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An Introduction to Derivatives Risk Management 7th Edition

Derivatives are the backbone of modern financial markets, enabling companies, investors, and institutions to hedge 

exposures, speculate on future price movements, and gain liquidity. Yet, with great power comes great 

responsibility: derivatives introduce a range of risks that, if unmanaged, can erode capital and destabilize financial 

systems. The 7th edition of “An Introduction to Derivatives Risk Management”offers a comprehensive,

up �to �date guide that blends theory, practical tools, and real �world examples to help readers master the art of

mitigating these risks.

Why This Edition Matters

Published in 2024, the 7th edition reflects the most recent regulatory changes, advances in quantitative modeling,

and the evolving landscape of derivative products. It also incorporates lessons learned from recent market

disruptions, such as the 2020–2021 pandemic shock and the 2023 commodity price swings. For academics,

practitioners, and students alike, this book is a vital resource that bridges the gap between textbook concepts and

day �to �day risk management challenges.

Key Themes Covered

•  Fundamental principles of derivatives and their role in risk management

•  Market, credit, operational, and liquidity risk assessment

•  Advanced modeling techniques for volatility, correlation, and tail risk

•  Regulatory frameworks: Basel III, Dodd �Frank, EMIR, and MiFID II

•  Practical tools: Value at Risk (VaR), Expected Shortfall, stress testing, and scenario analysis

•  Case studies of derivative risk failures and best practices for mitigation

Target Audience

The text is designed for:

1.  Students pursuing finance, risk management, or quantitative disciplines.

2.  Risk analysts and portfolio managers seeking a deeper understanding of derivative exposure.

3.  Compliance officers and regulators needing a reference guide for supervisory frameworks.

4.  Quantitative researchers and data scientists working on derivative pricing and risk models.

Structure of the Book

The 7th edition is organized into five major parts, each building on the previous to create a cohesive learning path:

1.  Foundations of Derivative Instruments – Covers forwards, futures, options, swaps, and exotic derivatives.

2.  Risk Identification and Measurement – Introduces market, credit, operational, and liquidity risks.

3.  Quantitative Risk Modeling – Explores statistical methods, stochastic calculus, and machine learning 

applications.

4.  Regulatory and Governance Frameworks – Details global standards and compliance requirements.

5.  Practical Applications and Case Studies – Applies concepts to real �world scenarios.

Deep Dive: Market Risk in Derivatives

Market risk arises from fluctuations in underlying asset prices, interest rates, and commodity prices. In the



derivatives context, this risk is magnified by leverage and the nonlinear payoff structures of options and other exotic

contracts.

Accurate pricing is essential for risk measurement. The book reviews:

•  Black–Scholes and its extensions for equity options.

•  Hull–White and LIBOR Market Models for interest rate derivatives.

•  Monte Carlo simulation for path �dependent options.

•  Finite difference and tree methods for barrier and Asian options.

VaR estimates the maximum loss over a specified horizon at a given confidence level, while ES provides the

expected loss beyond that threshold. The 7th edition discusses:

•  Parametric, historical, and Monte Carlo approaches to VaR.

•  Backtesting procedures and regulatory acceptance.

•  ES calculation using the CVaR framework.

Stress tests simulate extreme but plausible market conditions to evaluate portfolio resilience. The text offers:

•  Guidelines for constructing realistic scenarios.

•  Impact analysis on derivative portfolios.

•  Regulatory expectations under Basel III and Solvency II.

Credit Risk: From Counterparty Defaults to Funding Costs

Credit risk in derivatives is twofold: counterparty default risk and funding risk. The 7th edition examines both in

depth.

Key concepts include:

•  Credit Valuation Adjustment (CVA) – the present value of expected credit losses.

•  Debit Valuation Adjustment (DVA) – the benefit from the bank’s own default risk.

•  Margining and collateral agreements under ISDA.

FVA captures the cost of funding the collateral required for derivative contracts. The book discusses:

•  The debate over the inclusion of FVA in pricing.

•  Methods for estimating funding costs.

•  Impact on profitability and risk metrics.

Operational and Liquidity Risk in Derivative Trading

Beyond financial exposures, derivative trading is vulnerable to operational failures and liquidity shortages. The text

addresses:

•  Process risk: trade capture, confirmation, and settlement errors.

•  Technology risk: system outages, cybersecurity threats.

•  Liquidity risk: inability to unwind positions without significant price impact.

Regulatory measures to ensure liquidity resilience are explored, including:

•  Calculation of LCR and NSFR for derivative portfolios.

•  Implications for capital allocation.

•  Best practices for liquidity risk monitoring.

Quantitative Techniques for Advanced Risk Modeling



Derivatives demand sophisticated quantitative tools. The book covers:

•  Heston model and its extensions.

•  Volatility surface fitting and calibration.

•  Applications to option pricing and risk measurement.

Capturing sudden market moves is crucial for tail risk assessment:

•  Merton’s jump �diffusion model.

•  Variance Gamma and CGMY models.

•  Implications for VaR and ES calculations.

The 7th edition introduces:

•  Supervised learning for credit risk scoring.

•  Unsupervised clustering for anomaly detection.

•  Deep learning for volatility forecasting.

Regulatory Landscape: A Global Perspective

Compliance is integral to derivative risk management. The book provides a detailed review of:

•  Basel III – capital adequacy, leverage ratios, and liquidity standards.

•  Dodd �Frank – market conduct rules and derivative reporting.

•  EMIR – European market infrastructure requirements.

•  MiFID II – transparency and best execution mandates.

It also discusses the emerging regulatory trends such as the shift toward central clearing, the introduction of

derivative tax regimes, and the increasing focus on climate �related financial risk.

Case Studies: Lessons from Derivative Risk Failures

Real �world examples help cement theoretical knowledge. The book presents several high �profile incidents:

•  2008 Global Financial Crisis – the role of mortgage �backed securities and credit default swaps.

•  2015 Volkswagen Emissions Scandal – the impact on derivative contracts linked to automotive emissions.

•  2023 Oil Price Shock – stress on commodity derivative portfolios.

Each case study includes:

•  Background context.

•  Risk identification and failure points.

•  Lessons learned and mitigation strategies.

Practical Tools and Templates

To bridge theory and practice, the 7th edition offers downloadable resources:

•  Excel templates for VaR and ES calculation.

•  Python scripts for Monte Carlo simulation.

•  Risk dashboard mock �ups.

Conclusion

Derivatives risk management is a dynamic field that blends financial theory, quantitative modeling, and regulatory 

compliance. The 7th edition of “An Introduction to Derivatives Risk Management”stands out as a definitive

guide, offering readers a balanced mix of foundational concepts, advanced techniques, and practical applications.

Whether you are a student building your knowledge base, a professional navigating complex derivative portfolios,



or a regulator ensuring market stability, this book equips you with the tools to understand, measure, and mitigate

derivative risks effectively.

By mastering the principles outlined in this edition, you will be better prepared to safeguard financial institutions

against market volatility, credit shocks, and operational disruptions, ultimately contributing to a more resilient global

financial system.
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