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COURSE OBJECTIVE:

This course is an introduction to options, futures, forwards and swaps as derivative securities.  After an overview of these securities, a detailed examination of the methods of valuing options will be presented. Binomial trees and a discussion of the Black-Scholes option pricing model will be emphasized, followed by insights into option contracts as useful risk management instruments.  A brief introduction to stochastic calculus is also given.  Stock, index, debt, commodity, foreign currency and futures options are reviewed, and option strategies are analyzed as managerial tools in financial decision-making.  Skills developed in this course include analytical and decision-making, creative thinking and communication.  Throughout the course the notion of risk both as potential loss and opportunity for gain and its management will be highlighted.  Ethical and social dimensions of risk management and the use and abuse of derivative securities will be emphasized to help students become responsible financial managers. The recent credit crisis and its origin in subprime mortgages will be reviewed.  Students are encouraged to form teams and work jointly on five sets of homework problems and to also develop trading strategies. The course integrates functional areas in finance, accounting, economics, business ethics and quantitative methods.
ONE TEXTBOOK REQUIRED:

John Hull, Fundamentals of Futures and Options Markets, sixth edition, 2008, Prentice Hall. 

ISBN: 0-13-224226-5

OPTIONAL PAPERS:

Malliaris, A. G. and George Chalamandaris, “Itô's Calculus and the Derivation of the Black-Scholes Option-Pricing Model”, in HANDBOOK OF QUANTITATIVE FINANCE, C. F. Lee and Alice C. Lee, eds., Springer 2008 

Available at SSRN: http://ssrn.com/abstract=1022386
Malliaris, A. G. and George Chalamandaris, “Stochastic Processes and Models” in COMPANION TO FINANCIAL DERIVATIVES, by Robert Kolb and James Overdahl, editors., Palgrave, Forthcoming 2009.
Available at SSRN: http://ssrn.com/abstract=1107996

TOPICS AND ASSIGNMENTS:

	August 25
	Stock Options and Futures Contracts
	Chapters 1, 2

	September 8
	Hedging Strategies Using Futures and Swaps
	Chapters 3, 7

	September 15
	Option Properties
	Chapter  8, 9

	September 22
	Trading Strategies
	Chapter 10

	September 29
	Binomial Trees
	Chapter 11

	October 6
	Derivation of Black-Scholes Option Pricing
	Chapter 12

	October 13


	Index Options and Portfolio Insurance
	Chapter 13

	October 20
	Options on Futures, Currencies and Interest Rates; the Greek Letters as Partial Derivatives: Technical Complexities and Ethical Decision Making
	Chapters 14, 15

	October 27
	Volatility Smiles, Value at Risk, Alternatives to Black-Scholes and Ethical Issues
	Chapters 17, 18

	November 3

	COMPREHENSIVE CLOSED BOOK FINAL EXAM
	


TESTS AND GRADING:

Homework and the final examination are each worth 100 points.  There will be five homework assignments during the quarter, each worth 20 points. Optional simulated trading is encouraged for extra credit of 5 points. Homework and trading can be done individually or in teams (no more than 5 persons per team). Details will be presented in class.  Students will earn their course grades according to the following scale:






 
190 - 200  =  A






185 - 189  =  A-






180 - 184  =  B+ 






170 - 179  =  B






160 – 169 =  B-






140 - 159  =  C+

5 BONUS POINTS MAY BE EARNED FOR 7 WEEKLY TRADING DECISIONS: Details will be resented in class.

HOMEWORK ASSIGNMENTS:
There will be 5 homework assignments.  The due dates will be announced in class and posted on Blackboard. Each assignment is worth 20 points.  Both the quality of answers and the organization of the homework will be graded.  


HW #1
Ch 1.        1.2, 1.3, 1.6, 1.11, 1.13, 1.14, 1.19. 1.24
Ch 2.        2.1, 2.4, 2.9, 2.10,  2.17   

Ch 3.        3.1, 3.2, 3.6, 3.14

Ch 7.
    7.1, 7.4, 7.6


Ch 8.        8.1, 8.2, 8.3, 8.4, 8.12, 8.13, 8.14

HW #2

Ch 9.        9.1, 9.2, 9.3, 9.11, 9.12, 9.16, 

Ch 10.      10.2, 10.3, 10.4, 10.6, 10.10, 10.11, 10.12, 10.14, 10.21

HW #3
Ch 11.      11.1, 11.3, 11.5, 11.6

Ch 12.      12.1, 12.2, 12.4, 12.5, 12.6, 12.13, 12.14, (12.19 optional)

-What is an Ito process?  Collect 40 daily closing prices of your favorite stock and check if these prices follow an Ito process.

-Outline the derivation of the Black-Scholes option pricing formula.

HW #4
Ch 13.      13.1, 13.2, 13.5, 13.6, 13.7, 13.10, 13.11 

Ch 14.      14.1, 14.2, 14.3, 14.5, 14.7

HW #5

Ch 15.       15.2, 15.3, 15.4, 15.5, 15.7

Ch 17.       17.1, 17.2, 17.3, 17.4, 17.5, 17.7, 17.9, 17.10, 17.12

Ch 18.       18.4

Read the recent testimony below and critically evaluate the role of derivatives both as valuable instruments of risk management and as complex innovations that may contribute to financial crises.
Over-the-counter derivatives: testimony before the Subcommittee on Securities, Insurance, and Investment, Committee on Banking, Housing, and Urban Affairs, U.S. Senate, July 9, 2008. BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM. Federal Reserve Board web site / Testimony. 2008 by Patrick Parkinson.
BOOKS ON TRADING
Three books on trading and derivatives have been published recently. The first is by Richard Bookstaber, A Demon of Our Own Design, Wiley, 2007 and the other is by Nassim Taleb, Black Swan, The Impact of the Highly Improbable, Random House, 2007. Few weeks ago, Mohamed El-Erian, When Markets Collide, June 2008, has been published (A brief synopsis is available at www.pimco.com). You may enjoy reading them. I plan to discuss them in class.

LEARNING  GOALS AND ASSESSMENT  

Specifically this course has five learning goals/outcomes:

1. Develop quantitative and financial skills in the area of derivative instruments especially as it applies to options, futures, forwards and swaps. 

2. Develop the student’s critical thinking skills in the area of risk management that is both complex and changing.

3. Develop the student’s ability to integrate knowledge from finance, economics and quantitative methods.

4. Develop the student’s written communications skills by having students do written homework assignments.  

5. Provide the student with quantitative tools to understand risk management models.
6. Emphasize during the course that derivatives pricing, hedging and speculation require both quantitative reasoning and ethical judgment. 

This course will take a portfolio approach to assessment. Students will be evaluated on a series of 5 problem sets that will expand their knowledge and skills set beyond their core knowledge. Students will also be assessed by a comprehensive final examination. Students will also be asked to work in teams as they do their homework and also trade options in a simulated account. 

