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Preface

This book is appropriate for graduate and advanced undergraduate elective
courses in business, economics, and financial engineering. It is also suitable
for practitioners who want to acquire a working knowledge of how derivatives
can be analyzed.

One of the key decisions that must be made by an author who is writing in
the area of derivatives concerns the use of mathematics. If the level of mathe-
matical sophistication is too high, the material is likely to be inaccessible to many
students and practitioners. If it is too low, some important issues will inevitably
be treated in a rather superficial way. In this book, great care has been taken
in the use of mathematics. Nonessential mathematical material has been either
eliminated or included in end-of-chapter appendices. Concepts that are likely
to be new to many readers have been explained carefully, and many numerical
examples have been included.

The feature of this book that distinguishes it from others in the same area is
that it provides a unifying approach to the valuation of all derivatives—not just
futures and options. This book assumes that the reader has taken an introductory
course in finance and an introductory course in probability and statistics. No prior
knowledge of options, futures contracts, swaps, and so on is assumed. It is not
therefore necessary for students to take an elective course in investments prior to
taking a course based on this book.

CHANGES IN THIS EDITION

This edition contains more material than the second edition. Also, the material
in the second edition has been updated, and the organization of the material has
been improved in a number of places. The changes include:

1. There are now three chapters on interest rate derivatives (Chapters 4, 16
and 17). Most of Chapters 16 and 17 is new. Chapter 16 includes material
on mortgage-backed securities; the way in which Black’s model is used by
market participants to value a range of different interest rate derivatives: and
the convexity adjustments necessary when Black’s model is used. Chapter
17 includes material on both equilibrium and no-arbitrage models of the

xvii



xviii Preface

term structure. It provides an updated and detailed description of proce-
dures for constructing interest rate trees. It also deals with the convexity
adjustments necessary when Eurodoliar futures are used to construct the
zero curve, :

2. A new chapter, Chapter 10, introduces one- and two-step binomial trees and
shows how they can be analyzed using either no-arbitrage or risk-neutral
valuation arguments. |

3. Major changes have been made to the chapter on exotic options (Chapter
18). There is much more material on how to value barrier options, path-
dependent options, lookback options, and options on two cormrelated assets.
Static options replication is also covered.

4. Major changes have been made to the chapter on credit risk (Chapter 20).
This now has more emphasis on discrete models and covers the valuation
of convertible bonds.

5. New topics and new material have been introduced in many other places.
For example, accounting and tax are covered in Chapters 2 and 6; day count
conventions are discussed in Chapter 4; the material on swaps in Chapter
5 has been revised; there is more material on quantos in Chapter 13; the
scenario analysis approach to risk management is discussed in Chapter 14;
the material on Monte Carlo variance reduction procedures and finite differ-
ence methods in Chapter 15 has been increased; GARCH and the implied
tree technique are discussed in Chapter 19.

6. New questions and problems have been added. As in the previous edition,
those that are more difficult than average have been asterisked.

Readers of the first and second editions might have noticed that I have made a
small change in the book’s title. Options, Futures, and Other Derivative Securi-
ties has now become Options, Futures, and Other Derivatives.
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