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is & good reason  Ing. Here are a couplo of incidenta
for this. Until re- 1o lllusteato that point.
o A cently, without The potential probelms with
“SID MITTRA /much fanfare, mutusl funds uaing derivatives
B Ph.p “derivetives were  were brought to the forefront with
: quietly used by a closed-end bond fund’s experi-
federal govern-  cnoe in 1993, Tho shares were pre-

ment ngencles,
ink stellar reputation, and scores
of, highly rated mutuel funds.
However, all that Is changed now,

Today, moat

derivatives aro a time bomb, wait.
ing for the right set of circum-
stgnces to explode ond take the fi-
nancial system with them,

The recent explosion
As s the case with eny finan-

Firet of two
a,

If you are ner-
vous and baffled
by all this talk
about flnancial
derivatives, thero

banks command-

investors foc! that

AAA-rated,

Refine your talents at

clal Instrument, In the initial
stages, derivatives wero used to
minlmize riak. However, as prof-
its of derivatives users roso, so did
their desire to invent and press
into nctlon more exotic instru-
ments carrylng high degrees of
risk. The results were devastat-

nented as AAA crodit-rating in-
vestments., However, the fund’s
manogement hed taken an aggres-
sive derivatives pesition in the
hope that interest rates would go
up, Unfortunately, the rates
dropped and the fund’'s NAV
dropped 156 percent.

In February 1934, a U.S, Army
welfare and recrestion fund in-
vested $16 million in a two-year,
government

U.Ss.

agency note yielding 4.75 percont.
But in just three months, the
note's yleld wan reset to rero per-
cent under a complex formula and
the Army fund took a 7.9 percent
paper loss on the note.

Instrument of risk reduction

Let's supposo John Jones, a
bond mutual fund mansger, is
convinced that tha Pedersl Re.
scrve is about to ralse interest
rates. However, Jobn caanot be
absclutely sure that interest rates
will rise, and Is, therefore, reluc-
tant to dump the fized-income

ing to secll, John is counting on
the price of the underlying bonds
to decreass, In the proceas, John
!ul mad.'e a qu!tik.ﬂnd relatively

the exercise, or strike price. As-
sume an investor wanls to buy
100 shares of IBM because she
belleves that JBM ntock is poised
for a di Ic price increase in

without sacrificing llgquldity. 1f
interest rates rise, as John ex-
pects, the futures contracts will
help offset tho lossea by the bonds
in his portfollo. But if he is wrong
and interest rotes decline, the
bonds will increaso in value only
to be somewhat cffaet by the loss-
es from his deal in the futures
contract. Incidentally, futures
contracts are one of several in-

itles for his partfollo. Conse-
quently, John scttlea for another
option. He enters Into an ngree-
ment with the Chicage Board of
‘Trads to sell five-year Treasury
futures contracts. A futures con-
tract s simply an agreement tb
buy or sell a security at a set price
at some specified date. By agree-

that fall under the cat-
cgory of derivatives,

A much more common form of
derivativ the option, which iz
also a means of reducing risk, An
optlon gives ita buyer the right,
but not the obligation, to buy or
sell a upecified underlying item at
some agreed-upon price known as
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Consider this your invitation
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mentary split of champagne, and
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satles to come, For
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sppetite of weght change.

the nesr future. But if she is
wrong, she stands to lose a huge
sum of money in the process. As
on alternative, therefore, she buys
8 six-month eall optlon to buy 100
shares of IBM st a predetermined
price. If the stock price does go up
within the next aix months, a8 she
expects, she will cxerclae, or sell,
the option and realize o capital
gain. if she is wrong, however, she
will let the option expire and only
lose the premium she paid for the
option.
Concept of derivatives
Derivatives are financial in-
struments that “derive” their val-
ue from underlying assets, such
os stocks, bonds, ‘mortgages, in-
dex funds or forelgn currencies.
Because a derivative’s price is
linked to any underlying asset,
the derivative's price changes
when the price of the underlying

demystifying derivatives

azset changes, though not always
it 1y, o in the di

rection. In fact, frequently . :
changes In tho value of the under. *

lying asset are magnified in the *
price of the derivatives.
To recspltulate, “darivative” is

a broad term that covers a wide "

range of financial instrumenta. -
Their common element is that
their value s derived from anoth-
er security, and thelr general pur- ~
pose in to transfer risk. One can ~
transfer risk swoy by hedging, or -
increase it through speculating.
Put differently, by using derive-
tives an investor can transfer risk -~
sway from the portfolio, or trana-
fer tisk to the portfolio in the -
hope of realizing suhstantial .
gains through speculation. S

Sid Mittro is professor of
finance, Oakland University, Ro-~
chester Hills, and owner, Mittra &1
Associates, ¢ Troy financial con-
sulting firm. Oakland University *
Professor Jerrold Grossman criti-
cally reviewed this columr.
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HAD IT UP TO HERE FINDING
A GIFT FOR DAD? LOOSER UP!
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Hudson's, JCPenney, Sears
Mon.Sat. 1Dam-9p.

REGISTER JUNE 12-18 AT CENTER COURT
TO WIN DAD A NEW \WWARDROBE
FROM JCPENNEY.

DRAWING WILL BE HELD
SUNDAY, JUNE 18 AT 12:00 NOON.

NO PURCHASE NECESSARY.
DETAILS AT INFORMATION BOOTH.
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