


INTRODUCTION TO DERIVATIVES

I. History of Currency Futures and Options


A.  Introduction

· Currency futures defined:

· Currency futures vs currency forwards:

· The foreign exchange market is the largest market in the world with trading volume in the hundreds of _______ of dollars per ____​!!

· Futures contracts on foreign currency were introduced on May ___, 19__ in response to the failure of the ________ Agreement to maintain _______ exchange rates. They trade on a branch of the CME.

· The bulk of currency derivative trading is in the forward market or the ____________(IFE) market. The market is open around the clock. The IFE market consists of specialized divisions of large head offices of ____________ banks. These banks communicate electronically with other banks around the world. The IFE with no specific _______ or hours.
· In 1973 the CBOE:

· Currency FX contracts were offered:

· Mocatta options:

II. Definitions


A. Currency Futures



1. The tick:



2. The limit move:



3. Locals:



4. Reverse trading (or offsetting):



5. The variation margin:



6. The security bond:




7. Marking‑to‑market:



8. The settle price:



9. The delivery date:



10. The buyer is called the ______while the seller is called the ___.


B. Types of Currency Options



(a) Currency Call Option:



(b) Currency Put Option:



(c) Currency Futures Call Option:



(d) Currency Futures‑Put Option:

C. Option Terminology



1. The option premium:



2. The option writer:



3. The long:



4. The expiration date:



5. A European option:



6. An American option:



7. The exercise price (strike price):



8. An ___the ____ call option means that  ___> ___.

· An ____ of ___the _____ call options means that ___>____.

· An ____ the ____ call option means that ____ = _____.

e.g.



9. An ___ the ___ put option means that ___>_____. 

· An ____ of ___ the ____ put option means that ____> ____.

· An ___ the ___ put means that _____=_____.

e.g.



10. Naked vs covered option positions:

III.  Use of Currency Futures and Options

· The basic use of currency derivatives is to hedge the risk associated with changes in the value of a given currency.

· Recall the five basic types of exchange rate systems. Under which systems do you think currency derivatives would be required for hedging purposes?


1. Fixed Exchange Rate System:


2. Freely Floating Exchange Rate System:

3. Managed (
) Floating Exchange Rate System

4. Pegged Exchange Rate System:


5. Joint Float Exchange Rate System:

IV. Arbitrage in Foreign Currency

· What is arbitrage???

· Geociraphical (Space) Arbitrage:

· Triangular (Cross‑Rate) Arbitrage:

· Interest Arbitrage:

Geographic Arbitrage

Assume that in New York the 90 day forward rate on DM's is 0.5667, the 90 day forward rate on US dollars in Frankfurt is 1.7244. Since these are not equal, an arbitrage opportunity exists.

t=0:

Buy 90‑day DM's in New York for 0.5667

Sell 90‑day DM's in Frankfurt for 0.5799 (1/1.7244)

t=90

Pay 0.5667 for DM's in New York; receive DM's.

Deliver DM's in Frankfurt; receive 0.5799. Profit:

Profit

+0.5799

‑0.5667

+0.0132
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