
Each time the planning begins for a new edition of this book, I worry. I hope that, on the
one hand, there will be enough new material to justify a new edition, and on the other,
that I can distinguish the new edition from the last one without alienating instructors
whose teaching notes closely follow the book. 

On the first item, I find that there is rarely a shortage of new material. The derivatives
and risk management industry is so dynamic. Moreover, users and reviewers of this book
provide me with excellent comments and suggestions for new material and modifications to
existing material. I only wish I could use every idea they offer, but of course, you wouldn’t
want a book that rivals the IRS tax code in size.

On the second matter, I have worked hard to keep the basic structure of the book
intact. Options come first, followed by forwards and futures. Next we take up swaps and
then various advanced instruments. Finally, we cap it off by covering risk management. But
the demands for new material, particularly the need for increased emphasis on swaps, have
dictated some significant changes in structure to this book. Instructors have told us that
swaps are so important that they need a chapter all of their on. So we have given them one,
consolidating interest rate, currency, and equity swaps into a single chapter with increased
coverage of each. Given that change, however, other significant changes were necessary.

In previous editions of this book, currency derivatives and options on futures had
their own chapters. Now these instruments are integrated throughout the book.
Currency options are covered with options (chapters 2–6), currency forwards and futures
are covered with forwards and futures (chapters 7–11), and currency swaps are covered
with swaps (chapter 12). Options on futures, however, cannot be covered in the options
chapters, because at that point, futures have not been covered. Thus, options on futures
are covered in the futures chapters (7–11). These changes are not only necessary, but
they represent substantial improvements in how these instruments should be viewed,
studied, and learned.

There was a time when currency derivatives had to be treated as instruments quite dis-
tinct from derivatives on other underlyings. But in this day and age of integrative global
finance, a currency should just be viewed as another underlying, no more complicated
than a stock or bond. Anyone who would claim to be knowledgeable in derivative instru-
ments must have the ability to move easily from currency derivatives to other types of
derivatives. And options on futures are just options where the underlying happens to be a
futures. With options covered first, these instruments can be easily introduced as soon as
futures are covered without causing any problems.

Another major change is that the final and formerly quite lengthy chapter on risk
management is now split into two chapters, the first focusing on quantitative techniques
and the second of a more qualitative nature.

Organization of the Book
This book is divided into three main parts. First there is an introductory chapter, which
gives an overview of the subject. Then Part One, consisting of Chapters 2-7, covers options.
Chapter 2 introduces the basic characteristics of options and their markets. Chapter 3 pres-
ents the fundamental principles of pricing options. These principles are often called
boundary conditions, and while we do tend to think of them as fundamental, they are
nonetheless quite challenging. Chapter 4 presents the simple binomial model for pricing
options. Chapter 5 covers the Black-Scholes model, which is the premier tool for pricing
options and for which a Nobel Prize was awarded in 1997. Chapters 6 and 7 cover option
trading strategies.

Part Two covers forwards, futures, and swaps. It begins with Chapter 8, which introduces
the basic characteristics of forward and futures markets. Chapter 9 presents the principles
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for pricing forward and futures contracts. Chapter 10 covers hedging strategies, which is the
primary use of these contracts. Chapter 11 covers some advanced applications of futures.
Chapter 12 is devoted to swaps, including interest rate, currency, and equity swaps.  

Part Three deals with various advanced topics, although one should not get the impres-
sion that the material is particularly complex. Chapter 13 deals with interest rate deriva-
tives, such as forward rate agreements, interest rate options, and swaptions. Chapter 14
covers some advanced derivatives and strategies, which are mostly extensions of previous
topics and strategies. Chapters 15 and 16 deal with risk management. Chapter 15 covers
quantitative risk management, emphasizing such topics as Value-at-Risk, delta hedging, and
managing credit risk. Chapter 16 is more qualitative and focuses on the issues that must be
addressed in an organization so that risk management is properly conducted. You will have
the opportunity to learn how risk management is done well in organizations and how it is
done poorly.

Key Features of the Book
Some of the key features of the book are:

• An emphasis on practical application of theory; all ideas and concepts are presented
with clear illustrations. You never lose touch with the real world.

• Minimal use of technical mathematics. While derivatives is unavoidably a technical
subject, calculus is not necessary to learn the material at this level. (Note: Some cal-
culus is used in appendices, but this material is not essential.)

• Balanced emphasis on strategies and pricing.
• The book is liberally illustrated with over 100 figures and supported with over

100 tables.
• Over 300 end-of-chapter questions and problems allow you to test your skills (solutions

are available to adopting instructors).
• Over 200 margin notes, which are short (a few sentences) summaries of key points, are

found throughout.
• Key terms. At the end of each chapter is a list of important terms you should be able

to define before going on. These terms correspond to bolded words within the chap-
ter. These average 18 per chapter.

• Quotes to start each chapter. While introductory students may not always catch the
meaning behind quotes, they all have some meaning related to the topic of the chapter.
The individuals cited are quite a varied bunch, but are mostly practitioners in the field.

• Downloadable Software: The product support Web site contains a downloadable
Windows program and various Excel spreadsheets. Throughout the book there are
sections called Software Demonstrations, which contain explicit illustrations of how to
use the software.

• Appendices containing lists of formulas and references
• A glossary defines several hundred terms.
• A comprehensive index, of course
• PowerPoint® Presentation, which is available for instructors adopting the book. Some

other PowerPoint presentations that I have seen with finance textbooks are mostly just out-
lines; these contain much more detail. This is available from the product support Web site.

• An Instructor’s Manual which contains answers to the end-of-chapter questions and
problems and true-false and multiple choice tests. 

• A Web site http://chance.swlearning.com that contains the PowerPoint slides, the
Windows program, Excel® spreadsheets, and links to relevant Internet sites. The site also
provides restricted access to an electronic verion of the Instuctor’s Manual, available in
Word and Adobe Acrobat format. It also contains updated information and errata. Yes,
the book will probably have some errors, but at least I’m willing to tell you about them.

I cannot emphasize too much how I think this book blends theory and practice. All
points are illustrated as much as possible using practical situations. For example, the
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option results are covered by following a single company’s options throughout the book.
When strategies are covered, we learn the theory, examine the algebraic equations that
describe what is happening, and observe the results either with a table or graph.

Specific New Features of the Sixth Edition
For those familiar with previous editions, the following are new features:

• Separate chapters on swaps and interest rate derivatives
• Integration of currency derivatives and options on futures throughout the book
• Two chapters on risk management
• Improvements to the spreadsheets, making them easier to use
• New software, including a Black-Scholes Excel function that calculates the option

price in a single cell, which can be easily imported into other spreadsheets; a new
teaching tool spreadsheet that illustrates the dynamics of option boundary conditions,
and an implied volatility spreadsheet

• Elimination of the Derivatives in Action boxes, which are replaced by a new type of box
called Derivative Tools: Concepts, Applications and Extensions. This new feature pro-
vides discussion of additional topics that fill in basic material; show applications or
material covered in the chapter; or extend the concepts to more advanced topics

• Coverage of weather derivatives, energy derivatives, real options, contingent-pay
options, the CBOE volatility index, and the application of options to the pricing of
equities and credit risk

Another important feature of the sixth edition is that this is the first edition in the his-
tory of this book that does not feature options and futures pages out of The Wall Street
Journal. In this day and age of the Internet, looking up day-old prices of options and
futures in the Journal or any other newspaper is not the best way to do it. More informa-
tion and more current information can be obtained from the Web sites of the Journal and
the various options and futures exchanges. Although almost no one seems to need to be
taught how to find anything on the Internet these days, nonetheless the book does walk
you through the process of finding options and futures prices on the information super-
highway.

Use of the Book
The ideal use of this book, and almost all finance textbooks, is in a two-semester course. A
full academic year gives an excellent opportunity to cover the subject matter without flying
at breakneck speed. Each semester can consist of eight chapters, leaving some time for
quizzes, exams, and other in-class activities, such as watching a video or engaging in a trad-
ing exercise. If, however, this book is used for only a one-semester course, instructors should
find it sufficiently flexible to pick-and-choose chapters. There is a tendency for one-semester
courses to just cover the chapters in the order in which they appear. My own recommenda-
tion is that a one-semester course should be sure to include swaps. The swap is the most
widely used derivative and the one most likely to be encountered by those who go out into
the corporate world. Thus, the instructor might wish to make a special effort to cover
Chapter 12, which would probably not be covered if the syllabus just followed the sequence
of chapters. In addition to swaps, a one-semester course should probably include interest
rate options, which are also likely to be encountered in the corporate world. To make room
for these topics, the instructor might need to de-emphasize futures and possibly even cut
down on coverage of option strategy. Chapters 14, 15, and 16 would be the lowest priority
chapters to force into a one-semester course.

Although the primary audience is the university-level undergraduate, this book has
been widely used at the MBA level, including some very prestigious universities’ MBA
programs. Instructors should not hesitate to adapt to an MBA course. The book has also
been used in corporate training programs.
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I had always felt that the errors in a book should, through attrition over the years, dis-
appear. I have learned otherwise. Although no one wants errors to remain, if you ever find
a book in its sixth edition without any errors, you can be assured that the author is simply
correcting old material and not keeping the book up-to-date. With a field as dynamic as
derivatives, extensive changes are inevitable. Despite Herculean efforts to cleanse this
work, there are surely some errors remaining. I feel fairly confident, however, that they are
not errors of fact, but merely accidental oversights and perhaps typos that just did not get
caught as I read and re-read the material. Unlike most authors, who I think would rather
hide known errors, I maintain a list of the errors on the book’s Web site. (Again, that’s
http://chance.swlearning.com for the general site that links you to the error page.) If you
see something that does not make sense, check the Web address mentioned above and see
if it’s there. If not, then send me an email by using the Talk to Us form on the book’s
Web site.

Or just send me an email anyway, students or faculty. Tell me what you like or don’t
like about the book. I would love to hear from you.
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E. J. Ourso College of Business Administration
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