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		Abstract

		The purpose of this paper is to review the literature on the use of financial instruments known as derivatives.  Derivatives use is a relatively recent phenomenon, dating back to around the 1970s.  In the past 15 years a significant theoretical and empirical literature has emerged that examines why non-financial firms use derivatives. This review weaves a common thread through the literature on the use of derivatives that covers economics, accounting, and finance.  We present empirical evidence from extant research that shows the use of derivatives by U.S. non-financial firms has increased over time. We review the basic theory of hedging based on costly external finance that provides a basis for organizing and detailing the empirical evidence on derivatives use. The econometric evidence indicates the importance of costly external finance in determining derivatives use and provides support for the view that non-financial firms use derivatives for hedging. Our review also touches on some macroeconomic implications of derivatives use, suggesting that the use of derivative instruments may moderate the impact of monetary policy shocks. 
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