which offers food for
thought to novices and experts alike. I would expect nothing less
of the authors, in view of their own wealth of practical experience
and theoretical insight.

Those seeking a clear explanation of the basics of derivatives,
and of their application to simple and complex situations, will
find this book invaluable. It provides new insights and under-
standing to executives, investors, portfolio managers, traders, and
those who have merely heard about the subject and want to have
some broad understanding of the implications of the widespread
use of derivatives in their pension funds and mutual funds. I am
sure that regulators and legislators also will benefit by reading
this book.

While I was chairman of the Securities and Investments Board
in the United Kingdom, I came to realize that derivatives can be
dangerously misunderstood by both users and regulators, but
that, properly understood, they provide a set of tools that can be
used both safely and effectively. Wise legislative and regulatory
approaches must be based on a clear understanding of the issues
by regulators and legislators themselves. I hope they will include
this book in their reading.
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xiv FOREWORD

Members of boards of financial institutions and other busi-
nesses that are now using derivatives need to understand the sub-
ject themselves, at least well enough to ensure that appropriate
policies are adopted and rigorously implemented. They cannot
afford to turn these responsibilities wholly over to others, as many
chief executives and directors have learned to their chagrin.

Despite the great seriousness and importance of its purpose,
this book is also very enjoyable. There are anecdotes that entertain
as well as instruct, graphs that clearly illustrate key points and
complex transactions, very practical tips on avoiding embarrass-
ing losses and legal liabilities, and even some provocative conjec-
ture about what the future may hold. I commend this book most
warmly.

SIR DAVID WALKER



Preface

People who manage other people’s money, or who through a
chain of command have any authority over such managers, need
to have some understanding of derivatives since most businesses
and investment managers are using them today. If you are a cor-
porate manager or director, pension fiduciary, bank trustee, or in
any other capacity responsible for managing money, we wrote this
book for you. Even if the only money you manage is that on which
you and your family depend, or if you have given other people
the authority to manage your money, this book contains impor-
tant knowledge. So many businesses and investment managers
are using derivatives today that no one with any responsibility for
money should be functioning without a basic understanding of
derivatives. That knowledge is absolutely essential for safety in
today’s financial environment.

No knowledge of derivatives is assumed at the outset of this
book: The basic derivatives (options, futures, swaps, and finan-
cially engineered products) are explained, along with the markets
in which they are used, and the uses to which they can be put.

This book will show you how derivatives can be used to limit
business risks, or to insure your investments against loss, all at a
price and with a deductible, just like an insurance policy. The book
will also show you how derivatives can be used to seek high prof-
its, at high risk. When you have responsibility for other people’s
money, either directly or through a chain of command, you need to
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Xvi PREFACE

know the level of risk you are willing to undertake so that if those
risks result in losses—as they sometimes inevitably will—the size of
those losses will not come as a complete and unwelcome surprise.

We will also discuss the different kinds of business risks and
how they can be hedged with derivatives. Many examples dem-
onstrate ways to hedge business or investment risks, and ways to
use derivatives for business and investment, with greater or lesser
levels of risk.

This book will also explain lessons to be learned from recent
disasters reported in the press concerning derivatives, so that you
and those working under you or managing your money don’t
repeat those mistakes. It will describe how derivative disasters
tend to engulf everyone up the chain of command to the very top,
so that they can ruin the careers even of those very remote from
the particular decisions which backfired. Policies, supervision,
and controls to prevent such disasters will also be described.

Finally, we take a look into the future. The use of derivatives
has grown spectacularly in recent years, to a point where it is a
dominant presence in the world financial system—and these uses
are still evolving. A great deal remains unsettled concerning
derivatives, and the future is always a mystery, but it is sure to
include fascinating developments in this field.
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Introduction

Derivatives can be used as risk management tools or as invest-
ment alternatives. They can be used with or without leverage and
with or without exposure beyond the amount of the investment.
Investing in derivatives can be just as safe as any other form of
investing. In fact, it can be much safer. Or it can be very risky, but
provide the opportunity for much higher returns. It all depends
on the investor’s choice.

You are probably using derivatives right now, even if you are
unaware of it. We said this to the head of one of the United States’
largest pension funds, and he immediately denied it. Then we
asked if his pension fund had any investments in foreign stocks.
He replied that it did. We asked if the pension fund ever hedged
against the foreign currency risk involved in foreign stocks. He
said that it did, and we pointed out that the fund was using cur-
rency futures and forwards to do so, a form of derivative. This was
a very intelligent, highly sophisticated executive, often quoted in
the Wall Street Journal on important subjects. He just didn’t think
what he was doing involved derivatives, since it was decreasing
the riskiness of his pension fund’s investments, rather than
increasing it.

If you have a home mortgage, you are probably using deriva-
tives—to your benefit. In fact, your home mortgage may be full of
derivatives. For example, it may contain a provision that allows
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2 INTRODUCTION

you to pay it off at any time, without any prepayment penalty.
This gives you an option to prepay your loan, which is to your
great advantage if interest rates go down and you want to refi-
nance. You have a loan with an embedded option, which is a form of
derivative. As another example, if you have a variable rate mort-
gage, the rate itself is probably derived from a common index
such as the London interbank offered rate (LIBOR), or 11th district
cost-of-funds index (COFI), which is the cost of funds charged by
the Federal Reserve Bank in the 11th district. There may also be a
limit on the increase in interest rates you pay, such as “the interest
rate charged may not increase more than 1 percent in any six-
month period.” Or, there may be another limitation on interest
rate increases over the life of the loan, such as “the interest rate
charged may never exceed 10 percent per annum.” Both of these
provisions are caps, which are common in derivative instruments.

The purpose of this book is to help you use derivatives wisely
by understanding derivatives and their application well enough
to ask the right questions of yourself and your trusted advisers.
Derivatives come in many forms, simple or complex, but you do
not have to be a financial engineer with degrees in advanced
mathematics to ask the right questions and decide whether a par-
ticular use of derivatives is right for you or your company.

FIDUCIARIES AND DERIVATIVES

Those responsible for investing other people’s money are fiducia-
ries under the law. As such, it is their duty to balance the risk and
reward of each potential investment and of all the portfolio invest-
ments as a group. The directors and top executives of the com-
pany have a supervisory responsibility over this function, just as
they have a supervisory responsibility over the management and
control of risks in all other areas of the business.

Of course, people with this responsibility cannot avoid taking
some risks with the money in their care. Even risk-free invest-
ments in U.S. Treasury obligations can result in losses if the in-
vestment time is for a period that ends earlier or later than the
maturity date. Investments in long-term Treasury bonds, backed
by the full faith and credit of the United States, with no risk of
default and absolute certainty that each payment of interest and
principal will be timely made, lost about half their value from
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1976 to 1981, as market interest rates rose and the present value of
that future stream of certain cash payments declined.

The job is not to avoid risk altogether—an impossibility—but
to strike a balance between risk and return that is suitable for the
particular circumstances. The decision to invest in derivatives is
like any other investment decision, and fiduciaries must under-
stand the risks and rewards of the derivative investments they
make. Derivatives may also be used to manage the risk and
reward of other investments and business decisions. Fiduciaries
must understand not only the risks and rewards of derivatives
themselves, but also their use in the modern business world as an
investment strategy and for risk management.

FOUR USES OF DERIVATIVES

Balancing risk and reward is necessary with or without deriva-
tives. Adding derivatives to the picture provides another tool, or
step, in the balancing process. Derivatives can be used in four
basic ways:

* Derivatives can be used as a convenient substitute for other invest-
ments, leaving risk and reward unchanged. For example, instead
of buying each of the stocks in the Standard & Poor’s index of
the 500 largest U.S. stocks, a pension fund might buy an S&P 500
futures contract of the same face value and set aside the full
value in cash reserves. This strategy is no more or less risky than
buying the stocks themselves, but uses futures as an efficient
medium for investments.

* Derivatives can be used to hedge other investments, reducing risk and
reward, or to manage the risks inherent in a business. For example,
a pension fund that owns $1 billion of large U.S. stocks, but fears
that a temporary market decline is imminent, might sell $1 bil-
lion of futures contracts, or buy $1 billion of put options, to pro-
tect its portfolio against the risk of a general market decline.

* Derivatives can be used speculatively to increase risk and reward
through leverage. For example, an investor with $1 million
could buy futures contracts with a face, or notional, value equal
to $10 million of stock. This investor is taking a big risk in hope
of a big gain, leveraging the investment approximately 10 to 1. If
the stock market goes up 10 percent, increasing the value of the



