[bookmark: _GoBack]Chapter 1
Derivatives: are financial instruments with a payoff determined by the price of something else, called the underlying asset. (its value affected by the performance of the underlying)
A derivative is a contract between two or more parties whose value is based on an agreed-upon underlying financial asset, index or security. Common underlying instruments include: bonds, commodities, currencies, interest rates, market indexes and stocks.
They can be used as a tool for 1) risk management, 2) speculation, 3) to reduce transaction costs or 4) avoid regulatory arbitrage.

Futures/forward: an agreement (obligation) to buy/sell an underlying asset in the future, at a pre‐determined price. (no initial payment, no ownership of the underlying at time 0)

An outright purchase requires initial payment and purchase the ownership of the underlying asset at time 0.

They are financial contracts which are very similar in nature but there exist a few important differences: Futures contracts are highly standardized whereas the terms of each forward contract can be privately negotiated. Futures are traded on an exchange whereas forwards are traded over-the-counter.

Market index: is a (weighted) average value of a number of instruments that trade in that market. Its use is the measure the market performance in a single number.

Security: a document that confers upon its owner a financial claim. (ex. Debt, equity, derivatives)

Financial market: its function is to facilitate optimal risk-sharing (diversifiable risks vanish, and the systematic risk are reallocated to those who are willing to hold it)

Going long (buy): also called long a stock, meaning buying a stock the transaction is through a broker, the broker places the order with the market maker; a commission fee is involved

Market maker: a firms that is consistently ready to buy and sell a particular security at a publicly quoted price 

	
	Bid price
	Ask/offer price

	Market maker
	buy
	sell

	Individual
	sell
	buy



Bid-ask spread: (ex. Bid 14 ¼ x Ask 14 ½    37 x 90)
“37 x 90”  is the bid-ask size, it’s in 00’s; bid-ask size means the market maker has offers to buy (bid) 3,700 shares at 14 ¼, and has offers to sell (ask/offer) 9,000 shares at 14 ½ .
Going short (Short-selling)
Going short (sell, then buy): short-selling a stock (also called short a stock); shorting a stock means sell a stock by borrowing the stock from someone who owns it and sell it. 
The intention is predicting that the ask price will decrease in the future, the investor sells it now at the bid price, and buy it back at a lower ask price to return to the lender of the stock. The profit/loss is the difference of bid at the sale and ask price at the buying time.

The act of buying back the stock and returning it to the asset owner is called covering the short position or covering the short.

An investor having difficulty covering the short, is said to be short-squeezed.

Credit risk: lender concerned about borrower’s ability to return the borrowed security

Collateral: the lender requests collateral at the current value of the asset (bid price) plus a “haircut” (some extra for the risk). 

Repo rate/Short rebate: Investor still earns interest from the collateral in the asset owner’s hand, the interest rate is called repo rate in bond markets, and the short rebate in the stock market. 

Lease rate: This rate is lower than the market interest rate the investor could earn on the collateral, so the difference between the market interest rate and the repo/rebate rate is called lease rate. The difference is another cost (loss on leasing/borrowing the asset) of short-selling for the investor, as a payment to the asset owner. 

Reasons for shorting: speculation, financing, hedging and arbitrage. The best way to finance is not short-selling stocks, but short-selling bonds.
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