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I. Definitions
Capital markets: market for money – how money is priced, how to get access to money; two ways to access capital: equity (partner) & debt (bond)

Credit ratings:  analysis of credit worthiness of issuer’s debt (US is AA+ on S&P)

CFTC: Combined Futures Trading Commission, created by the commodities act to regulate futures– reports to the Senate Agricultural committee bc futures were originally agricultural (in grains) – evolved now so futures on bonds/stocks
Risks:

1. Counterparty/credit/default risk: risk that counterparty will be unwilling or unable to perform its obligations
2. Tail risk: risk that isn’t covered by a derivative

3. Duration risk: risk stemming from length of agreement; longer term loans are riskier

4. Interest rate risk: risk that interest rates may go up over time

5. Withdrawal risk: risk that depositors will withdraw money

Treasury bill rate: loans you make to government, US government cannot default; risk-free return bc US gov’t is safest credit in the world

Chicago Mercantile Exchange (CME): an exchange, where contracts are negotiation for the purchase and sale of futures

Business Judgment Rule: presumption in favor of the board that they acted in good faith and reasonable at the time

II. Derivatives 
1) Derivatives isolate and shift risk to another party who is more willing or able to handle that risk
2) A contract that fluctuates in value based on an outside asset, index, or other investment
· A hedger is someone who bets on red and black. Speculator bets on just red
· CFTC has jxn over derivatives that affect exchange markets

· Derivatives are zero sum game, one party makes at other’s expense

· Dynamic hedging- putting on a new position in order to reduce your exposure in your portfolio, reduce risk of losing entire match

4 types of derivatives:

1. Futures contract – exchange traded agreements of delivery of specified amount and quality of specified product (commodity, financial instrument, or security), on a stated future date at a specified price.

a. Virtually eliminates counterparty (credit) risk by 3 mechanisms:

i. A posting of an original margin

ii. Recognition of clearing members as exclusive counter-parties to transactions.

iii. Daily mark to market.
b. Forwards on standardized terms – buyers and sellers agree only on price, traded on federally licensed contract markets and regulated by CFTC

c. Contracts can be cash settled or unwound through opposite  purchase
d. Every party in futures contract must post an original margin to FCM (futures commission merchant, i.e. MF Global).  FCM determines how much needed to post.  CME requires a certain amount from FCM.

i. Note.  If both long and short are through same FCM then no net exposure so need not post with CME—BUT these funds must be kept in segregated account.  

ii. FCMs make money through commissions and through segregated funds (via the spread)

e. CME is an exchange.  Futures contracts are negotiated between 2 counterparties.

i. CME is counterparty of all the transactions.
f. Brane suggests that failing to engage in derivative txns could be breach of fiduciary duty of care

g. How to determine price for future item: spot price + storage price + interest costs on financing the acquisition

i. No premiums on futures

2. Forwards contract - a non-standardized contract between two parties to buy or sell an asset at a specified future time at a price agreed today.
a. Terms are not standardized – individually negotiated

b. OTC market

c. No premium on forwards
d. Create or eliminate counterparty (credit) risk, but may reduce depending on structure

i. How to eliminate? Get bank to guarantee that contract.  Provide some part of the price upfront (deposit).

ii. i.e. Wonder Bread and Grain Company.  Wonder Bread agrees to pay Grain Co. $1M for grain all 6 months from now. 

1. Maybe have Wonder Bread give deposit of 200K
3. Options – right but not obligation to buy or sell underlying asset
a. Call: right but not the obligation to purchase

b. Put: right but not the obligation to sell

c. American style: exercise the option at or by the specified date

d. European style: can only exercise the option on certain date

i. European option collar – buys puts and sells calls, uses revenues from the calls to purchase the puts. Basically creates a range in which the owner of the options can liquidate his position (limits risk to small window)

ii. Levy case – most he can make is $3, most he can lose is $2

e. Can cash settle an option

f. Options are a wasting asset – every day you wait, the volatility of the option decreases

g. Option valuation: Black Scholes Model

i. Intrinsic value = underlying value –strike price

ii. Volatility = how often and widely the price swings

iii. Time value of money = calculated based on interest rates

h. Once you by the option, must factor in cost of the option to breakeven

i. ( : relationship of derivative to underlying item. A 1 pt move in the stock affects the value of option a certain amount. By knowing this relationship can hedge out the risk by selling shares related to overall risk in the portfolio and not to each individual item

j. Puts are often more expensive than calls due to the fear factor – people are afraid and want the insurance to sell, even though the put and option are same distance out of the money. Risk premium of the put may be higher than risk premium of call

k. Most you can lose is value of option

4. Swaps: exchange of cash flows based upon some underlying asset (known as notional amount)
a. Plain vanilla swap is a fixed for floating interest rate exchange

b. Normally based upon indexes, not individual crop or item

c. Three important dates:

i. Swap initiation date- contracting date

ii. Periodic payment date – times at which payments are made

iii. Termination date – date swap agreement ends

d. Yield curve- value of yield increases with the length of contract. Downward slopping yield curves reflect economic downturn

e. Governed by International Swaps and Derivatives contracts (ISDA)

f. Cases alleging fraud in swaps turn on two things:

i. How much the plaintiff could understand

ii. The nature of relationship between ¶ and (
g. By taking on more risk in certain situations you can reduce the overall amount of market risk in your portfolio

h. Caiola had synthetic swap agreements – which Citibank hedged through ( hedging to limit the footprint problem

i. Synthetic: does not actually own the portfolio of assets, references to performance of something else

i. Make sure you select right counterparty, otherwise no one gets paid

III. Capital Markets and Confidence
MFGlobal controversy

CEO: John Corzine: strongly advocated a specific investment approach (invest in European sovereign debt – bonds issued by European govts, govts don’t take equity/partners); Corzine thought the debt of these sovereigns were undervalued – paying too high a yield.

· Whenever interest rates go up – the value of bond goes down, converse is true

· Corzine believed: interest rates will go down – value of bond portfolio (sovereign debts) will increase = wanted to do it for more money than he had, wanted to borrow money to invest

· The solution was to leverage through RTMs (repurchase transactions to maturity) (or REPOs).
· Want to make sure that he got the money back before the expiration of the European Financial Stability Facility

· Entered into something called repo transactions with bank = sells portfolio of bonds to the bank and gets money instead, also agree to repurchase on the date of bond maturity for 1% more than what bank paid = like a loan; leveraging their portfolio – borrowing money to buy more bonds
· Problem is all the bonds went down in value after the problems in Europe, and MFG was so exposed to it.  People hear about this and want to close their segregated funds and in these segregated funds should be there but in MFG’s case it wasn’t all accounted for.  
· Loss of 1.2billion$ in segregated funds – no one knows what happened to it

IV. Capital Structures

2 ways to access capital: (hierarch)
1) Debt

· Secured debt (collateral)

· Senior debt

· Senior subordinated debt

· Subordinated debt

2) Equity

· Preferred shares

· Sometimes may be convertible to common stock.

· As opposed to debt, preferred stock is perpetual 

· Common stock
V. Mutual Funds

1. Give a company money, they will go by stocks/bonds and hope to make you money

2. Closed-in: governed by Investment Act of 1940; cannot withdraw money until specified time once you’ve put it in 

a. Under Investment Company Act, closed-in companies cannot leverage more than 300%. Cannot pay dividends if leveraged beyond this amount

3. Open-ended fund: investors can withdraw money at any time

4. Nondiversified: focused on one part of the market, only invest in certain type of stocks

5. Investors will supply the fund with their money and receive and equity stake
6. Primary markets issued by companies for capital. Secondary markets is where those financial instruments are traded among private investors

7. Could value stock by dividing net asset value by shares outstanding

8. Nuveen is currently trading 1.3% cheaper than NAV – could be due to liquidity risk (inability to get money out). Discount could also be from concerns about value of underlying asset

V. Federal Reserve

Federal Reserve

1. Two mandates 
a. Maximize jobs

b. Maximize growth with price stability

2. To maximize growth generally have on key tool:

a. Federal funds rate: rate used to control the economy; target rate that the federal reserve announces they would like the market for money between banks

i. Purely tool of monetary policy

ii. All other interest rates are based on fed funds rate

iii. Low interest rates encourage ppl to purchase, borrow money

3. Discount rate: banks borrow from Fed at this rate as lender of last resort

4. Currently – federal funds rate is 0- no longer tool of monetary policy

a. Trying to influence market through other tools

i. Buyback of long-term securities 
1. Ex: Trouble Asset Relief Program

ii. Lowering interest across time horizons (will stay low til 2015, etc)

iii. Talks to the market

5. If economy heats up, Fed can pay interest on bank reserves at the Fed – keeps banks from loaning out money and decreases the money in circulation

a. Raising interest rates ( less money in circulation ( less buying ( less demand ( lower prices

6. Inflation rate excludes food and energy prices. Food is nondiscretionary spending

7. Board of Governors – central bank of S – only entity authorized to distribute US dollars

8. Created Public Private Investment Program (PPIP): designed to transfer MBS and other assets of balanced sheets

VI. Bonds and Treasuries

1. Inverse relationship between price and yield
a. For bonds, as cost of borrowing goes down, the value of bond (which is at a higher interest rate than the borrower currently needs to pay) goes up, bc you have a bond at higher interest rate from creditworthy individual

b. When you sell bonds, price goes down, yield goes up. When you buy bonds, price goes up and yield goes down

c. Ex. Assume $100,000 bond at 4.25%. Current market interest rate for this bond is 4.75%. the bond will pay $4250, but market demands payment of $4750. Therefore must sell bond at discount

2. Callable bond – issuer has the right but not the obligation to redeem the bond at will

Investment strategy:

1. Evaluate bonds: asses the cash flow that comes from interest revenue. Look at 30 year US treasury bond, since that is zero risk investment for baseline. Any other investment must supply a risk premium above the US bond

2. Risk in OTC transactions:

a. Less regulation – only contract and tort laws; no regulator

b. Greater counterparty risk

3. Exchanges limit counter party risk:

a. Daily mark-to-market – saddle up the contract daily

b. Good faith margin or deposit

c. Only recognized counterparties are members of exchange

4. Banks are good counterparties bc

a. Banks hedge risk through other txns

b. Banks change savings into loans

( hedging: 

1. Process of minimizing market exposure of a position or a portfolio

a. Delta neutral- unbiased view/not exposed to fluctuations in the short term

b. If having a positive delta – taking a position that the market will increase

c. Negative delta – market will decrease

2. Calculate net exposure to stock based on contra position and then purchase or sell the position on an exchange that would neutralize this risk

a. As delta changes, sell shares or add to position

VII. Mortgage Backed Securities  

1. Mortgage – loan to homeowners, bank gets debt

a. Bank gets money from depositors, investors

b. Have to make sure that banks have some assets on hand (FDIC reqs)

2. Depositors get very small interest rate – why would anyone do this? Its insured, safer, liquid- can get it out any time

3. Bank is making money by taking deposits and paying a lower interest rates, and then lending it out to get a higher interest rate

a. So why aren’t banks just lending like crazy? Credit risk – risk that borrowers wont pay back

4. Historically – lower interest rates have encouraged riskier loans

a. However now, no reason to take mortgage risks when can invest in US treasury bonds which are not risky

5. Banks will sell the mortgage to companies like Freddie Mac 

a. Implicit guarantee that the government will secure companies like FM if the mortgages

6. Derivative – contract whose value fluctuates depending on an asset, index or  investment

Contract whose function is to shift risk from a party that is less willing or able to take on that risk to a party that is more willing or able to do so.

Can structure a derivative component into a bond or a MBS

Credit default swap – looks like insurance

1. Guarding against a risk

2. Not formally issued insurance

3. The value of the contract will fluctuate depending on what’s going on in Greece

IX. Dodd-Frank Act
1. Goals

a. Transparency and competition to swaps market- dealers control the market
i. Require info to be publicly reported on near real-timem basis

ii. Force txns to an exchange, less barriers to entry

b. Prevent risks in financial sector infect the real economy

i. Volker rule – bans proprietary trading, limits the extent to which banks can invest in hedge funds and other institutions

ii. Living wills

iii. Centralized clearing

iv. Lincoln pushout – bank cannot itself trade or market derivatives to the customer base (must be an affiliate of the bank)

2. Public policy purposes

a. Provide greater regulation/oversight of OTC derivate market

b. Greater transparency

c. Require OTC derivative txns to be executed on a centralized exection facility or designated contract market

d. Protection of counterparties to swap txns

