Futures:
· The OBLIGATION to buy/sell an asset on a specified future date at a preset price
· Trade on a organized exchange
· Settled daily
Forwards: 
· The OBLIGATION to buy/sell an asset on a specified future date at a preset price
· Trade OTC(over the counter)
Swaps
· The OBLIGATION to exchange a sequence of preset cash flows over a set period
· Currency swap: Exchange cash flows in one currency for cash flows in another currency
· Interest rate swap: Exchange floating-rate and fixed-rate interest payments in the same currency
· Credit defult swap: Exchange a regular fixed premium for a lump-sum payment if default occurs
Options
· The RIGHT to buy/sell an asset on (or perhaps before) a set date in the future at a preset price
· Call option: the right to buy
· Put option: the right to sell
· Option price (premium) is the amount paid up front by purchaser
· Strike (exercise) price is the amount paid/received when the option is exercised.
%
Speculation:
· Speculators can make larger profits than in spot markets on well-informed trades
· This improves market efficiency (in theory)
Risk management
· Hedgers can reduce/eliminate certain types of risk
Arbitrage
· Arbitrageurs profit from mispricing across markets
· This corrects prices and improves market efficiency
Financial engineering
· Creates a wider range of potential payoffs for investment portfolios
Effective Annual Rate (EAR)
· 
PV(Present Value) of an amount C in T years is: 
· 
FV(Future Value) in T years of an amount C today is: 
Annual Percentage Rate (APR)
· This is a compounded interest rate in which the compounding frequency equals the period length
· Fx. A three-month APR is compounded quarterly
· LIBOR (London Interbank Offered Rate), which is a commonly-used benchmark interest rate, is an APR
· The T-year APR will be represented by rT
· 
The PV of an amount C in T years is: 
· 
and the FV in T years of an amount C today is:  
Continuously Compounded Rate
· This is the interest rate that is compounded every instant; it will be written as rc 
· Using calculus, the continuously compounded interest rate is related to the EAR by 

and
· 
Consequently, the PV of an amount C in T years is 

and the FV in T years of an amount C today is 
Arbitrage-Free Pricing
· Law of One Price (Lemitations se slide 22)
· Two assets that provide identical cash flows should trade at the same price.
· Corollary
· An asset providing cash flows that are never below those of another asset should never trade below this other asset.
· An opportunity for arbitrage exists if either of these pricing rules is violated
Futures pricing
· Basis: The difference between the spot price and futures price. Basis= S0 - f0
· Spread. The difference in price between two forward/futures
· Intracommodity spread. The forwards/futures are on the same asset, but with different maturities
· Intercommodity spread. The forwards/futures are on different (but related) assets
· [bookmark: _GoBack]
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