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Subject ST5 
 
 

CMP Upgrade 2014/15 
 
 

CMP Upgrade 
 
This CMP Upgrade lists all significant changes to the Core Reading and the ActEd 
material since last year so that you can manually amend your 2014 study material to 
make it suitable for study for the 2015 exams.  It includes replacement pages and 
additional pages where appropriate.  Alternatively, you can buy a full replacement set of 
up-to-date Course Notes at a significantly reduced price if you have previously bought 
the full price Course Notes in this subject.  Please see our 2015 Student Brochure for 
more details. 

 
 
This CMP Upgrade contains: 
 
 all major changes to the Syllabus objectives and Core Reading. 
 
 changes to the ActEd Course Notes, Series X Assignments and Question and 

Answer Bank that will make them suitable for study for the 2015 exams. 
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1 Changes to the Syllabus objectives and Core Reading  
 
 

1.1 Syllabus objectives  
 
There have been no changes to the syllabus objectives. 
 
 

1.2 Core Reading 
 
Chapter 1 
 
The Core Reading on futures markets has been updated.  A replacement Chapter 1 is 
attached. 

 
Chapter 5 
 
Page 2 – 4 
 
The Core Reading on quantitative easing has been rewritten.  Replacement pages are 
attached. 

 
Chapter 8 
 
Page 13 
 
The final Core Reading paragraph on “Environmental and ethical issues” has been 
updated.  It now reads: 

In the UK and Germany, law requires that pension funds state their position on 
SRI, and similar initiatives are underway in France and Sweden.  The EU 
Commission is considering requiring that all investment funds and financial 
institutions inform their clients about any ethical or responsible investment 
criteria they apply or any standards or codes to which they adhere. 
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Chapter 21 
 
Page 19 
 
The last Core Reading paragraph on “Active and strategic risks” has been updated.  
Additional Core Reading is in brackets: 

However, recent trends toward the adoption of more market-related approaches 
to valuing liabilities (such as IAS19 in respect of pension funds or Solvency 2 for 
insurers) has meant that liability values have become more identifiable. 
 
 
Chapter 22 
 
Page 17 
 
The Core Reading paragraph on “Matching long-term liabilities” has had a phrase 
removed as shown: 

Being dealt on margin, futures are very volatile.  This means that bond futures 
can be used to match long-term liabilities thus overcoming a major limitation of 
the bond cash market where the longest discounted mean term is about 12 years 
in the UK.   
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2 Changes to the ActEd Course Notes 
 

Other than minor changes to reflect the changes to Core Reading, there have been no 
further changes to the ActEd Course notes. 
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3 Changes to the Q&A Bank 
 
 
Question 1.15 
 
The question has been corrected.  In part (ii) the exchange rate should be £0.625 (not 
$0.625) 
 
The solution has also been corrected to read: 
 
The reciprocal (or indirect) spot exchange rate is the reciprocal of the direct spot 
exchange rate: 

 £0.625 : $1 £1: $1.60fi  [1] 

The (reciprocal) 3-month forward exchange rate is: 

 $

£

1 1 0.005
$1.60 $1.60399

1 1 0.0025

i
F S

i

+ += ¥ = ¥ =
+ +

, ie £1: $1.604  [1] 

 
There have been no other changes to the Q&A Bank. 
 

4 Changes to the X assignments 
 
There have been no changes to the X assignments. 
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5 Other tuition services 
 

In addition to this CMP Upgrade you might find the following services helpful with 
your study. 
 

5.1 Study material 
 
We offer the following study material in Subject ST5: 

 Online Classroom 

 Mock Exam  

 Additional Mock Pack 

 ASET (ActEd Solutions with Exam Technique) and Mini-ASET 

 Sound Revision 

 Revision Notes  

 Flashcards.  
 
For further details on ActEd’s study materials, please refer to the 2015 Student 
Brochure, which is available from the ActEd website at www.ActEd.co.uk. 
 

5.2 Tutorials 
 
We offer the following tutorials in Subject ST5: 

 a set of Regular Tutorials (lasting three full days) 

 a Block Tutorial (lasting three full days) 

 a Revision Day (lasting one full day). 
 
For further details on ActEd’s tutorials, please refer to our latest Tuition Bulletin, which 
is available from the ActEd website at www.ActEd.co.uk. 
 

5.3 Marking 
 
You can have your attempts at any of our assignments or mock exams marked by 
ActEd.  When marking your scripts, we aim to provide specific advice to improve your 
chances of success in the exam and to return your scripts as quickly as possible. 
 
For further details on ActEd’s marking services, please refer to the 2015 Student 
Brochure, which is available from the ActEd website at www.ActEd.co.uk. 
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6 Feedback on the study material 

ActEd is always pleased to get feedback from students about any aspect of our study 
programmes.  Please let us know if you have any specific comments (eg about certain 
sections of the notes or particular questions) or general suggestions about how we can 
improve the study material.  We will incorporate as many of your suggestions as we can 
when we update the course material each year. 
 
If you have any comments on this course please send them by email to ST5@bpp.com 
or by fax to 01235 550085. 
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All study material produced by ActEd is copyright and is sold 
for the exclusive use of the purchaser.  The copyright is owned 

by Institute and Faculty Education Limited, a subsidiary of 
the Institute and Faculty of Actuaries. 

 
 

Unless prior authority is granted by ActEd, you may not hire 
out, lend, give out, sell, store or transmit electronically or 

photocopy any part of the study material. 
 
 

You must take care of your study material to ensure that it is 
not used or copied by anybody else. 

 
 

Legal action will be taken if these terms are infringed.  In 
addition, we may seek to take disciplinary action through the 

profession or through your employer. 
 
 

These conditions remain in force after you have finished using 
the course. 
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Chapter 1 
 
 

Derivatives (1) 
 
 

Syllabus objectives 
 
(j) Describe the main types of derivative contract, how they are traded, and define 

their payoffs.   

 
 

0 Introduction 

A derivative is a financial instrument whose value is dependent on (or derived from) the 
value of another, underlying asset.   
 
Derivative instruments were discussed in Subjects CT1 and CT2.  The valuation 
of derivative securities was considered in Subject CT8.  In particular, the earlier 
subjects considered the valuation of forwards and options based on shares.  In addition, 
the nature and valuation of credit derivatives and interest rate derivatives is considered 
in Chapters 3, 11 and 12 of this course.   
 
Derivatives can be used to: 

 control credit risk  

 reduce market risk (a process known as “hedging”) 

 increase risk in order to enhance returns (“speculation”) 

 switch asset allocations between different asset classes without disturbing the 
underlying assets, as part of transition management.   

 
The derivatives market can be divided into two distinct marketplaces, exchange-
traded derivatives and over-the-counter derivatives.  In recent years regulators 
have been encouraging derivative market participants either to transact deals on 
exchanges or to centrally clear transactions.  The aim is to improve transparency 
and reduce counterparty risks.  Additionally, regulators have required banks to 
hold additional capital in respect of over-the-counter derivative transactions. 
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Exchanges have, over time, increased the number of derivative products offered.  
In general they focus on standardised derivatives where there are high levels of 
supply and demand, and hence high levels of liquidity.  
 
Historically most derivatives exchanges can trace their origins to futures 
exchanges, where they focussed on futures contracts and options on futures 
contracts.  Major exchanges include Euronext.liffe, the Chicago Mercantile 
Exchange, Eurex and Intercontinental Exchange (ICE).  
 
Derivatives can be a very useful tool managing the risk and returns of an investment 
portfolio so as to better meet the objectives of the investor.  The use of so-called credit 
derivatives to reduce credit risk is discussed in Chapter 3 of this course.  The other main 
uses of derivatives in portfolio management are discussed in Chapter 22 of this course.   
 
This and the following chapter review some of the basic features of derivatives, many of 
which will be familiar to you from the earlier actuarial subjects and a knowledge of 
which is required to understand how they may be applied in portfolio management.   

These chapters describe: 

 the markets in which derivatives are traded 

 the basic features of forward, futures and options, and the payoffs that they 
provide.   

 
The descriptive material in this chapter describing how derivative contracts operate and 
the role of the exchange was frequently examined in the pre-2005 examination system.   
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1 Futures markets 

1.1 Nature of futures  

A futures contract is a standardised, exchange-tradable contract between two parties to 
trade a specified asset on a set date in the future at a specified price.   
 
The price that you agree for a future is closely related to the price of the underlying 
asset.  To distinguish between the futures market itself and the market in the underlying 
asset the terms cash market and spot market are often used when referring to the 
underlying market.   
 
Range of futures 

 
Financial futures are based on an underlying financial instrument.  Examples include: 

 bond futures  

 short interest rate futures  

 equity index futures.   
 
Commodity futures are based upon a physical commodity, eg gold or pork bellies.   
 
 

1.2 Operation of futures exchanges 

A contract 
 
To make futures easily tradable, derivative exchanges specify a standard “contract” for 
each type of future, the details of which are set by the exchange.   
 
The contract will typically specify: 

 the unit of trading  

 how the settlement price is to be determined 

 exact details of the underlying asset (ie type and quality) 

 the delivery date.   
 
All that the individual buyers and sellers of the contract have to agree is the price, and 
how many “contracts” to buy or sell.  It is not possible to deal in fractions of a contract.   
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Example 
 
A futures contract on a particular share might be specified as follows: 

Contract size:   1,000 shares 

Currency:   US dollars 

Delivery date:   Any date in December chosen by the seller 

Minimum price movement: Prices can only be agreed in $0.01 steps 
 
So, if two people want to agree a futures contract, they must do so in terms of a contract 
for 1,000 shares.  If the share price is $20, then each contract will be for about $20,000.  
The exact price that a buyer and seller agree might be, say, $19,990 or $20,000 or 
$20,010 etc (ie it varies in steps of $10).   

 
Note that the “price” of the future is the specified amount of money that changes hands 
on the delivery date.  It is agreed at the start of the contract although no money passes 
from buyer to seller at the start.   
 
To ease administration, the exchanges normally specify a minimum price movement for 
a contract.  This minimum price movement is known as the contract’s tick value.  In the 
share futures example given above the tick value was specified as $10 per contract.  
This then allows prices to be quoted to the nearest $0.01 per individual share – ie $1.99, 
$2.00, $2.01 etc.  The smallest movement between quoted prices ($0.01 in this 
example) is known as the tick size.   
 
Only members of the exchange are allowed to deal on the exchange.  Other investors 
need to use a member firm as a broker.   
 

Question 1.1  

Define precisely what is meant by a financial future.   

 
Trading process 
 
When a buyer and a seller agree to deal an exchange-traded derivative, opposing 
contracts are created between each party and the clearing house of the 
exchange.  
 
The clearing house checks that the buy and sell orders match each other.  The clearing 
house then acts as “a party to every trade”.  In other words it simultaneously acts as if it 
had sold to the buyer, and bought from the seller. 
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In effect the clearing house becomes the counterparty to both of the parties to 
the transaction.  As such the clearing house guarantees each side of the original 
transaction, subject to its capital resources.   
 
The clearing house stands between the buyer and seller so that the link between the two 
is broken.  This gives two key advantages: 
 
1. Through this guarantee the clearing house largely removes counterparty 

credit risk between the buyer and the seller.  Exchanges have 
standardised legal documentation that is applied to buyers and sellers 
entering into an exchange traded derivative. 
 
Neither the buyer nor the seller needs to worry about whether the other party 
will honour the agreement.  Their contract is with the clearing house, not with 
the person with whom they agreed the trade.   
 

2.   Each contract is indistinguishable from all others.  Thus, if a buyer or seller 
wants to “close out” their position they can do so without having to find the 
original partner to the trade or without trying to link a new partner to the old 
partner.   

 
The clearing house keeps each trader informed of all the contracts which the trader has 
outstanding (or “open”) with the clearing house.  However, certificates are not issued.  
So, unlike shares and bonds there is no formal physical proof of “ownership”.   
 

Margin 
 
Margin is the collateral that each party to an exchange-traded derivative must 
deposit with the clearing house.  It acts as a cushion against potential losses, 
which the parties may suffer from future adverse price movements.   
 
The potential losses referred to here, are those which would arise if one party to the 
trade defaults on the agreement.  The risk that you default on the agreement to trade 
may increase if the market moves against you.  For example, if you agree to buy a 
future and then the price of the underlying asset, and hence the future, goes down, you 
face a larger potential loss and consequently may be more likely to default.  In practice, 
each derivative broker deposits margin with the clearing house, whilst at the same time, 
each investor will deposit margin with their broker.  The margin essentially acts as a 
good faith deposit and is handed over very soon after the deal is agreed.   
 
When a transaction is first struck, initial margin is deposited by the broker with 
the clearing house.  It is changed on a daily basis through additional payments 
of variation margin.  This variation margin ensures that the clearing house’s 
exposure to counterparty risk is controlled.  The exposure can increase after the 
contract is struck through subsequent adverse price movements.   
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The additional margin payment required from the broker to the clearing house is set at 
the level required to return the margin account balance back to the level of the initial 
margin (on each outstanding contract).  Conversely, the broker is able to withdraw any 
excess margin above the level of the initial margin.   
 
At the same time, the investor's margin account balance with his broker goes up and 
down each day by the amount of his profit or loss.  However, he needs only to top it 
back up to the initial margin level if it falls below a specified level – the maintenance 
margin.  Any such payments are sometimes also referred to as variation margin and any 
margin in excess of the initial margin can again be withdrawn.   
 
So, at the start of an agreement, both parties to the future deposit a returnable initial 
margin in the form of cash (on which the clearing house will pay interest) or in the form 
of acceptable securities (eg the underlying asset or Treasury bills).  Minimum initial 
margin is generally set by the clearing house to be between 5% and 20% of the 
contract’s value.  This amount is based on the likely maximum overnight movement in 
the contract’s price.   
 
As time progresses, the underlying asset price is likely to change.  For example, suppose 
that the price of the underlying asset goes up.  This is good news for the buyer of the 
future because he has agreed to buy the (now more valuable) asset at a specified fixed 
price.  The seller of the future is in the opposite position and is facing a loss.  So, the 
contract is marked to market at the end of each day to reflect these profits and losses.   
 

Example 
 
Let’s say that we buy 20 FTSE 100 Index Futures for June delivery next year.  The 
delivery price is 4,523 and the contracts are valued by the exchange at £10 per index 
point.  The initial margin is set at £3,000 per futures contract and so we deposit £60,000 
with our broker.   
 
At any time prior to delivery we could sell similar contracts (ie 20 FTSE 100 Index 
Futures for June delivery).  If we do this then the clearing house will note that we have 
two equal and opposite positions in this contract, net them off and record that we have a 
net position of nil.   
 
At the end of the day of purchase the futures price has risen to 4,535 (ie if we were now 
to buy June delivery FTSE 100 Index futures then this would be the delivery price on 
these contracts).  Our position, marking to market, has accrued 12 points multiplied by 
20 contracts.  Our margin account balance is therefore credited with our profit of 
£2,400, ie 12 points  £10 per point  20 futures contracts.   
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At the same time, the seller of the futures will be looking at an equal and opposite loss 
and so her margin account balance will be debited with a loss of £2,400.   

 
The process of daily margin requirement changes is known as marking to 
market.  Through this process of daily calculation of the market value of a 
trader’s position, any fall in value will need to be topped up with additional 
payments of cash (or other acceptable margin) to enable the clearing house to 
continue to give its guarantee.  Increases in the value of a contract are paid out 
to the investor, also on a daily basis.   
 
Here we are referring to the margin deposited by the broker with the clearing house.  
Recall that an investor need only pay in additional margin if the margin account balance 
with the broker falls below the maintenance margin level.   
 
Delivery and open interest 
 
The settlement process in futures markets is known as delivery.  Most positions 
in futures markets are closed out before delivery by taking an opposite position.  
For example, a buyer of a contract can later close out his position by selling an 
equivalent contract.  His net position is then nil.   
 

Example (continued) 
 
Recall that we originally bought 20 FTSE 100 Index Futures for June delivery next 
year.  The delivery price was 4,523 and the contracts are valued by the exchange at £10 
per index point.  The initial margin was set at £3,000 per futures contract and so we 
deposited £60,000 with the clearing house.   
 
On the second trading day the price starts slipping and we decide to take our profits 
when the futures price stands at 4,531.  It is at this point that we sell 20 contracts to 
close our position.  As the price is now 4 points lower than the previous day’s 
settlement price of 4,535, our margin account balance is reduced by £800.  This leaves 
£61,600 available to us in our account, ie our initial margin of £60,000, plus a profit of 
£1,600.  The clearing house notes that we have two equal and opposite positions in this 
contract and thus records our position as closed.   
 
Note that this profit is simply 20 £10 (4,531 4,523) £1,600¥ ¥ - = .  It is in this way that 

over time that profit or loss on futures positions is realised or incurred via the marking 
to market process.   

 
This ability to close out a position by entering into an equal and opposite trade is why 
contracts are standardised.  As a result, only a relatively small proportion of 
contracts reaches physical delivery.   
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In practice, even those futures contracts that reach delivery are normally settled “for 
cash”, rather than by delivery of the physical asset.  This is because it is often costly and 
difficult to physically deliver the underlying asset.   
 
The overall cash settlement is based on the difference between the market price of the 
asset at the delivery date and the futures price agreed at the start of the contract.  (Of 
course, the profit or loss up to the close of play on the day prior to the delivery date will 
already have been reflected in the margin account balance via the marking to market 
process.  This profit or loss is then added to the profit or loss on the settlement day itself 
to give the overall profit or loss.  )   
 
The market price of the asset needs to be precisely defined and the exchange does this 
for futures that can be cash settled by publishing an exchange delivery settlement price 
(EDSP) – the final settlement price, against which all outstanding cash settled futures 
are settled.   
 

Example 
 
Joe agrees to buy one gold futures contract based on 100 ounces of gold and at an initial 
futures price of $480 per ounce.  Suppose that at the delivery date the settlement price is 
$490 per ounce, then he has made a profit of $10 per ounce, or $1,000 in total.   
 
If the future is settled for cash, then he will receive his total margin account balance 
back from the clearing house, which will be equal to his initial margin deposit plus his 
$1,000 profit.  If delivery actually takes place, he again receives his initial margin and 
his $1,000 profit from the clearing house.  In addition, he will pay $49,000 (ie $490 
per ounce  100 ounces) in return for the gold.  This means that the net cost of the gold 
to Joe is equal to $48,000, or $480 per ounce, as agreed at the outset of the future. 

  
The number of contracts outstanding at any one time is known as the open 
interest.  Given that most contracts don’t reach physical delivery, the open interest over 
the lifetime of a particular futures contract will, most likely, reduce towards zero as 
delivery approaches.   
 

Question 1.2  

Why do you think that a graph of the open interest of a futures contract will be 
negatively skewed and the volume of trading at its greatest near delivery? 
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Question 1.3  

State the maximum profit, and the maximum loss, that can be made by: 

1.   buying a future (taking a long futures position) 

2.   selling a future (taking a short futures position) 

 

Price limits 
 
Margin is one method by which the clearing house addresses default or credit risk.  To 
ensure orderly markets, futures markets may also have price limits.  On any one 
trading day, if the price of a futures contract moves up or down, from the day’s opening 
price, by more than the price limit then the exchange will halt trading in that contract.  
Trading may recommence on the next trading day or restart that day, after a pause for 
traders to reflect on their positions and to allow variation margin to be collected.  These 
price limits are another means by which to protect the clearing house from 
excessive credit risk.   
 

Figure 1.1: Example of price limits 
 
In Figure 1.1 the exchange opens at 9 am with price limits of 0.6± .  At 2pm the futures 
price reaches 0.2 (opening price less the price limit) and the exchange closes in respect 
of this contract, limit down.   
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1.3 Role of the clearing house 

Summarising the above, the clearing house fulfils the following roles: 

 counterparty to all trades 

 guarantor of all deals (removing credit risk) 

 registrar of deals 

 holder of deposited margin  

 facilitator of the marking to market process.   
 

Question 1.4  

Outline the role of margin and the clearing house in reducing “counterparty” credit risk.   
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2 Options markets 

2.1 Definition 

Like futures, options are contracts agreed between investors to trade in an underlying 
security at a given date at a set price.  The difference is that the holder of the option is 
not obliged to trade – hence the name “option”.  The other party, the writer, is obliged 
to trade if the holder of the option wants to.   
 
As with futures, options are usually short-term (usually the maximum term to expiry is 
less than a year for a traded option).   
 

Question 1.5  

Define the following terms used in connection with options: 

 call option 

 put option 

 exercise or strike price 

 writer 

 premium.   

 
From the two types of option, there are four basic positions that an investor could hold: 

1.   buying a call option 

2.   buying a put option 

3.   “writing” (ie selling) a call option 

4.   “writing” (ie selling) a put option 
 

Question 1.6  

Explain why buying a put is not the same as selling a call.   

 
 

Question 1.7  

What are the key differences between an option and a future? 
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2.2 Option trading 

Unlike futures, when options are traded, margin is only required from only one of the 
parties to an options contract.  As with futures, a clearing house acts as “a party to every 
trade”, thus severing the link between buyer and seller.   
 

Question 1.8  

Why aren’t the buyers of options required to deposit margin? 

 
Writers are required to pay initial margin, and will be required to pay variation margin if 
the underlying asset price moves against them (ie up for a call writer, down for a put 
writer).   
 
As with futures, most options contracts are typically closed out with an opposite 
transaction, rather than being exercised.   
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3 Over-the-counter markets 

3.1 Introduction 

Like futures and options, forwards and swaps are both “derivative instruments”.  
However, they are “over-the-counter” instruments, ie they are individually arranged on 
a non-standardised basis over the telephone with banks rather than being traded on a 
recognised exchange.   
 
As well as derivatives that are traded on exchanges, derivatives are also traded 
over-the- counter (OTC) by investment banks.  The interest rate swaps market 
and the market in forward currency contracts are two very important OTC 
markets, although many transactions are now taking place on exchanges or are 
migrated to a clearing house (“cleared”) immediately after the transaction has 
taken place. 
 
Investment banks are able to tailor a wide variety of derivatives to suit the needs 
of corporate clients and investors.  OTC markets are generally less liquid and 
transparent than the markets in exchange-traded derivatives and counterparty 
credit risk is greater. 
 
OTC derivatives are typically transacted under documentation maintained by the 
International Swaps and Derivatives Association (ISDA).  ISDA documents are 
often bespoke, and can contain provisions for collateralisation and other legal 
terms that can be used to manage counterparty risk. 
 

Example 
 
Tailored derivatives that are available OTC include: 

 Bermudian options, which are exercisable only on specified days, and 

 Asian options, where the payoff is based on the average value of the underlying 
asset over a period rather than the value at the point it is exercised.   

 
 

Question 1.9  

What are the main advantages and disadvantages of the OTC market compared to 
exchange trading? 
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3.2 Forwards 

A forward contract is a non-standardised and privately negotiated contract between two 
parties to trade a specified asset on a set date in the future at a specified price.   
 
We discuss the nature of forwards in more detail in Chapter 2.   
 
 

3.3 Swaps 

A swap is a contract between two parties under which they agree to exchange a series of 
payments according to a prearranged formula.   
 
Swaps, like forwards, are deals arranged with banks as the main market makers in an 
“over-the-counter” market.  In a swap the two parties agree to swap a series of payments 
with each other.  The two most common types of swaps are: 

1.   interest rate swaps– whereby two different sets of interest payments are swapped 

2.   currency swaps – payments in two different currencies are swapped.   
 
The terms of swaps vary but most are for between two and ten years.  In the major 
currencies swaps can sometimes be arranged for periods as long as twenty or more 
years.   
 
The various different types of swap are discussed in more detail in Chapter 3.   
 

Question 1.10  

What are the two types of risk associated with the use of swaps? 
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3.4 Other derivative products 

There is an increasing level of activity involving other types of derivative products 
providing returns linked to a wide variety of underlying assets. 
 

Guaranteed equity products 
 
Guaranteed equity products (GEPs) offer a return that is linked to an equity index, but 
with a minimum guaranteed return, often of zero.  For example, a particular GEP might 
offer a return equal to the increase in the value of the FTSE 100 index over a 5-year 
period, together with a guarantee to return your initial investment should the index fall 
over the 5-year period.   
 

Question 1.11  

Outline how it might be possible to hedge the liability of a fund that promises to pay a 
return equal to the increase in the capital value of an equity index over a five-year 
period subject to a minimum of zero.   

 
Structured notes 
 
Structured notes are non-standard securities that are structured so as to meet the 
particular risk and return requirements of investors.  As such they often contain 
embedded options and/or provide payments that vary in some pre-specified way.  
Examples include: 

 bonds that include an option for the lender to extend or reduce the term of the 
bond in accordance with pre-specified terms 

 bonds whose coupon payments vary in line with a property index or an exchange 
rate index.  The former enables the purchaser to gain some indirect exposure to 
property, whilst the latter might be used for hedging currency risk, without any 
direct derivative exposure – which may not be permitted for the investor in 
question.   

 bonds whose coupon payments are denominated in a different currency to the 
capital payments.   

 
So a commodity swap can be thought of as a combination of a structured note, with 
payments linked to the price of a particular commodity, and a fixed interest bond.   
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Chapter 1 Summary 
 
The derivatives market can be divided into two distinct marketplaces, exchange-traded 
derivatives and over-the-counter derivatives 
 
Futures markets 
 
A futures contract is an exchange-traded, standardised, and thus marketable, obligation 
to trade an underlying asset on a set date a few months later at a set price.  Futures exist 
on a range of financial assets including bonds, short interest rates, currencies and stock 
market indices, and also commodities.   
 
The clearing house to an exchange fulfils the following roles: 

 counterparty to all trades 

 guarantor of all deals (removing credit risk) 

 registrar of deals 

 holder of deposited margin  

 facilitator of the marking to market process.   
 
The exposure of the clearing house to credit risk is controlled by the marking to market 
process (ie initial margin and variation margin) and, sometimes, by the adoption of 
price limits by the exchange.   
 
The process of settlement in the futures market is known as delivery.  The 
(standardised) timing of delivery may be a specific time on a set trading day or a period 
of time.  If it is the latter then the party selling the asset (the short party) has the choice 
as to the exact timing of delivery.   
 
Most futures and options contracts are closed out (by entering an equal and opposite 
trade) prior to delivery.  This is made possible by the standardisation of contracts by the 
exchange.  The number of contracts that have not been closed out at any one time is 
referred to as the open interest in that contract.   
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Options markets 
 
A traded option is a standardised and thus marketable agreement giving the holder the 
right but not the obligation to trade an underlying asset on a set date a few months later 
at a set price.  Call options give the right to buy.  Put options give the right to sell.  
Most traded options are “American”, which means that they can be exercised at any 
time up to expiry.   
 
Options are usually traded in a similar way to futures.  A clearing house is party to 
every trade and will require margin to be deposited by writers of options.  Buyers of 
options do not need to deposit margin as they have a choice and not an obligation to 
trade.   
 
The party buying the option is said to be taking a long position in the option.  The seller 
(or writer) of the option is said to be taking a short position in the option.   
 
Over-the-counter (OTC) markets 
 
Investment banks and other financial institutions and corporations facilitate the OTC 
market in derivatives, which is separate from any formal exchange.   
 
The main advantage of the OTC market is the ability to tailor contracts to the buyers’ 
precise requirements.   
 
The main disadvantages of the OTC market are: 

 low marketability 

 high dealing costs 

 lack of market values 

 greater credit risk.   

 
Derivatives products 
 
There is also an increasing level of activity involving derivative products, such as: 

 guaranteed equity products – which offer a return that is linked to an equity 
index, but with a minimum guaranteed return, often of zero 

 structured notes – which are similar to fixed interest bonds, except that the 
redemption amount and/or coupon varies in line with another security or with an 
index.  They may also contain options.   
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Chapter 5 
 
 

Environmental influences 
 
 

Syllabus objective 
 
(c)  Demonstrate knowledge of the influences over the commercial and economic 

environment from: 

  central banks 

  main investor classes  

  government policy.   

 
 

0 Introduction 

This relatively short chapter looks at some of the main factors influencing the 
commercial and economic environment.  Some of this material should be familiar from 
Subjects CT7 and CA1, and possibly from your general knowledge and experience.   
 
The layout of this chapter is as follows: 

 Section 1 describes the roles of central banks, concentrating mainly on their 
influence on the money supply.   

 Section 2 classifies the main investors in the market into groups and considers 
how the objectives of these groups influence the economy and investment 
markets.   

 Finally, Section 3 looks at how government policy can have a significant impact 
on many areas of the commercial and economic environment.   
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1 Central banks 

1.1 The influence of central banks 

The influence of central banks varies according to the division of power between 
related government ministries, central banks and other regulatory bodies.  The 
degree of independence of the central bank from the political echelon will also 
determine the bank’s importance.   
 
In the US, the central bank (the Federal Reserve) is fully independent of the 
government.  In the UK, the central bank (the Bank of England) is not fully 
independent.  It does however have the power to set short-term interest rates, which it 
does in order to meet the UK Government’s published inflation target of 2% pa based 
on the Consumer Price Index (CPI).  This index and target replaced the previous target 
of 2.5% pa based on the Retail Price Index in January 2004.  The CPI is identical to the 
Harmonised Index of Consumer Prices, for which the independent European Central 
Bank also has a 2% pa inflation target.   
 

1.2 The interests of a central bank 

A central bank may be interested in: 

 monetary, interest rate and inflation policy 

 banking regulation 

 implementation of government borrowing 

 performance and integrity of financial markets 

 intervention in currency markets 

 printing and minting of notes and coins, and  

 taxation.   
 
However which of these are set by the central bank in a particular country (and 
which are truly determined by an independent central bank rather than just 
implementing decisions made by political entities) will vary from country to 
country.   
 
In many states, central banks are now primarily concerned with monetary policy 
and control: 

 adjustment of banking sector liquidity 

 control of money supply growth and short-term interest rates.   
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Banking regulation in the UK used to be the responsibility of the Bank of England.  
before the regulatory functions were transferred to the Financial Services Authority 
(FSA).  In April 2013 three new regulatory bodies were established:  

 the Financial Policy Committee (FPC) 

 the Prudential Regulation Authority (PRA) 

 the Financial Conduct Authority (FCA).   
 
The PRA and the FCA have effectively taken over the functions of the FSA. 
 

Question 5.1  

What is the main economic variable that the money supply is used to control? 

 
 

1.3 Adjustment of banking sector liquidity 

Money market intervention is achieved through buying and selling bills to 
influence the level of liquidity within the banking sector and short-term interest 
rates.  This will include activity to stabilise rates (when cash flows between the 
government and private sectors would otherwise impinge on bank liquidity).   
 
Central bank buying and selling of bills is known as open market operations or OMOs.  
If the central bank buys bills back from the banks in the money markets, this increases 
the amount of money in the banking sector allowing the banks to expand the money 
supply.  Similarly, the central bank selling bills will reduce the money supply.   
 
As well as this use of market intervention to control banking sector liquidity and hence 
the money supply, the central bank may also use non-market (direct) controls 
such as: 

 setting minimum liquid reserve ratios 

 setting interest rate ceilings for bank deposits 

 issuing directives regarding the types of lending to be undertaken.   
 

Question 5.2  

Describe how each of these controls influences the money supply.   
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1.4 Quantitative easing 

Quantitative easing was discussed in Subject CT7.  It usually means printing money. 
 
Quantitative Easing (QE) is a monetary policy used by some central banks to 
increase the supply of money.  It usually involves both a direct increase in the 
money supply (ie electronically “printing” money) and a knock-on effect from the 
fractional reserve system, increasing the money supply further, although it can 
involve just making changes to the fractional reserve system.  
 
The fractional reserve system refers to funds being received by banks and loaned on to 
other customers.  This means that the bank reserves are only a fraction (the reserve 
ratio) of the quantity of deposits in the banks. 
 
QE is usually implemented by a central bank first crediting its own account with 
money it creates out of nothing (“ex nihilo”).  It then purchases financial assets, 
for example, government bonds, quasi-government debt, mortgage-backed 
securities and corporate bonds, from banks and other financial institutions in a 
process referred to as “open market operations”.  It can also involve changing 
the reserve requirements for banks which, through the fractional reserve system, 
would increase the money supply. 
 
The use of QE has evolved in recent years.  Central banks using QE as a 
monetary policy tool typically give a degree of forward guidance to the market 
regarding the anticipated levels of QE that they intend to conduct in the short to 
medium term.  This is part of a general evolution in the use of monetary policy, 
whereby communication by central bankers is increasingly used as a monetary 
policy tool to influence the yield curve and consequently economic activity. 
 

Example 
 
On 7 August 2013, the Bank of England Monetary Policy Committee (MPC) made the 
following forward guidance statement: 
 
The Committee intends at a minimum to maintain the current highly stimulative stance 
of monetary policy until economic slack has been substantially reduced, provided this 
does not entail material risks to either price stability or to financial stability. 
 
In particular, the MPC intends not to raise Bank Rate from its current level of 0.5% at 
least until the Labour Force Survey headline measure of the unemployment rate has 
fallen to a threshold of 7% (subject to conditions). 


