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The Use, Misuse, and Abuse of Derivatives

By Bud Haslett, CFA

The dark side of derivatives is well known: Speculation and
excessive risk can yield staggering losses. But not so well
understood are the proper ways to use derivatives. Sell-side firms,
such as financial institutions that sell derivatives to buy-side clients,
identify a need and tailor a solution that is aligned with a client’s
interest. That is the proper way to create a derivatives hedge,
Bruno Dupire, Bloomberg’s Head of Quantitative Research, told delegates at the 66th CFA
Institute Annual Conference in Singapore. In his talk, Dupire provided much-needed guidance

on how to extract value and avoid pain from the intricacies of the derivatives market.

“Good derivatives products represent an economic exchange that should benefit both parties
and address economic exposures while optimally redistributing the risk between buyer and
seller,” he said. That ideal, of course, was something that was all too infrequent during much
of the pre-crisis derivatives trading.
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= | those on the buy side and the sell side complicate the
THISIS ASNACKBAR  ACTION | for example, face risk due to the uncertainty of future
oulcuITIES. 11y Nnope w rmnirmize umese uncertainties by hedging a portion of their exposures
with derivatives. A sell-side institution’s risk exposure comes from selling derivatives to the
client and the subsequent exposure to changes in the derivatives’ prices due to market
forces. These changes are commonly measured by the “Greeks,” which indicate the
derivatives’ exposure and sensitivities to various risk factors, such as movement in market
prices or changes in volatility levels. This inherent difference between views on risk

exposures often leads to conflicting interests in derivatives transactions.
Does this differing view on risk permanently relegate derivatives to the “dark side”?

No, argued Dupire, who believes that by properly aligning a product to a need or a view

— and having the proper tools to make informed decisions — both parties can benefit from
the economic exchange and risk can be successfully redistributed between buyer and seller.
A change in culture that stresses client solutions that satisfy specific client needs can shine
light on the darkness that permeated derivatives trading in the past and provide new
opportunities for the future.

Please note that the content of this site should not be construed as investment advice, nor do the opinions
expressed necessarily reflect the views of CFA Institute.

This entry was posted in Investment Topics and tagged derivatives, ethics, risk management.

Bookmark the permalink.

«— “Professionals Must Take the Lead in Restoring Trust,” Says CFA Institute CEO John

Investment Risk in the Real World —

Leave a Reply

Your email address will not be published. Required fields are marked *

Comment

https://annual.cfainstitute.org/2013/05/23/the-use-misuse-and-abuse-of-derivatives/#more-11317 2/6


https://annual.cfainstitute.org/2013/05/23/professionals-must-take-the-lead-in-restoring-trust-says-cfa-institute-ceo-john-rogers-cfa-video/
https://annual.cfainstitute.org/2013/05/23/investment-risk-in-the-real-world/
https://www.facebook.com/sharer/sharer.php?u=https%3A%2F%2Fannual.cfainstitute.org%2F2013%2F05%2F23%2Fthe-use-misuse-and-abuse-of-derivatives%2F
https://twitter.com/intent/tweet?text=The%20Use%2C%20Misuse%2C%20and%20Abuse%20of%20Derivatives&url=https%3A%2F%2Fannual.cfainstitute.org%2F2013%2F05%2F23%2Fthe-use-misuse-and-abuse-of-derivatives%2F&via=CFAInstitute
https://www.linkedin.com/shareArticle?mini=true&url=https%3A%2F%2Fannual.cfainstitute.org%2F2013%2F05%2F23%2Fthe-use-misuse-and-abuse-of-derivatives%2F
mailto:?subject=The%20Use%2C%20Misuse%2C%20and%20Abuse%20of%20Derivatives&body=The%20Use%2C%20Misuse%2C%20and%20Abuse%20of%20Derivatives%0D%0A%0D%0ABloomberg%27s%20head%20of%20quantitative%20research%20delivered%20guidance%20on%20how%20to%20extract%20value%20and%20avoid%20pain%20from%20the%20intricacies%20of%20the%20derivatives%20market.%20%E2%80%A6%0D%0A%0D%0ARead%20more%3A%20https%3A%2F%2Fannual.cfainstitute.org%2F2013%2F05%2F23%2Fthe-use-misuse-and-abuse-of-derivatives%2F%0D%0A%0D%0AConnect%20with%20CFA%20Institute%3A%20http%3A%2F%2Fcfa.is%2F1M8i0yn
https://annual.cfainstitute.org/category/investment-topics/
https://annual.cfainstitute.org/tag/derivatives-2/
https://annual.cfainstitute.org/tag/ethics/
https://annual.cfainstitute.org/tag/risk-management-2/
https://annual.cfainstitute.org/2013/05/23/the-use-misuse-and-abuse-of-derivatives/

11/14/2019 The Use, Misuse, and Abuse of Derivatives | 73rd CFA Institute Annual Conference
I

THIS IS A SNACKBAR  ACTION ©

W

Name *

|

Email *

|

Website

|

= Save my

name, email, and website in this browser for the next time | comment.
O Notify me of follow-up comments by email.
O Notify me of new posts by email.

Post Comment

CFA Institute

ENTERPRISING
INVESTOR

https://annual.cfainstitute.org/2013/05/23/the-use-misuse-and-abuse-of-derivatives/#more-11317

3/6


https://blogs.cfainstitute.org/investor/

11/14/2019 The Use, Misuse, and Abuse of Derivatives | 73rd CFA Institute Annual Conference

THIS IS A SNACKBAR ACTION e
wrHA Insuwe

MARKET INTEGRITY
INSIGHTS

Blogroll

e Enterprising_Investor

o Market Integrity Insights

o European Investment Conference
e Freezing Assets

o CFA Society India

e The Charter

 City A.M.

e Harvard Business Review

¢ MIT Sloan Management Review
¢ Knowledge@Wharton

o LSE Blogs

¢ Seeking Alpha

e Abnormal Returns

e The Research Puzzle
o Essentia Analytics
o Peter Zeihan Newsletter

e The Belle Curve

Recent Posts

o Time for Financial Professionals to Sharpen Their Saws

https://annual.cfainstitute.org/2013/05/23/the-use-misuse-and-abuse-of-derivatives/#more-11317 4/6


https://blogs.cfainstitute.org/marketintegrity/
https://blogs.cfainstitute.org/investor/
https://blogs.cfainstitute.org/marketintegrity/
https://eic.cfainstitute.org/blog/
http://freezingassets.org/
https://cfasocietyindia.com/
https://swiss.cfa/blog-the-charter/
http://www.cityam.com/talk/cfa-institute
https://hbr.org/
https://sloanreview.mit.edu/
http://knowledge.wharton.upenn.edu/
https://blogs.lse.ac.uk/
https://seekingalpha.com/author/cfa-institute-contributors#regular_articles
https://abnormalreturns.com/
http://researchpuzzle.com/
https://www.essentia-analytics.com/news-resources/essentia-blog/
https://zeihan.com/newsletter/
http://blairbellecurve.com/
https://annual.cfainstitute.org/2019/10/10/time-for-financial-professionals-to-sharpen-their-saws/

11/14/2019 The Use, Misuse, and Abuse of Derivatives | 73rd CFA Institute Annual Conference

—~IR AN A~ ~

'Q)W to navigate the “recession moment”
THISIS ASNACKBAR  ACTION  ‘ect Timing_with Daniel Pink

¢ Royer iposon expiains uie rrice of Popularity

o Where Has the Global Financial Crisis Left Us Today?

CFA Institute

CFA Institute is the global, not-for-profit association of investment professionals that awards
the CFA and CIPM designations. We promote the highest ethical standards and offer a range
of educational opportunities online and around the world.

Follow CFA Institute
L] ]in

Questions? Contact us.
© 2019 CFA Institute. All Rights Reserved.
Privacy Policy | Terms & Conditions

Site Map

Schedule

Sunday, 17 May 2020
Monday, 18 May 2020
Tuesday, 19 May 2020

https://annual.cfainstitute.org/2013/05/23/the-use-misuse-and-abuse-of-derivatives/#more-11317 5/6


https://annual.cfainstitute.org/2019/06/24/pimcos-sundstrom-discusses-how-to-navigate-the-recession-moment/
https://annual.cfainstitute.org/2019/06/11/understanding-the-secrets-to-perfect-timing-with-daniel-pink/
https://annual.cfainstitute.org/2019/06/05/roger-ibbotson-explains-the-price-of-popularity/
https://annual.cfainstitute.org/2019/06/03/where-has-the-global-financial-crisis-left-us-today/
http://www.cfainstitute.org/
http://facebook.com/cfainstitute
http://twitter.com/cfainstitute
http://www.linkedin.com/companies/cfa-institute
mailto:programs@cfainstitute.org
http://cfainstitute.org/about/governance/policies/Pages/cfa_institute_privacy_policy.aspx
http://cfainstitute.org/about/governance/policies/Pages/legal_terms_and_conditions_of_use.aspx
https://annual.cfainstitute.org/schedule/
https://annual.cfainstitute.org/date/sunday/
https://annual.cfainstitute.org/date/monday/
https://annual.cfainstitute.org/date/tuesday/

11/14/2019 The Use, Misuse, and Abuse of Derivatives | 73rd CFA Institute Annual Conference

NAT_ 0 Il_.. AN RA_.._ANNN

THIS IS ASNACKBAR  ACTION

I STO AU INCYIS U AU
Justify Your Trip

About

Booking a Hotel

Frequently Asked Questions (FAQ)
Safety

2019 Annual Conference Advisory Group
Past Years

2018 Schedule

2019 Schedule

Watch recorded sessions!

Supporters

Blog

https://annual.cfainstitute.org/2013/05/23/the-use-misuse-and-abuse-of-derivatives/#more-11317 6/6


https://annual.cfainstitute.org/date/wednesday/
https://annual.cfainstitute.org/speakers/
https://annual.cfainstitute.org/fees-and-travel/
https://annual.cfainstitute.org/justify-your-trip/
https://annual.cfainstitute.org/about/
https://annual.cfainstitute.org/hotel/
https://annual.cfainstitute.org/frequently-asked-questions-faq/
https://annual.cfainstitute.org/cfa-institutes-commitment-to-conference-safety/
https://annual.cfainstitute.org/annual-conference-advisory-group/
https://annual.cfainstitute.org/save-the-date/
https://annual.cfainstitute.org/2018-schedule/
https://annual.cfainstitute.org/2019-schedule/
http://cfainstitute.gallery.video/annual19
https://annual.cfainstitute.org/supporters/
https://annual.cfainstitute.org/blog/

