


Presenter Notes
Presentation Notes
Introduce the unit 




Presenter Notes
Presentation Notes
Discuss the unit 6 learning outcomes
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Presentation Notes
Discuss how learners will engage with the resources in preparation for the final assessment





Presenter Notes
Presentation Notes
Explain derivatives and as a whole group, identify “the underlying”.  Ensure learners give reasons for their answers.


Answer: All of the above are examples of underlying assets 
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Discuss the learning outcome about the use and application of derivatives
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Presentation Notes
As a whole group, watch the short video about derivatives and discuss the questions that follow.


A derivative is a financial instrument whose price is based on the price of another asset, known as the underlying asset or simply ‘the underlying’. This underlying asset could be a financial asset or a commodity. Examples of financial assets include bonds, shares, stock market indices and interest rates; for commodities they include oil, silver or wheat.
Futures, forward, option, swaps
Gambling/speculation, hedge (reduce risk), arbitrage (take advantage of short term anomaly), create solutions

https://www.youtube.com/watch?v=Wjlw7ZpZVK4
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Presentation Notes
Learners to complete this activity and the next one (fill in the blanks) individually and discuss/peer assess their responses with the person sat next to them.


Financial Assets could include:
1. Bonds
2. Shares
3. Stock market indices
4. Interest rates


Commodities could include:
1. Oil
2. Silver
3. Wheat
4.  Coffee
5. Sugar
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Hedging is a technique used by portfolio managers to reduce the impact of adverse price movements on a portfolio’s value.  

Anticipating future cash flows is closely linked to the idea of hedging. If a portfolio manager expects to receive a large inflow of cash to be invested in a particular asset, then futures can be used to fix the price at which it will be bought in order to offset the risk that prices that will have risen by the the time the cash is received.

Changes in asset allocation of a fund can be used to take advantage of anticipated short term movements in the market or to implement a change in strategy.  The changes can be made more quickly and less expensively using derivatives than actually buying and selling the securities within the portfolio.

Arbitrage is the process of deriving a risk free profit from buying AND selling the same asset in two different markets at the same time, where the price differs between the markets.  If the price of a derivative and its underlying asset are mismatched, then a portfolio manager may be able to profit from the pricing anomaly.
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Presentation Notes
Discuss the learning outcomes about futures and the key terminology around this topic.
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Presentation Notes
As a whole group, watch the short video about futures and forwards and discuss the questions that follow.


https://www.youtube.com/watch?v=ocASABYRVGo&t=2s

1. Forward and futures contracts involve two parties agreeing to buy and sell an asset at a specified price by a specific date.
A forward contract is a private, customizable agreement that settles at the end of the agreement and is traded over the counter (OTC).
A futures contract has standardized terms and is traded on an exchange, where prices are settled daily until the end of the contract.


2. When and where was the world’s first derivatives exchange opened?  1848 in Chicago
3. A commodities futures contract enables standardised qualities and quantities of a commodity to be traded for a fixed future price on a stated delivery date. Unlike the forward contracts that preceded it, a futures contract can itself be traded.
4. 1975
5. It is exchange traded and is dealt on standardised terms where only the price is open to negotiation
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In pairs, learners are to read the 5 scenarios and discuss what asset is being traded.  The pairs should also answer the following questions about the contract and their uses.

Pairs should be prepared to feedback their responses.



Activity/worksheet – lesson 40

Answers

Jet fuel
Wheat/hops

‘
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Answers

Wheat
Copper
Interest rates
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Presentation Notes
If you have access to mini whiteboards ask learners to answer each question in turn to check understanding of futures.  If not, you can ask learners to put their hands up for each TRUE statement to check understanding.



A future is an agreement between a buyer and a seller	TRUE
A futures contract is a legally binding obligation between 2 parties TRUE
In a futures contract, the buyer agrees to pay a prespecified amount for the delivery of a respecified quantity of an asset at a moveable date  FALSE
A buyer of a futures contract can only negotiate the date and location of delivery, not the price of the underlying asset FALSE
Futures allow assets and commodities to be traded for future settlement at a price agreed today. TRUE
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Presentation Notes
Learners should complete the following activities outside of the session.  Use Q and A to establish what they learned and discuss the answers as a group

Futures terminology
Using futures terminology
8 multiple choice questions


Long = the term used for the position taken by the buyer of the future
Short = the term used for the position taken by the seller of the future
Open = describes the initial trade, when it first enters into a future
Close = Most physical assets don’t end up being delivered and so this happens instead.  If this doesn’t happen, the buyer pays agrees sum and receives the underlying asset.
Covered = When the seller of the future has the underlying asset that will be needed if physical delivery takes place
Naked = The term used when the seller of the future does NOT have the asset that will be needed if physical delivery of the underlying commodity is required.
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Lesson 40 activity

Long – the buyer
Short – the seller
Naked – the seller
Covered – the seller
Open – both
Close – the buyer
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1C
2A
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3C
4D




Presenter Notes
Presentation Notes
5B
6A
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7A
8C
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Optional independent extension activity


https://www.youtube.com/watch?v=nwR5b6E0Xo4




Presenter Notes
Presentation Notes
Discuss the learning outcomes about options and the key terminology around this topic.
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Presentation Notes
As a whole group, watch the short video about options and discuss the questions that follow.




https://www.youtube.com/watch?v=k-qNJquGOBs&list=PLMq9qkrJ-p81VFA1RCXumo6GEEFxklvy7&index=4

What are options? An option gives a buyer the right, but not the obligation, to buy or sell a specified quantity of an underlying asset at a pre-agreed exercise price, on or before a prespecified future date or between two specified dates. The seller, in exchange for the payment of a premium, grants the option to the buyer.
What does the term “exercise the option” mean?
What is the term given to the pre-agreed price at which an option buyer is able to buy or sell a specified quantity of an underlying asset? Exercise price
What is the premium? The premium is the money paid by the buyer/holder to the exchange (and then by the exchange to the seller/writer) at the beginning of the option contract; it is not refundable.
What is a call option? call option is when the buyer has the right to buy the asset at the exercise price, if they choose to.  The seller is obliged to deliver if the buyer exercises the option.
What is a put option? put option is when the buyer has the right to sell the underlying asset at the exercise price. The seller of the put option is obliged to take delivery and pay the exercise price if the buyer exercises
the option.
What is another term for the buyer of the option? Holder
What is another term for the seller of the option? Writer
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Presentation Notes
If you have access to mini whiteboards ask learners to answer each question in turn to check understanding of options.  If not, you can ask learners to put their hands up for each TRUE statement to check understanding.


In exchange traded options contracts, buyers and sellers deal directly with each other FALSE
The premium paid by a buyer to an exchange is non-refundable TRUE
In a call option, the writer is obliged to sell the underlying asset TRUE
In a put option, the writer is obliged to buy the underlying asset TRUE
The premium represents the payment by the buyer for the option TRUE
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Presentation Notes
Learners should complete the following activities outside of the session.  

Options example (Romi)
Fill in the blanks

Use Q and A to establish what they learned and discuss the answers as a group

Romi’s call option gives her the right but not the obligation to buy ABC shares at £2.80 any time up to 2nd December
Romi will make a profit by exercising her option to buy if the share price rises above £2.95 (£2.80 + 15p) before 2nd December.  She could also make a profit by selling her option before 2nd December depending on the option trading price at the time.
15p (the premium she paid)
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An option gives the buyer the right but not the obligation to buy or sell a specified quantity of an underlying asset at a pre-agreed exercise price, on or before a pre-specified future date or between two specified dates. The seller, in exchange for the payment of a premium, grants the option to the buyer.

When options are traded on an exchange they will be in standardised sizes and terms.  When investors want to trade outside of these terms they can do so ’off exchange’ in the OTC market where the contract is bespoke.

A holder is the buyer and owner of an option 

A writer is a seller of an option.

The seller of an option, in exchange for the payment of a premium, grants the option to the buyer
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Split the group into 2 – ½ of the group will complete the question about Beckenham Ventures (depending on group size, split into smaller teams if needed) and the other ½ will complete the questions about Gameshare PLC.

Ask groups to nominate a speaker who will feedback answers.



Activity taken from lesson 41


What would happen if Beckenham Venture PLC share price rise above 170p?  Investor Smith will exercise the option as he has made a profit.  He has to pay 150p per share and has already paid 20p for the option
What would happen if Beckenham Venture PLC share price rise to 155p?  Investor Smith might exercise the option as the 5p profit on the purchase of the share will defray part of the 20p cost of the option premium
What would happen if Beckenham Venture PLC share price rise to 127p?  Investor Smith will not exercise the option and allow it to expire.  Investor Smith loses the 20p premium already paid to Investor Jones.
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Activity taken from lesson 41

What would happen if Gameshare PLC shares are trading at 160p? Investor Smith will definitely exercise the option as he has made a profit – he can sell the shares for 220p each and has paid the 30p premium.
What would happen if Gameshare PLC shares are trading at 210p? Smith might exercise the option as the 10p profit on the sale of shares will defray part of the 30p cost of the option premium
What would happen if Gameshare PLC shares are trading at 230p? Smith will not exercise the option and allow it to expire.  Smith will lose out on the 30p premium and keep the sahres.  Jones makes 30p frpm the premium
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Optional independent extension activity


https://www.youtube.com/watch?v=3196NpHDyec

What are the uses of options? Speculate and hedge
What are the key features of an option? call and put option, holder (buyer) and writer (seller), the named asset, exercise price, expiry date, the premium
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Discuss the learning outcome about commodity markets.

All of the activities in this learning outcome should be completed independently outside of the classroom using the course workbook (textbook).  Activities are:

Derivative markets
Physical markets
European Derivative Exchanges
Who does what?
Advantages and disadvantages of investing in the derivative markets
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Traded privately between parties OTC
Standardised features ETD
The larger market in terms of value of contracts traded daily OTC
Interest rate swaps mainly traded this way OTC
Mainly takes place in Europe and the UK currently OTC
Guarantees given to each party that trade will eventually be settled ETD
Uses intermediary for all trades ETD
Participants need to post a margin for all transactions ETD
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Agricultural markets
Base and precious metals
Energy markets
Power markets
Plastic arkets
Emissions markets
Freight and shipping markets 

The factors that influence supply include the availability of raw materials and the costs of extraction and production
Demand comes from underlying users of the commodity eg the demand for metals in rapidly industrialising economies such as China and India.  it also originates from investors such as hedge funds which might buy metals in anticipation of excess demand, or incorporate commodities into specific funds.  
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Which exchange trades German bond futures? Eurex
Which exchange trades American agricultural futures and options? ICE
Which exchange trades options on the FTSE100? ICE Futures Europe
Which exchange trades derivatives on soft commodities as well as financial derivatives? ICE Futures Europe
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Which exchange trades energy commodity contracts? ICE
Where would you trade a jet fuel futures contract? ICE
Which exchange is based in London but has a global market with international membership? LME
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Advantages
• Enables producers and consumers of goods to agree the price of a commodity today for future delivery, which can remove the uncertainty of what price will be achieved for the producer and the
risk of lack of supply for the consumer.
• Enables investment firms to hedge the risk associated with a portfolio or an individual stock.
• Offers the ability to speculate on a wide range of assets and markets to make large bets on price movements using the geared nature of derivatives.

Drawbacks and Risks
• Some types of derivatives investment can involve the investor losing more than their initial outlay and, in some cases, facing potentially unlimited losses.
• Derivatives markets thrive on price volatility, meaning that professional investment skills and experience are required.
• In the OTC markets, there is a risk that a counterparty may default on their obligations, and so it requires great attention to detail in terms of counterparty risk assessment, documentation and the taking of collateral.
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Optional independent activity.


https://www.cisi.org/cisiweb2/en/cisi-elearning/cisipr/GetChapterList/49
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Optional independent extension activity



https://www.cisi.org/cisiweb2/mycisi-pages/cisi-tv?eventid=86853487
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Discuss the learning outcome about swaps and their functions
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Presentation Notes
As a whole group, watch the short video about swaps and discuss the questions that follow.



https://www.youtube.com/watch?v=uVq384nqWqg

An agreement to exchange one set of cash flows for another.  
Interest rate swaps are the most common form and involve an exchange of interest payments. 
Unique - they are a form of OTC derivative and are negotiated between the parties to meet the different needs of customers
The two exchanges of cash flow are known as the legs of the swap.  Usually one leg of the swap is a payment of a fixed rate of interest and the other leg is a payment of a floating or variable rate of interest.
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To hedge exposure to interest rates
Secured Overnight Funding Rate
Floating rate
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Presentation Notes
In groups of 3 or 4, complete the activity.  Take feedback from the group and discuss responses.



If the LIBOR* rate stays at roughly 4%, what would the value of the legs of the swap agreement be?

ABC pays 5% of £1m = £50,000
XYZ pays 5% of £1m = £50,000

2. What would the value of the legs of the swap agreement be if the LIBOR rate was trading at 4.75%?

ABC pays 5% of £1m = £50,000
XYZ pays 5.75% of £1m = £57,500


3. Which of the two companies has lost out as a result of this swap deal if the rate of LIBOR is 4.7%? XYZ will lose out
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Discuss the learning outcome, explaining credit default swaps
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Presentation Notes
Learners should complete this activity about credit default swaps independently outside of the session.  Use Q and A to establish what they learned and discuss the answers as a group



https://www.investopedia.com/terms/c/creditdefaultswap.asp

Credit derivatives are used to enable an organisation to protect itself against unwanted credit exposure (or risk) by passing on that exposure to someone else.  They can also be used to increase credit exposure, in return for income. 
Credit events are typically defined as including a material default, bankruptcy, a significant fall in an asset’s value, or debt restructuring for a specified reference asset.
Credit derivatives are instruments whose value depends on agreed credit events relating to a third party company. For example a credit derivative’s value may depend on changes to the credit rating of a company or an increase in a company’s cost of funds in the market or credit events relating to it.
A credit default swap is more like an option or a type of insurance. It is not based on a exchange of cash flows. 
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Optional independent activity.


https://www.cisi.org/cisiweb2/en/cisi-elearning/cisipr/GetChapterList/64
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Presentation Notes
Learners can complete the 22 multiple choice questions (give 22 minutes only) under assessment conditions.

Once complete, all learners to feedback result (or tutor to mark and return) and complete the “monitoring my progress” page in their student workbook.

Discuss answers as a whole group.
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1A 
2B
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3B
4D
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5A
6C
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7B
8D
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9B
10A 
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11B
12B
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13D
14A
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15B
16D
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17D
18C
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19D
20A
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21A
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22B
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Presentation Notes
If learners want to improve their understanding of the unit 6 topics further, they can undertake these additional activities to support their learning. 

Ask learners to repeat the multiple choice assessment if you believe they might benefit from attempting the test again.
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