
Within a few years, the first futures-type contract was developed.

Many financial transactions have embedded derivatives.





Hence the notional amount outstanding is seen as a poor reflection of

To lock in an arbitrage profit



between two financial institutions or between a financial institution

Bid Offer

Spot 1.4407 1.4411

1-month forward 1.4408 1.4413

3-month forward 1.4410 1.4415

6-month forward 1.4416 1.4422

The first row indicates that the bank is prepared to buy GBP (also

Bid Offer

Spot 1.4407 1.4411

1-month forward 1.4408 1.4413

3-month forward 1.4410 1.4415

6-month forward 1.4416 1.4422
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Profit from a Long Forward Position.
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Profit from a Long Forward Position.
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Profit from a Short Forward Position.



- After paying off the loan, you would net a profit of



A very wide range of commodities and financial assets form the

The financial assets include stock indices, currencies, and Treasury





$520 and immediately sell them for $600 for a profit of $8,000, or

This would lead to an immediate cash inflow of 100 x 22.20 = $2,220.

exercised and the investor makes a profit of this amount.

and is held until March. Draw a diagram showing how the profit on a
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: Profit on long position.



held until June. Draw a diagram showing how the profit from a
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: Profit on short position.

Three broad categories of traders can be identified:

lock in a riskless profit by simultaneously entering into



This would have the effect of fixing the price to be paid to the British

next figure.

Forward contracts are designed to neutralize risk by fixing the price

price movements in the future while still allowing them to benefit from



The first alternative of buying the stock yields a profit of

However, the second alternative is far more profitable.

Subtracting the original cost of the options yields a net profit of

The options strategy is, therefore, 10 times more profitable than
New York and sell them in London to obtain a risk-free profit of



One of the exciting developments in finance over the last 30 years

In many situations, both hedgers and speculators find it more

financial institutions, fund managers, and corporations in the

In this chapter we have taken a first look at forward, futures, and

Three main types of traders can be identified: hedgers, speculators,

to lock in a profit.


