
G LO S S A RY

Advanced Certificate in Energy Trading and Risk Management

Derivatives and Structured Products

Derivatives:
Derivatives are financial instruments whose value is derived from an underlying asset, index, or rate. They
are contracts between two parties that specify conditions under which payments are made between the
parties. Derivatives are used for hedging, speculation, and arbitrage in financial markets.

Types of Derivatives:
- Futures: Standardized contracts traded on exchanges that obligate the buyer to purchase and the seller to
sell a specific asset at a predetermined price and date in the future.
- Options: Contracts that give the buyer the right, but not the obligation, to buy or sell an asset at a specific
price on or before a certain date.
- Swaps: Agreements between two parties to exchange cash flows or other financial instruments based on a
specified notional amount.

Structured Products:
Structured products are financial instruments created by combining one or more derivatives with other
securities to provide customized risk-return profiles to investors. They are designed to meet specific
investment objectives or risk management needs.

Components of Structured Products:
- Underlying Assets: The assets or indices on which the structured product's performance is based.
- Derivatives: Options, futures, swaps, or other derivatives used to create the desired risk-return profile.
- Payoff Structure: The way in which the structured product's returns are determined based on the
performance of the underlying assets.
- Issuer: The entity that creates and sells the structured product to investors.

Examples of Structured Products:
- Principal-Protected Notes: Structured products that guarantee the return of the initial investment while
offering potential upside based on the performance of the underlying assets.
- Reverse Convertible Bonds: Debt securities that pay a high coupon rate but may convert into the
underlying asset if it falls below a certain level.
- Collateralized Debt Obligations (CDOs): Structured products that pool together various debt securities to
create tranches with different risk profiles.

Challenges of Derivatives and Structured Products:
- Complexity: Derivatives and structured products can be complex and difficult to understand, leading to
potential mispricing or mismanagement of risk.
- Counterparty Risk: The risk that the other party in a derivative contract may default on its obligations,
leading to financial losses.
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- Regulatory Environment: Derivatives and structured products are subject to regulatory oversight to ensure
market integrity and investor protection.

Applications of Derivatives and Structured Products:
- Hedging: Companies use derivatives to hedge against adverse price movements in commodities,
currencies, or interest rates.
- Speculation: Traders use derivatives to speculate on the direction of asset prices, potentially earning profits
from market movements.
- Risk Management: Investors use structured products to manage specific risks or enhance portfolio returns
by gaining exposure to different asset classes.

Conclusion:
Derivatives and structured products play a vital role in modern financial markets by providing investors with
tools to manage risk, speculate on asset prices, and achieve specific investment objectives. Understanding
the characteristics, types, and applications of derivatives and structured products is essential for participants
in the energy trading and risk management industry.
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