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M. Imran Ahsan

Preface

Simplifying the complicated CFA Level 1 Derivatives and Alternative Investments in a straightforward manner: A candidate's knowledge of fundamental financial ideas is rigorously tested in the CFA Level 1 exam. As the foundation of this test, Derivatives and AI provide a thorough study of the complex interactions among markets, businesses, and economies. Carefully written to help you negotiate the maze of theory, this book provides the necessary skills to succeed on the CFA Level 1 test. From the Derivatives to AI, we go in-depth into the dynamics of these investment alternatives.  Whether you are an established professional or a rising analyst, this book will be your companion for in-depth analysis in building your groundwork for furthering the pursuit of CFA success. Let us start this learning journey together, untangling the intricate world of Derivatives and AI to drive out a solid ground for our financial path. Wishing you the best of luck with your exam.

Feel free to contact me if you have any questions 

M. Imran Ahsan 

Email: Ch.imranAhsen@gmail.com 

Whats app: 00923465006818
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[image: ]




––––––––

[image: ]


1: Define a derivative and describe basic features of a derivative instrument

Derivative: Derivative is a security whose value is derived and dependent upon an underlying asset (like commodity, currency or security). Forward contracts, Futures, Swaps and options are derivative contracts.

Derivative contracts can be classified in following types


	Forward commitments

	Contingent claims



Forward commitments

Within forward commitments we have forward contracts, future contracts and swaps.

Forward contracts: It is a forward commitment in which two parties are agreed to transact an underlying asset at a future date at a fixed price (decided at current time). This is over the counter contract, means two parties negotiated the contract according to their need (tailored) and there is no involvement of exchange. At the decided date there is risk that one party will not honor its side of contract called default risk.  Forward contract is used to remove the uncertainty of price in future. No party pays anything at inception of this contract.  If the price of underlying asset increases over the life of contract, the party with right to buy the contract (the party holding long position) has positive value of the contract but the right to sell party (party holding short position) has negative value of the contract. On the other hand, if the price of underlying decreases the opposite of above is true. 

A forward contract can be settled by delivery of underlying asset or just by exchange of cash. In cash settlement, the difference of exercise and current price is paid to the one party. At inception of the contract the value of the contract is same for the both of the parties (if we exclude the cost of the contract). Cash settled forward contracts are also called contracts for difference or non-deliverable forwards (NDFs)

Future contracts: Future contracts are like forward contracts, but they are traded in exchanges and are standardized (not tailor-made). It means future contracts involve clearing houses, exchanges, and regulations.  In future contracts, daily cash settlement is required for gains and losses at the end of each trading day.  These contracts also can be settled in cash or by delivering underlying assets. 

In future contracts, an initial margin is required to be deposited. The accounts of each party are debited or credited as the price moves up or down (called mark to market). With cash settlement, the final mark to market is completed at the expiration date. If the deposited amount falls from a certain level, the concerned party will receive a margin call to deposit more cash. At any point in time, the numbers of outstanding contracts are called open interest. 

Some future contracts have price limits called band. If the price hits above or below band the trade stops and restarts if the both parties agree.

Swaps: A swap is an over-the-counter contract. In swaps, two parties agree to exchange cash flows or liabilities. Generally, one side's cash flow is fixed, and the other side's cash flow is variable.  At the settlement date, the net amount will be paid to the concerned party.  There is no payment at the time of inception of the swap.  The most common types of swaps are interest rate swaps and credit swaps to hedge (or to speculate) interest rate risk and credit default risks, respectively. In credit swap one part gives periodic payments to another party and other party will pay the agreed amount to first party in case of credit default.

Contingent claims

Options, credit derivatives and asset backed securities are contingent claims. In contingent claims the one party (buyer of contract) has right (not the obligation) to carry out a transaction (buying or selling of underlying asset) at predetermined price at expiration of contract. Seller of the contract has obligation (not right) to transact at expiration at predetermined price if buyer uses its right.

Options: 

The buyer (or owner) of call option has the right to buy underlying asset at predetermined price (strike or exercise price) for a specific time period (the position is called long call).  The buyer or owner of put option has the right to sell the underlying at exercise price in a specific period of time (the position is called long put).  

The seller of an option is called option writer. The seller of call option has the obligation to sell the underlying asset at exercise price in or on a specific time period the position is called short call). The seller of put option has the obligation to buy the underlying at exercise price in a specific period of time (short put).

At the inception of option, the buyer pays option premium to the option writer.  The buyer has no obligation except option premium. This option premium is called option price. 
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