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TOPICS

= Financial Instruments Generally

= Derivatives

Financial Instruments

Equity Fixed Income

- Contracts
- Securities
- Futures




Derivatives
Types:

= Forwards or Futures Contracts
= Options

= Calls

= Puts

= Swaps

To Reduce the Credit Risk of a Forward or
Futures Contract

I. Reduce the |::> Mark the Contract
d

Performance Perio to Market and Cash
Settle Daily

2. PostaBond |::> Margin

OPTIONS

Call Option (from the Holder’s Perspective)

The right, but not the obligation, to purchase the underlying commodity or
security at a specified price (the “strike”) up to or on a specified expiration
date.

Put Option (from the Holder’s Perspective)

The right, but not the obligation, to sell the underlying commodity or
security at a specified price (the “strike”) up to or on a specified expiration

date.
Call Put
Seller or  Purchaser or Seller or Purchaser or
“Writer” “Holder” “Writer”  “Holder”
(Pays Option Fee (Pays Option Fee

or “Premium”) or “Premium”)




Call Option Value

Before Expiration

Value
of
Call

Intrinsic Value
Option

Time Valug

Strike

Value of Asset

Combinations of Options are Economically
Similar to Forward or Futures Contracts
at Option Expiration

VL—L"I" C?" Long Forward
alue o

Or Futures Contract
Value of Option

Option

Price of Asset

Price of Asset

Short Put

Value of
Option

~ Price of Asset
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Combination of Options are Economically
Similar to Forward or Futures Contracts
at Option Expiration

Long Put Short Forward or Future
Value of Value of
Option Option

Price of Asset

Short Call
Value of
Option

Price of Asset




Buy a Call

Holder’s Profit or Loss

Buy a Put

Value of Asset

Holder’s Profit or Loss

Strike

Value of Asset

Profit Profiles

Call Options

Sell a Call
Writer’s Profit or Loss

Put Options

Sell a Put
Writer’s Profit or Loss

Value of Asset

Buy a Call
Holder’s Profit or Loss

Strike

Buy a Put
Holder’s Profit or Loss

Value of Asset

Value of Asset

Profit Profiles

Call Options Sell a Call
Writer’s Profit or Loss

Put Options

Sell a Put
Writer's Profit or Loss

Value of Asset

Hedging Currency Exposure

U.S. company enters into a contract to sell 100 computers to a
French company in three months.

The French company will pay the U.S. company in Euros.

The U.S. company wants to protect its profit on the computers by
hedging its exposure to changes in the Euros/$ exchange rate.

Sell Euros with a Forward or Futures Contract
Buy a U.S. Dollar Call Option
Buy a Euros Put Option




SWAPS

Currency Swap

Interest Rate Swap

$100 MM
5 Years
5 Year UST + Spread
30+04=34%
XYz Fixed Rate Swap
Company Trader

Floating Rate LIBOR

Fixed Rate
3.0%SA.
Investors

+ XYZ Company needs 100 MM for 5 years.
+ XYZ Company issues 5 year fixed rate notes.

* Because XYZ Company has income from its assets that float with interest rates, XYZ Company
swaps its fixed rate liability into a floating rate liability.

DIAGRAMS

= Buy a Forward Contract
Or
= Buy a Futures Contract

or —>
= Swap — Receive a Cash

Cash Flow Based on Price
of Asset

Long’s Profit or,

Price of
Asset

= Sell a Forward Contract

Or
= Sell a Future Contract
O

"
= Swap — Pay a Cash
Flow Based on Price
of Asset

Short’s Profit
or Loss




