
Introduction to Financial 
Derivatives  

   

  The Financial Accounting Standard Boards 

(FASB) has issued a final statement on the accounting for 

derivatives and hedging.  The purpose of this statement is 

to make accounting and reporting standards for 

derivative financial instruments (Hartman 478).  This paper 

would discuss the general idea behind the financial 

derivatives and the definition of some common types of 

financial derivatives.  The impact of the FASB statement 

has made to some areas in accounting for derivatives 

would also be discussed in this paper.  

  What is a Derivative?  

      A financial derivative, as its name suggests, is, �financial 

instruments that derive their value form some other instrument 

or index� (Perry 1).  In addition, the definition from FASB is,  

�forwards, futures, swaps, or options or financial instrument 

with similar characteristics� (Perry 2).  In other words, financial 

derivatives are contracts between two entities and the entities 

involved agree to an exchange.  Mostly the exchange involves 



cash, but it can also involve a commodity such as minerals, metal, 

or agricultural commodities.   

           To understand financial derivatives, one needs to see 

how they differ from financial instruments that are not 

derivatives.  A good example would be an U.S. Treasury 

Bill.  Buyer pays a fixed amount to the government or 

previous holder, and in return the buyer will get the 

principal and interest in fixed amount on fixed dates. On 

the contrary, the amount and the dates in financial 

derivatives are variable or at least partly variable.  Some 

common examples of financial derivatives are interest 

rate swaps, exchange traded future contracts, and 

financial option.  They will be discussed in following 

paragraphs.   

·        Interest Rate Swaps               

 Interest rate swaps is, �a contractual agreement 

between two parties to exchange interest payments on a 

specific principal or notional amount for a specific 

period� (Perry 53).  In this method, a party is indebted to 

pay for a fixed amount of cash, and the other party is 

obligated to pay a variable amount of cash based on a 



price index.  This method is also well known as �plain 

vanilla� (Perry 53).  Another types of interest rate swaps 

are �leveraged swaps� and �index-amortizing swaps�.  

�Leveraged swaps� are interest rate swaps that contain 

embedded features such as written options or leverage 

and must be marked-to-market.  On the other hand, �index-

amortizing swaps� are simply the combination of 

�leveraged swaps� and �plain vanilla�.  In this method, the 

notional amount or the principal amount used as a base 

decreases over time.        

  ·       Exchange Traded Future Contracts  

 The parties to an exchange traded futures contracts 

agree to trade a fixed amount of cash for a specified 

financial instrument of a fixed future date.  The 

difference between this method and the non-derivative 

financial instruments is although the cash amount and 

the dates are fixed, the value of financial instrument is 

variable because it depends on the market price as the 

date of exchange.   

·        Financial Options Contract 



 There are two types of financial option contracts, 

and they are puts and calls.  In �put� contract, the buyer 

agrees to buy a specified amount financial instrument 

from the seller for a fixed price on a future date.  �Call� 

contract requires the buyer to sell a defined financial 

instrument to the seller for a fixed price, on a future 

date.   

  The Impact of FASB Final Statement  

           The FASB statement started applying effectively 

from December 15, 1998, and it applies to all entities 

without any exception.  It requires all derivatives to be 

recognized in the financial statements and to be measured 

at fair value.  Gains and losses resulting from changes in 

fair value would be recognized depending on the use of 

the derivative and whether it qualifies for hedge 

accounting (Kositza 2).  To qualify for hedging 

accounting, the hedging relationship must be highly 

effective to offset changes in fair values or cash flows.  

 Insurance contracts and reinsurance contracts are 

also included in the definition of a derivative, so they also 



should be reported in financial statements.  Another 

change that the statement brought was the term 

derivative instrument would be used instead of derivative 

financial instrument.         
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