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Chapter 1: Introduction (4is)
1. What Are Derivatives? (feliidall A L)

o Definition: A derivative is a financial instrument whose value is derived from the

performance of an underlying asset.

o Examples of underlying assets: Stocks, bonds, commodities, currencies, interest rates,

or market indices.
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2. Types of Derivatives (4ullall cliidal) g1 gif)
1. Options (</w3):

o A contract granting the buyer the right, but not the obligation, to buy or sell an

asset at a predetermined price on or before a specific date.
o Terminology:
= Call Options: Right to buy.
= Put Options: Right to sell.
*  Premium: The price paid for the option.
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2. Forward Contracts (daf 358):
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o Anprivate agreement between two parties to buy or sell an asset at a future date for

a price agreed upon today.
o Traded over-the-counter (OTC) only.
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3. Futures Contracts (4liiua 3géc);
o Similar to forward contracts but traded on exchanges.

o Subject to daily settlement of gains and losses and guaranteed against default.
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4. Swaps (“laiia):

o A contract where two parties exchange a series of cash flows (e.g., interest rate

swaps or currency swaps).
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3. Derivative Markets (dtall ciliidial) (3) gud)
1. Over-the-Counter (OTC) Markets (L‘JJ:L“ o @\y.a‘\’\):
o Custom contracts between parties traded privately.

o Examples: Forward contracts, swaps.
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2. Exchange-Traded Markets (“a_ sl (& 4 glxiall (3) su)):
o Standardized contracts traded on regulated exchanges.

o Examples: Futures contracts, options.
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4. Importance of Derivative Markets (4dlall ciliidial) 3) gl d3aa))
1. Risk Management (bl 3_)1)):
o Hedging: Reducing the risk of price fluctuations.

o Speculation: Taking advantage of price movements.
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2. Price Discovery (Sl GiLiis)):
o Helps in determining the fair value of an asset.
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3. Liquidity (4ssall):
o Derivative markets provide high liquidity, allowing easy entry and exit.
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4. Market Efficiency (s« ssUS):
o Ensures that asset prices reflect all available information.
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5. Criticisms of Derivative Markets (dxllell lSidiall (3 gl <laliss))
1. Speculation vs. Gambling (Jldll Jilia 43 JLzaall):

o Derivatives are often criticized for being speculative and risky, similar to

gambling.
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2. High Leverage (4wl 4dlal) dad) JY)):
o Excessive leverage in derivatives can lead to significant losses.
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3. Complexity (8xill);
o Derivatives are sometimes too complex for retail investors to understand.
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6. Ethics and Misuse of Derivatives (dllall Gliidal) aladin ¢ gy SLENAYY)
1. Ethical Standards (&84Y) julaall):

o Codes of ethics are essential in maintaining professionalism in derivative markets

(e.g., CFA Institute).
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2. Misuses (p'aaiu) ¢ gu):

o Using derivatives for purposes other than risk management, such as excessive

speculation.
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7. Fundamental Concepts (dxlu) asalial)
1. Risk-Return Tradeoff (ilall g shliall ¢ 451 gall):
o Higher risk generally leads to higher returns.
A gal) a5 ) Bake (gai phalial) Baly

2. Arbitrage (4aal_al):
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o Taking advantage of price differences in different markets to make risk-free

profits.
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3. Market Efficiency (35! 3s\iS):
o A market is efficient if asset prices reflect true economic value.
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8. Derivatives and Careers (4igal) <) jlual) g Ciliidall)
1. Applications in Careers (il gl 2 ciliidall Claladin);
o Financial management: Risk management in businesses.
o Investment management: Portfolio diversification.

o Public service: Managing risks for government entities.
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Key Takeaways (adill)
1. Derivatives are powerful tools for managing financial risks but can also be misused.
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2. Understanding market efficiency, risk preferences, and arbitrage is essential in

derivative markets.
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3. Ethics and professionalism are critical in handling derivatives responsibly.
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Test Bank
The market value of the derivatives contracts worldwide totals:
o over a trillion dollars but less than a hundred trillion %
2. Cash markets are also known as:
o spot markets
3. A call option gives the holder:
o the right to buy something
4. Which of the following instruments are contracts but are not securities?
o a.stocks
o b. options
o C.swaps
o bandc
5. The positive relationship between risk and return is called:
o Risk-Return Tradeoff

6. A transaction in which an investor holds a position in the spot market and sells a futures

contract or writes a call is:
o ahedge
7. Which of the following are advantages of derivatives?
o a. lower transaction costs than securities and commodities
o b. reveal information about expected prices and volatility
o c. help control risk

o d. make spot prices stay closer to their true values
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o e. all the above
8. A forward contract has which of the following characteristics?
o a. has abuyer and a seller
9. Options on futures are also known as:
o b. commodity options
10. A market in which the price equals the true economic value:
o d.is efficient
11. Which of the following trade on organized exchanges?
o a.caps
o b. forwards
o c.options%q
o d.swaps
12. Which of the following markets is/are said to provide price discovery?
o a. futures
o b. forwards
o c.options
o d.aand b
13. Investors who do not consider risk in their decisions are said to be:
o risk neutral
14. Which of the following statements is not true about the law of one price:
o a.investors prefer more wealth to less

o b. investments that offer the same return in all states must pay the risk-free rate
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15.

16.

17.

18.

19.

20.

o c. if two investment opportunities offer equivalent outcomes, they must have the

same price
o d. investors are risk neutral [
Which of the following contracts obligates a buyer to buy or sell something at a later date?
o b. futures
The process of creating new financial products is sometimes referred to as:
o b. financial engineering

The process of selling borrowed assets with the intention of buying them back at a later

date and lower price is referred to as:
o c. shorting

In which one of the following types of contract between a seller and a buyer does the seller
agree to sell a specified asset to the buyer today and then buy it back at a specified time in

the future at an agreed future price:
o a.repurchase agreement

The expected return minus the risk-free rate is called:
o a. the risk premium

When the law of one price is violated in that the same good is selling for two different

prices, an opportunity for what type of transaction is created?

o d. arbitrage transaction [
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