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FIM THEORY SUMMARY

Chapter 1: Why study fi jal and 7

Financial markets: Financial markets refer to platforms where financial assets, such as stocks,
bonds, and derivatives, are bought and sold.

= Financial markets are crucial in our economy: . L
Lonnehng pp uhh €«

1. Channeling funds from savers to investors, promoting economic efficiency
2. Market activity affects: personal wealth, business firms, and economy

Debt Markets: Segments of the financial market that allow governments, corporations, and
individuals to borrow.

Some borrowers issue a security, called a bond, offering interest and principal over time,
* Security: Financial instrument which is a claim on the issuer's future income or asset
» Bond: Debt security that promises to make payments periodically for a specified
amount of time
* Interest: Cost of borrowing

The Stock Market: The market where stocks are traded.
» Stocks: Shares that represent ownership in a company. Initially sold on the primary
market to raise money. Then traded amongst investors in the secondary market.
The Foreign Exchange Market: The market where international currencies are traded, and

exchange rates are set.

SEQ: Secondary Equity Offering

[Po = imWhal public offai.j
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SEQ: Secondary Equity Offering
lPO = imhal th‘l'l. °Ff":"3
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FIM THEOR M.

Chapter 2: Overview of the financial market
What is the function of financial markets?

opportunities,

Financial Markets channel funds from person or busi without il
to others with investment opportunities.

This process allows for producing an efficient allocation of capital. Financial markets
also improve the well-being of consumers, allowing them to time their purchases better.

What are the segments of Financial Markets?

1)
Borrowers borrow directly from lenders in the financial markets by selling financial
instruments which are claims on borrower’s future income or assets.

2) lindirect Finance
Borrowers borrow indirectly from lenders via financial intermediaries by issuing
financial instruments which are claims on the borrower’s future income or assets.

Financial Intermediaries: Institutions or entities that act as middlemen between savers
and borrows in the financial system.

INDIRECT FINANCE
Financial
FUNDS FUNDS
Lender-Savers Borrower-Spenders
1. Households Financial 1. Business firms
2. Business firms FUNDS Mark FUNDS 2 Government
3. Govemment 3 Househokis
4. Foreigners 4. Foreigners.
DIRECT FINANCE
Structure of Financial Markets?
ISCEB X STUDIST 4
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Shwkwe Bn. hackauts:
* Debt Market
The debt market is divided in to two categories,
-Short term (Maturity < 1 year) debt
-Long-term debt

o |Equityiarkes shedd ex hasge
Equity of firms are sold on the equity markets, which pays i dividends and rep
ownership claim in a firm.

o Primarymarket | PO
Mew securities issues are sold to initial buyers. Typically involved an investment bank who
underwrites the offerings.

4
« Secondarjmarketl You Graally \ouy te days affe fﬁmn,
Securities that have previously been issued are bought and sold. (e.g., NYSE)

It involves brokers and dealers, New York Srech exdvg

< Brokers help clients buy and sell securities while overseeing their accounts.
ho risk ,only tonneding bryers « stlless . in shodk madwd 344
Dealers: Dealers are individuals or firms that buy and sell securities for their own accounts

and own good. Deb¥ mechek , hc.l’aw;bn <Ay
The secondary market serves two important functions:

*  Provides liquidity for firms,
* Establishes a price for the securities, which could be useful for company valuation.

Furthermaore, secondary markets can be categorizing as follows:

Y 1. Exchanges: Dealers at central location buy and sell.
2. g_\lp%r-the-munter markets: Dealers at different location buy and sell.

d“S-‘PideP IMoREymarket: Short-term {Maturity < 1 year) plus I add ‘f"""‘ "‘“{f’ Mook
'5'1 | AW
dare Capital Market; Long- Term (Maturity > 1 year) plus equities,

Internationalization of Financial Markets?

The Internationalization of Financial Markets is crucial to aveid that one country dominates
the world stage.

* International Bond Market and Eurobonds
1. [Foreign bonds: denominated in foreign currency and targeted at foreign market

2. [EurgBands: denominated in one currency but sold in a different market
(807.% raw 'laan)
ISCEB X STUDIST 5
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* Eurocurrency Market: Foreign currency deposited outside of the home country. Note

that such transactions are not possible with every currency. 3~ OSD awowar in london

o World Stock Market =OS ian'F A\mu,s e \Aq..\— Arnnere
Foreign Stock Market Indexes: E)a‘\ﬂ V'
o

: 20 most important Belgian companies listed in Euronext Brussels
- Dow Jones Industrial Average [BJIA): 30 largest US companies
- |S&P500: 500 largest companies trading in the US

- [INASDAQ Composite: all stocks trading on Nasdaq stock market — W) has ro ?..‘s el Qocolien/
- [FYSEL00! 100 largest UK companies trading in London Finanda\ ! Tises O-A.ﬂlqvﬁv'-*"i-
- IDAX: 30 largest German companies trading in Frankfurt .

- [GACH0: 40 largest French companies trading in Paris
- HEngSend: largest companies trading in Hong Kong
- straitTimes: 30 largest c ies trading in Si

The decline of US Capital Markets:

The US has lost its dominance in many industries. This is due to:
#\, - New technologies in -I-u.’.,\ udﬂnaﬂ 1 YoU Lo SLY Up our shedk sn’u\nul
b 9-11 making regulation tighter : Seo maadn "‘5‘3‘""" s deals
- Big risk of lawsuit : 5¢s Kareas 1o, reavires lowyers +time.
- High costs : b:.s « Lshed ompsay i3 tupinsive.

Financial Intermediation: *The Wchm

It is @ primary way of transferring funds from lenders to borrowers. The intermediary acts as
amiddleman and obtains funds from savers and makes loans/investments with borrowers. o
Banks are considered the most important financial intermediaries.

o Q

Financial Intermediaries are needed to:

Financia me rie; make prbﬁts by reducing transaction costs. This can be done by
developing an expertise and taking advantage of economies of scale. —® ?wgc.k on € '>c.:..3 |

Low transaction costs provide customers with liquidity services, that make it easier for them
to conduct transactions.

=» Banks create checking accounts that enable depositors to easily pay their bills

=» Depositors can earn an interest on these accounts

ISCEB X STUDIST 6
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\\ibmmural activities and won't repay the loan,
C. Conflict of Interest

FIM THEORY SUMMARY

Low transaction costs help reduce the risk exposure. Intermediaries create and sell assets
with lower risk to one party in order to buy assets with greater risk from another party, We
call this process asset transformation. rishay asseks beome sader 4-! inseniors
Financial Intermediaries are also a mean to help customers diversify their assets holding.
They are allowed to buy, pool and sell assets to a diversified pool of individuals due to lower
transaction costs.

3. Asymmetric information:
The latter occurs when one party lacks crucial information about another, thereby interfering
with the decision-making process.

‘We differentiate between 3 types:

A. _Adverse selection
Happens before the transaction occurs. People most likely to produce an adverse outcome
are the ones who are most likely to seek a loan.

B. Moral Hazard

Happengafter the transaction occurs. Risk that the borrower has incentives to engage in

Economies of Scope: Fls lower production costs of information by using the information for a
diverse range of services sd' bank Lans , inswranas

Economies of scope may lead to conflict of interest. This is the case when one area hides or
conceals information from another area. Conflicts of interests create inefficiencies.

Types of Financial Intermediaries shork Xtom bonds

1. [Finance companies: raise funds by selling’commercial paper and issue bonds and
stocks to lend to consumers to buy durable goods/for small operations

2. (Mutual Funds: raise funds by selling shares to single investars and use themto S« P 500 g
purchase large diversified portfolios of stocks and bonds Monsy W. e righ.

3. [MeRey Market Mutual Funds: raise funds by selling checkable deposit-like shares and w3
use them to purchase liquid and safe short-term money market instruments

4. Investment Banks: advise companies on securities, mergers and acquisitions, act as  —v (O
dealers. Note that Investment banks can not offer savings accounts, nor provide
loans.

Regulatory Agencies

Prevent things from going wrong. They:
* Increase Information to investors
* Ensure soundness of the market

ISCEB X STUDIST 7
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FIM THEOR’ MMARY

Some of the most important Agencies are: Eon Nulsk 't tued
1. Securities and Exchange Commission [SEC): requires companies to disclose - '\N q he 'l
information about sales, assets..., restricts insider trading about . s ot :) ‘
Information disclosure is a tool to increase efficiency and reduce asymmetric bd' ‘"""M"
information WCEO is alloved ko Lrade Aher oun

Sharn Sk Rowe Jo inform SEC abour .
FDIC 2. Federal Deposit Insurance Corporation: provides insurance of up to 250.0005 for
each depositor, imposes restrictions n Ehr'r‘ 90 oo €

3. Federal Reserve System: examines the books of commercial banks, sets reserve
requirements = 0S5 wnkrol lebnl.

Financial Panic: a situation where depositors start doubting the overall health of financial
intermediaries and thereby start pulling out their funds. It leads to large losses and causes
damage to the economy.

The government implemented different types of regulations to protect the public and the

ECONOMY. EXA“
1. [RESTHiEtions on the entry: regulations on who is allowed to set up an intermediary.
People must obtain a charter from the government, this only if they are upstanding
citizen and have a large amount of initial funds. 1an EV of Lask SnlE.

2. [Diselasure: principles on bookkeeping, period inspection, disclose info to the public
Owdiding wsymmekric tnfo  Lby anthoritic,
3. REstrictions on Assetsant ACHVIties: restriction from engaging in risky activities f.eg.
Banks can’t buy shares of other companies, except in case of mergers

NCUSI\F= Nakepad Credid Lnion
4. [Deposit Insurance; as a form of protection against the failure of a financial = fl - Prsna Fand

intermediary

L"Pddu insunano. f'er rediX Wnions

5. IIEEREEREENIN bu-been banks , aov. Mwhs s Gk Lamse crigs, N
(Oruh'.k Wiron = bank ,jw rot {@H,J\r)
?W‘resm

6. |[REstrictions on Interest Rates: instituted after the Great Depression due to the belief
that unrestricted interest rates encouraged banking failure
havt rou Dten droped Lamse Shere's Re tetelaan,

Regulations intend to improve control over the maney supply.

Reserve requi 1ts: make it obli y for all depository institutions to keep a fraction of
their deposits in an account with the Federal Reserve System

Grovad 37 i3 kegh in ash
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FIM THEORY SUMMARY

Chapter 3: What do Interest Rates mean and what is their role in Valuation?

Interest rates are among the most closely watched variables in the economy.
The most accurate measure of interest rates is a concept know as yield to maturity.
Cash flows: streams of cash payments to the holder

Debt instruments are evaluated against each other based on the amount and the timing of
each cash flow.

Present value anzalysis: evaluation, where the amount and timing of a cash flow leads to its
yield to maturity .

It is based on the principal that a dollar of cash flow paid to you one year from now is less
valuable to you than a dolor paid to you today, due to the fact that you could invest and earn
an interest on it, as long as the latter are positive,

(LA Principali amount of funds provided by the lender to the borrower
2 . ’ bt
Maturity Date: date of repayment of the loan

Loan Term: from initiation to maturity date

Interest payment: cash amount that the borrower must pay the lender for the use of the
loan principal

Simple Interest Rate: interest payment divided by the loan principal; it is the percentage of
the principal that must be paid as interest to the lender

= In Europe: expressed annually

= In the US: expressed semi-annually

The Yield to maturity [YTW) is the interest rate that equates today's value with the present
value of all future payments. —P most acuroRe MmLanwe

During the life of a bond it will be traded several times.,

4 When a bond is at par, the yield equals the coupon rate
~ = Wades loo.
(@ Price and yield are always negatively related: if the interest rate increases, the price
decreases

(3 The Yield is greater than the coupon rate when the bond price is below par value

i} Pond < d00% —nm_)um,:dd
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FIM THEORY SUMMARY

Note that yields on some kind of bonds can be negative, meaning that investors are willing
to pay more than what they would receive in the future.

A more accurate measure for the cost of borrowing is indicated by the real interest rate it
reflects the actual cost of borrowing as it indicates the interest rate adjusted for expected
changes in price level. When the latter are low there are greater incentives to borrow and
less to lend,

It is calculated as:

rate | rate) —

We make the distinction between:

1 —ad]usted to the expected level of inflation = e fw
2 _ based on observed level of inflation o ber +he far

Relationship between Rates and Returns: Key-Insights
1. If the return = the yield, the maturity = the helding period

2. If the maturity is longer than the holding period, the interest rates increase and the
price decreases, meaning that the investor iﬁmﬁa capital loss

3. The longer the maturity, the greater the price change associated with the interest
rate change

4. The longer the maturity, the more the return changes with the change in interest rate

Ls, Bonds with a high initial rate can still have a negative return if the interest rate rises
Prices and returns are more volatile for long-term bonds, due to the higher interest-rate risk.

Mote that there is no interest-rate risk for any bond whose maturity equals the holding
period.

Felnvestment risk: a scenario occurring if you have a series of short bonds over a long €XAn 7

holding period, because the interest rate at which you reinvest is uncertain,

_

ISCEB X STUDIST 10
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FIM THEORY SUMMARY

Chapter 4: Why do interest rates change
Asset: a piece of property that is a store of value

‘When considering how to deal with an asset, following factors must be taken into
consideration:

1. [Wealth: total resources owned by the individual: as wealth increases, demand for assetn
increases

2. _ return expected over the next period on one asset: as expected
return increases, demand increases

3. [Risk! degree of uncertainty assaciated with the return: if risk increases, demand falls
Standard deviation: Differences to the average um-ﬂ;-l'o = k%)\ o Qo -(’)Q»MM

4, _: ease and speed with which an asset an be turned into cash: as liquidity
increases, demand increases  the more Qiu(dd, she better .

Supply and demand for Bonds:

Price of Bonds, P ($)

1,000
(i = 0%)
950
(i =5.3%)
N 00 = More people will offer bonds
fmr if expected return is lower
P =850 < More investor will supply
W= 1;.6%1 ] bonds if the expected return
] is lower
800 i
i = 25.0%) ] Y ared o R, domand for
5 bords G o
750 J
(i=33.3%) i
i

peice
ﬁ> rises 1o £

L 1 1 1 1
100 200 300 400 500

Quantity of Bonds, &
(% billions)

We call the point where Supply and Demand curve intersect the equilibrium. In a healthy
economy the equilibrium happens millions of times a day.
In this point: Bonds demanded = Bonds supplied

ISCEB X STUDIST 11
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FIM THEORY SUMMARY

Supply is defined as companies and governments issuing bonds in order to borrow money,

Market equilibrium: occurs when the amount that people are willing to buy (demand)
equals the amount that people are willing to sell (supply) at a given price.

However, markets do not always reach an equilibrium. We can have 2 possible situations:

1. Excess supply: if amount that people are willing to sell is greater than what people
are willing to buy at a given price
- supply > demand

2. Excess demand: if the amount that people are willing to buy is greater than what
people are willing to sell at a given price
->supply < demand

Changes in Equilibrium:

Factors that shift the demand curve (shift to the right for increase, shift to the left for
decrease):

1. Wealth: di d rises in busi cycle ion, falls in recession

2. Expected returns:

-»if interest rates are expected to rise in the future, the demand for long-term bonds
decreases

-= if interest rates are expected to fall in the future, the demand for long-term bonds
increases
rdatue ko assels
3. fisk:if risk increases; the demand for a bond falls
MNote however, that if the risk of an alternative asset increases, the demand increases

4. Liguidity:
-= an increased liguidity of the bond market leads to an increased demand for bonds
-=an increased liquidity of the stock market leads to an increased demand for stocks

5. expected wnflokion . | .i..y.p.l';cn 7, Domand for Lod- N
Factors that shift the su urve:

1. Expected profitability of investment opportunities: supply increases in a business

cycle expansion, falls in recession as there are fewer expected business opportunities

2. Expected Inflation: increase in expected inflation increases the supply of bonds

3. Government activities: higher deficits increase the supply of bonds, o s"'l‘“"’ »Sh

dﬂi‘-ds

ISCEB X STUDIST
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FIM THEORY SUMMARY

Case studies:
1. The Fisher effect

RESPNSE To A CHANGE
exp D INFLAT\ON

Price of Bonds, P

ol
who aenk, S0 Yoot .
This is due to the fact, that a rise in expected inflation leads to a decrease in expected return
of bonds relative to other assets, thereby leading to a decrease in demand for bonds.

In addiﬁon— due to the rise of expected inflation, causing

arliACrease isupply of bonds. Combined, the 2 lead to a fall in the e(za)ilibrium price of

bonds. © X o A Orpany one bede Ao (4 in Eorrou imaging ok of hameviy _
1.7 iflaion 21, b eal ak 2 3. % ek e bflalion & 3, 57754

Lorowing =07
= [/ASprice and interest fates are negatively felated, the interest rate increases as a 7
consequence of the price decrease.

2. Busipess Cycle Expansion: a situation in which the amount of goods and services for the
country is increasing => national income is increasing

:::-v-um pe gt - L& See W‘U
Skﬂ% ‘ 8;‘,?:" Ko imved ©
e I (ssue bnda.
?ww ot - S© _*L.n iSShe
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FIM THEORY SUMMARY

As national income increases, demand for bonds also increases due to the fact that
companies need more money in order to keep up with the increasing demand for goods and
services.

In a Busi cycle rates rise as a consequence of the increase in
demand, and the price falls.

3. Low Japanese Interest Rates: in 1998 Japanese Interest rates on Treasury bills turned
negative: How?

The country suffered from deflation, causing the demand of bonds to increase. In addition,
real rates increased, which led to the real cost of borrowing being higher and the supply of
bonds to fall.

After a long period of wealth, the bubble burst. There was a recession leading to a
decrease in interest rates. Both curves shifted to the left, whereas the net effect finally led
to an

=>de;,3 businy, wyole

Many firms hire economists or consultants to forecast interest rates. Methods used are:
= Supply and demand for bonds: use Flow of Funds accounts and personal judgement

- Econometric Models: use past financial relationships and assume that they will hold
in the future

Economists and consultants make forecasts over:
1. Make decisions about assets to hold:
# |finterest rates are expected to decrease: buy long bonds
* |finterest rates are expected to increase: buy short bonds
2. Make decisions about how to borrow:

« [finterest rates are expected to decrease: borrow short
# |finterest rates are expected to increase: borrow long

Predictions made by financial economists are also useful to help forecast the strength of the
economy, profitability of investments, and expected inflation.

ISCEB X STUDIST 14
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A.RISK STRUCTURE

fﬁ:rease in Default risk on Corporate Bonds:

FIM THEORY SUMMARY

Chapter 5: How do risk and term structure affect interest rates
Price differences on bonds are a consequence of the risk structure of the interest rates.

Spread/Margin: dlfference between 2 bonds at a given point in time; measured in basis
points 2,57 ~"250 \as-s'dn.h diffecena’ {'m 107. = 8/. in -0/ 0ok T -ox-a,..u

I Yoo Sky “Tesle &5 X basispoints wedit W O Wt compare Ko e
Features of interest-rate behavior of bonds: oot gov., in this

Cose Us’ merk.
1. Rates on different bond categories change from one year to the next. bendh b
2. Spreads on different bond categories change from one year to the next,

income Loy

In general, three risk factors are taken into consideration: Dejewdr risk Mu-ddb rowririey
d

1. Default risk: situation occurring when the issuer of the bond is unable/unwilling to
make interest payments when promised

In many cases, default is considered to be the step before bankruptey. It often leads to a
cross-over effect meaning that it also affects all other bonds, checking accounts etc.

US-Treasury Bonds are generally considered to have no default risk, and are therefore called
“default-free bonds”. The reason behind it, is that the government can simply print new
money, increase taxes etc, to pay off its obligations.

History although has shown that these bonds are not truly default-free.

The spread between interest rates on bonds with and without default risk is called risk
premium. It is a measure indicating how much additional interest people must earn in order

to be willing to hold that risky bond. ol s s Uow jm
Mote that a bond with default risk will always have a positive risk premium.

1. Increase in risk shifts demand curve for Corporate Bonds to the left.

2. The demand curve for Treasury Bonds shifts to the right, due to an increase in
demand, considering that the default risk on government bonds is low/zero.

3. As aconseqguence:
->the price of Treasury Bonds increases -> interest rates decrease

->the price of Corporate Bonds decreases -> interest rates increase

L‘I’he spread between the interest rates on corporate versus Treasury Bonds grows.

ISCEB X STUDIST 15
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FIM THEORY SUMMARY

Shep | An ncrease n detad ane by bt
Price of Bondis w4 0 ORI 0 Prcn of Borgs, BTG
o e
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Investors aim at knowing as much as possible about the default probability of a bond. This

can be done through credit-rating agencies. The most important agencies in this field are: .
Moody’s, Fitch and S&P. fisk of tanflick of interest (Nying tham more ko qok bether rakirg)
Usiatly T Seme. cating:

CASE STUDY: The global Financial Crisis and the Baa-Treasury Spread
The Financial crisis of 2007, which started with the collapse of the subprime mortgage

market shows that credit-rating agencies can be wrong. The latter gave very good ratings to
bonds of companies, which ended up not being able to repay their debts.

Questions on the quality of Baa bonds started to arise, the demand fell, whereas the
demand for Treasury securities increased. As a the spread B
increased from 185 to 545 basis points.

Y

2. Lquidity: aliquid asset is one that can be quickly, easily and cheaply converted into

cash; the more liquid an asset, the higher the demand the more Liquid, the. wider spead

le: C bonds b

less liquid

1. As liquidity for Corporate bonds decreases,

the demand shifts to the left. Asa P\

consequence price decreases and interest rates increase.

O\

o’

2. Atthe same time the Treasury Market becomes more liquid, and the demand shifts
to the right. As a e the price i and the interest rates decrease.

PN

3. Again the spread Corporate-Treasury grows. Spee 37
NOTE: The risk premium reflects not only the default risk but also lower liquidity.

That is why it is often referred to as risk and liquidity premium.

is;ud153 LS o, pradically no risk , Lona
NOTE: Municipal bonds have a lower rate than Treasuries, as municipalities can default. The
possibility of Munis going into default is perfectly illustrated by the Orange County

(California) example in the early 1990s. Muals  oafne L Laud .

3.

Income tax considerations.

ISCEB X STUDIST 16
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2. TERN STRUCTURE

FIM THEORY SUMMARY

k icipal bonds are pted from federal income taxes, a factor having the
same effect on the d d for ipal bonds as ani in their expected return.

Treasury bonds on the other hand are exempted from state and local income taxes, whereas
corporate bonds are fully taxable.

The tax advantage of municipal bonds over Treasury Bonds is higher, the bigger the tax.

1. Tax-free status shifts demand for municipal bonds to the right.

2. Atthe same time the demand for Treasury bonds shifts to the left.

3 —
CASE STUDY: Bush tax cut and Obama repeal on bond interest rates

The 2001 tax cut under Bush reduced the advantage of municipal debt over T-securities.
since interest rates on T-securities were taxed at a lower rate. .
i Jed. tax 7 = o.damxnr. fer

The Bush tax cuts were finally repealed under President Obama. The advantage of municipal (5¢s of
debt increased again, since T-securities were taxed at a higher rate.

Besides the risk factor, another influence on interest rates is maturity.

Yield curve: a curve representing rates at different maturities, used to analyze the behavior
of interest rates

Various theories have been developed in order to analyze the term structure of a bond. A
good theory must explain why:

AN | " |_
- e S

© ol iy oo

Theories:
1. Expectations Theory: explains 1 and 2, but not 3

Itis assumed that bonds of different maturities are perfect substitutes. The expected return
on bonds of different maturities is therefore assumed to be equal.

ISCEB X STUDIST 17
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FIM THEORY SUMMARY

If the theory is correct the expected wealth is the same at the start for two random chosen
strategies. Of course in reality the rates may unexpectedly change and the wealth differ,

General formula used:

The theory illustrates, that if short rates are expected to rise in future, the average of future
short rates is above today’s short rate, therefore the yield curve is upward sloping.
On the other hand, if the rates are expected to fall the curve will be downward sloping, or
flat if the rates are expected to stay the same. (explanation for fact 1) =
gd} to wenage

Furthermore, it shows that when the short rates are low they are expected to rise and the
long rate will therefore be above today’s shgrt rate: the curve will have a steep upward
slope. Song rate = o) W shock raken Wik be >

On the other hand, when the short rates are high they are expected to fall in the future, and
the long rate will be below the current short rate: the curve will have downward slope.
(explanation for fact 2)

ho exNlasakon fr Peck 3 : rore ae a3 Lhady do Fse oS fee 2o QoS
—’3‘-4& Unetee bon'| sLar., .\1\,,,“;.

2. Market Segmentation Theory: explain 3, but not 1 and 2

It is assumed that bonds of different maturities are not substitutes at all. The markets are
seen as segmented, and interest rates at each maturity are determined separately.

The theory explains that The demand for
short-term bonds is therefore higher, m higher prices and lower interest rates,
(explanation for fact 3) Rore

=YD s e uul.la wurords """U
It can not explain fact 1 and 2 as it assumes that various rates are determined
independently.

best ““\"'3
?
3. Liquidity Premium Theory: combines features of both Expectations and Market
Segmentation theory

It is assumed that bonds of different maturities are substitutes, but not perfect substitutes.

The theory explains again that people prefer short-term rather than long-term bonds. This
herefore implies that i must be paid a positi to hold long term

bonds. The liquidity premium creates again an upward sloping yield curve {explanation for

fact 3).

It explains fact 1 and 2 with the same reasoning as the Pure Expectations theory.

ISCEB X STUDIST 18
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FIM THEORY SUMMARY

Exeun : be odW Xo eplain Shose
Market predictions of future short rates:

Yield 1o Yiekilo | NOLMAL SITUATION
Maturity Maturity
ply vpmand m
sloping yield curve stoping ysekd
Term to Maturity Term to Maturity
(8) Future short-term interest rates (b) Future short-term interest rates
expected to rise expected to stay the same
Yield to Yield to
Maturity Maturity
Flat yield curve Downward-
sloping yleld curve
Term to Maturity Term 1o Maturity
(¢) Future short-torm interest rates (d) Future short-term interost rates
expected to fall moderately expected lo fall sharply

Initial research did not find much useful information in the yield curve for predicting interest
rates.

Nowadays it is considered a useful tool to analyze short-and long-term rates, but does not
provide much information about medium-term rates.

Besides providing information about future interest rates, the yield curve should help
forecast inflation and real output production:

> Rising rates are associated with economic booms
> Falling rates are associated with recessions

Junk bonds: Bonds with a rating below BBB; come with a high default risk rate.

ISCEB X STUDIST 19
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FIM THEORY SUMMARY

Chapter 6: Are financial markets efficient

Expectations are crucial in our financial system.© reiuen , tink., inflafion | Lok,
=€EnH

To better understand expectations we analyze the efficient market hypothesis. Itisa

framework to understand what information is useful and what is not.

Rate of return: sum of capital gains plus any cash payments

The EMH sees expectations as an optimal forecast when using all available information.
It predicts that:

R - R
opimad forecagr equibinm o are o e
The hypothesis predicts that all available information are reflected in today's share price in
and efficient market.

=2

Furthermore it assumes that the market is always right.

The idea behind the EMH is that when an unexploited profit opportunity on a security arises,
imvestors rush to buy until the price rises to the point that the returns are normal again.
In an efficient market h -, all I i profit opp will be el |

NOTE: It is crucial to acknowledge that not every investor needs to be aware of the situation, ——
A few suffice to eliminate the unexploited profit opportunities. By doing so, they make a
profit themselves.

MOTE: The EMH holds even if there are uninformed, irrational participants in the market.

Favorable evidence for the EMH:

Pl. Investment analysts and mutual funds do not beat the market: approximately 90% of
mutual funds underperform. Beating the market would only be possible through
insider trading, which is illegal.

Mini-Case: Raj Rajaratnam: investor who ended up in jail due to insider trading

2. Stock prices reflect publicly available information: anticipated announcements do not

affect the price: previously announced information does not bring about changes as

it is already reflected in the price,

3. Stock prices and exchange rates close to random walk are unpredictable: if stock —» Coume A

prices were fully predictable price changes would be near zero and this has never LA - 2
been the case. -
4. Technical analysis does not outperform the market: although there are a few very

good technical analysts, the EMH states that it is useless to set up rules trying to
predict the behavior of stocks.

ISCEB X STUDIST 0
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FIM THEORY SUMMARY

Unfavorable evidence for the EMH:

F 1. Smal-firm effect: small firms tend to have higher share prices than bigger firms; this
is considered an anomaly as it should be harder to find buyers and seller for small
firms due to a higher risk exposure ete. (@ Rt dua ¥o low Lqudd’a o] smadx Jum stocks

2. lanuary effect: tendency of stock prices to have an abnormal positive return in —» wnp gredidnble bobosier.
January due to taxation; investors sell shares in December in order to take capital  dontraditre ERH Sesy
losses on tax return and reduce the tax liability and buy the stocks again when then
new year starts

‘Window-dressing: make your portfolio look better than what it is

3. Warket overreaction: consequence of emotional investing; stock prices may
overreact to news announcements ineslor owtd b‘a uum in Det. 6ed  orok ol (et opper ik

S again Ove Jom. Ran deimn Ahe pite p T bee ollnlnaked —oViolats, ENK

4. Excessive volatility: volatility = fluctuations in the stock prices

5. NWean reversion: stocks with low returns today tend to have higher returns in the
future and vice versa — jndicakis o (redidoble rp‘u:;ua. 4..3._ in *uhn price = skock phas s nob nandiom - welle.

B. MNew info is not always immediately incorporated into stock prices

Slock (Aun da nak inntankonsonsly adysh fo v i 'r'vosa;um some. £ mal.
Implications for investing:

=¥ Be aware of how valuable reports are - A-L-b Keen't.

3 Be skeptical of hot tips +insider informalion is Meyd.

= Remember that the market sometimes is slow to react, meaning that stock prices do
not rise immediately. Stode prices o&b respond Jo msw 2 wntaqucted info-

< Do not ti your own, else’s jud, the EMH is only a
prescription

= Do not try to outguess the market by constantly buying and selling: especially as a
small investor you incur very high commission costs.

A possible strategy is the "buy and hold"” strategy, meaning that it is advised to buy stocks ”IDUa wub% « et gLt
and hold them for longer periods of time. In average this leads to the same returns, but to

higher net profits, considering that the brokerage commissions are reduced,
John Bogle is an investor who followed this strategy and became very successful.

It is also advised, especially for small investors to buy into trackers or mutual funds.

ISCEB X STUDIST 1
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FIM THEORY SUMMARY

Back to the EMH, it states that:
1. Expectations are rational
2. Prices are always correct (rejluct atl infe)
3. Prices reflect the market
Three implications result from these statements:
=» One investment is as good as any other: stock picking is useless
‘-) Prices reflect all information
<> The cost of capital can be determined from security prices
Bubble: situation in which the price of an asset differs from its fundamental market value

Behavioral finance: try to find a human behavior on financial markets
]”M;) ) h(a‘.nba‘a

»
loss anersion”
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FIM THEORY SUMMARY

Chapter 7: Why do Financial Institutions exist

A vibrant economy requires a good financial system that moves funds from savers to
borrowers.

Facts of Financial Structure:
1. Stocks are not the most important source of external financing for businesses,
Bond o popdar in the 03, Bonklonns in Ewge (Tapamn.

2. Issuing marketable debt and equity securities is not the primary way in which
businesses finance their operations.

3. Indirect finance, which involves the activities of financial intermediaries, is many
times more important than direct finance.

4. Financial intermediaries, are the most important source of external funds used to
finance businesses.

5. The financial system is among the most heavily regulated sectors of economy,

G, Only large, well-established corporations have easy access to securities markets to
finance their activities. They Rane. o Lok Q) pealished & wolk - detameated info.
—® wore Wsw h:uud; inwesKers.

7. Collaterzl is a prevalent feature of debt contracts for both households and
businesses® 00l ameks Hhe Lank o b s Kando on in case of fin. Trousle.

8. Debt contracts are typically extremely complicated legal documents.

« Transaction costs:

(Asynens

Transaction costs can hinder the flow of funds to people with productive investment

opportunities. ‘ym&.:f o loan e ik qucher Xhan o

Financial intermediaries make profits by taking advantage of economies of scale and thereby
SEUTion reducing transaction costs. {"P- .

Mb«m—&%

AAUL.LDO«

+ Agency theory: FM baows pere o than Bre banic .
_%ﬁ’

\ns 12,6 Lemons: bad,used cars
The Lemons Problem: How adverse selection influences financial structure

1. If we can't distinguish between good and bad securities, we are willing to pay only
average of good and bad securities’ value

2. Result: Good securities are undervalued and firms won't issue them, bad securities

ISCEB X STUDIST 3
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Asymmetric Information
Problem Tools to Solve It

Adverse selection Private production and sale
of information

Government regulation to increase
information

Financial intermediation
Collateral and net worth

Moral hazard in equity contracts  Production of information: monitoring

(principal-agent problem) Government regulation to increase
information

Financial intermediation

Debt contracts

Moral hazard in debt contracts  Collateral and net worth

Monitoring and enforcement
of restrictive covenants

Financial intermediation
Due Diligence * Ahe stips an oghnitaien
W\AS»:S o Susinen Ggresmenk .
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FIM THEORY SUMMARY

are overvalued so too many issue leading to an inefficient market. xo owsd free-riders (= w whe don

Wse renes
Possible solutions to problems of Adverse selecﬁon can be a private production and sale of
information or g tion ( audits f.eg).

0 makes info nuessite.

_
The Enron Case: proves u..\\l:k;s doesnk
Enron used to be a very successful firm engaged in energy trading. In 2001 however, the firm
entered into severe financial difficulties, but did not report the latter.

Its auditor Arthur Andersen even plead guilty to obstruction of justice charges.

The Enron Case was one of the biggest scandals of the past decades.

Collateral: the most famous form of collateral is mortgage. It's a scenario where the
borrower gives an object as a kind of “security” to the lender, meaning that he does not own
it directly anymore. In case the borrower is not able to repay the loan, the lender can sell the
object.

Moral hazard in equity contracts: The Principal-Agent problem

The principal-agent problem is a conflict in priorities between a person or group and the
representative authorized to act on their behalf.

An example of the Principal-Agent problem is the conflict between Principal
(owner/shareholder) and CEO.

It can result in:
1. Separation of ownership from control
2. Managers acting in own interest

The Principal-Agent problem can be solved by:

1. Production on Information : NorXering

info nugls Yo te chedad »o - SMreruise you
risk Do Lakstedr e wlinnon Wacket . Snast inesten
Nad.!ck‘nhd‘d A‘\%hrm&m\sh do

gul to
é.sru;:-uJ Lsked @mpanies’
3. Financial intermediation

4. Debt contracts \\

MMmmumlms i, e betker.

Fe. venfuse. agiRal = form Pu-hq«. Aol Wnestars provde
L u,.-...?;‘snux businesses Ahal

ln..:. Lalk poFenkal in the Song Fln. Lr.d.axt

Moral hazard in debt contracts:

NOTE that debt will always be subject to moral hazard, as it creates the incentive to take on
very risky projects.
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FIM THEORY SUMMARY

Moral hazard in debt contracts can be solved by:
1. Networth and collateral

2. Monitoring, Enfi of [«

. omomunin So s meny g depancimed,
=» Covenants are feg. Discourage undesirable bel Flavlur, ENCOUrage deswahle behavior,

énrlm kee llateral valuable, provide infor
~B "Wb Jwe wm.\i Lk eon roral. haord Lincted.

3. Financial Im.ermedlaﬂon

Financial repressio

Reasons causing financial repression are:

1. Poor legal systems
Political inskalitity §-e-
2. Weak accounting standards
’)6 J; %deng" wse the 3\:&4 ‘.uaa\.k-sstmdmds
3. Government directs credit
Scake -0umd banks — badl! The gou. then decdes who ybs « uko doesnt,
4. Finacial institutions which have been nationalized "o ‘:: -.m::;;.:;,‘ hiad
Y a3 3, dhe componics that He o Jokes most Wi survive - Rroblumalkic
5. Inadeguate government regulation

Mote that financial repression can lead to a financial crisis. A financial crisis is a major
disruption in financial markets. It results in the inability to channel funds from savers to
productive investment opportunities.

China can be seen as a Counter-example for this. The country has a booming economy,

whereas the financial developments are in its early stages. This is due to the fact, that

people’s savings are very high. To continue its growth, China needs to start allocating capital

more efficiently or it will end up in a crisis. ‘\’Na Leliene. wo \nko wstts , (Gunse Sum
r.%u.ﬂm —°wore frawmd.

Mini-Case: Should we kill all the lawyers
Legal work in financial relationships is mostly about contract enforcement. It is used to

establish and maintain important property rights, without which investment opportunities
would be limited.

ISCEB X STUDIST 5

FIM THEORY SUMMARY

Conflict of interest

It is a type of moral hazard that occurs when a person or | has
and serving one interest is detrimental to the other. Wosno You'h daome. hak ‘s M for 4o

In financial institutions we generally consider 3 types of conflicts:

1. Underwriting and hin k

Investment Banks can research companies and underwrite securities for sale. The lrape w o wmf <
should be unb and [« ing that Underwriters have it SO Xne ans ’ - bl Bl Mt
easier if r h is positive, ifa c acts as both it may lead to a conflict of (obnertdse kuw in e St o el )
interest between the interests of the firm and the public. SeluVion: ne reqort Shoved for !50 Xo oxoid
e
Geg Sme Rgorte Yo wrike o q’a.lsdo) josirie .
It may lead to/§piRning: underpriced equity is allocated to executives who will 0uinsk ENH
p future to the bank, skanpr.u. opes bumam Ihe mf E— D e 5 3 #Js B F““’
2. Auditing and Consulting in Accounting firms: v; PO %o exoMWH
Auditors: check the books of a firm and assess their quality and accuracy: the goal is !ﬁ fn SN nmd.n.(. {e -Fm.n_
an unbiased opinion of the firm’s financial health ‘>‘~$*-n
Consultants: for a fee, help firms with ial, gic and tional decisions

histn Someone Lho
Again, ifa firm¥acts as both, the opinions are clearly not objective, especially when
the consulting fees are high and it leads to a conflict of interest.

3. Credit assessment and Consulting in Rating Agencies:
Rating agencies: assign credit rating to a security issuance of a firm. The ratings are
used to assess the riskiness of a security.

Consultants: for a fee, help firms with ial, gic and | decisions

hirtn whe
Again, T a ﬂrm:acts as both it leads to a conflict of interest, especially if the
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used to assess the riskiness of a security.

Consultants: for a fee, help firms with ial, gic and operational decisions

hstn Who
Again, T a ﬂrm:acts as both it leads to a conflict of interest, especially if the
consulting fees are high.

Remedies against Conflict of interest:

E€XAN

1. Sarbanes-Oxley Act of 2002

=» Establishment of oversight board supervising accounting frims

< Increased SEC's budget SEC = seccilig, « ud\n.\su_ commisSion
=» Limited consulting relationships auditors-firms

=» Enhanced criminal charges for obstruction

> Higher quality of financial statements and boards

$US Ras vy skid registakion fo amwoid anothes “Enmon- ase .
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FIM THEORY

MARY

Chapter 8: Financial Crisis

Financial crises are major disruptions in financial markets characterized by a sharp
decline in asset prices and firm failures.

The basis for understanding of a financial crisis is the study of moral hazard and adverse
selection. There will cliwans Le sk = monat Rolande edmse sthagion i atuigs
Although there are many regulations trying to eliminate both, they are still present,

Sequence of events in a financial crises:
1.

Initiation of Financial Crisis: Deterioration in Financial Institutions’ Balance Sheets,
Asset-Price decline, Increase in uncertainty

. Banking Crisis: Economic activity declines, Banking Crisis, Adverse Selection and
Moral Hazard problems worsen and lending contracts, economic activity declines

. Debt Deflation: unanticipated decline in price level, adverse selection and moral
hazard problems worsen and lending contracts, economic activity declines

A financial crisis can begin in several ways:

Bowks in fooutla
=» Credit boom and bust: due to B t of financial it ion or
innovation, The government safety nets weaken incentives for risk managment,
depositor ignor risk-taking and eventually losses accrue. Deleveraging starts.
real dehake | siothe Kocuble
Asset-price boom and bust: a pricing bubble starts, where asset values exceed their
fundamental value, When the bubble bursts and prices fall, net worth falls as well,
Moral hazard increases, deleveraging starts.

nerease nuncertainty: caused by feg. a stock market crash, the failure of a major
financial institution

Dele

As a consequence of deleveraging, no one is left to evaluate firms. The financial system
loses its primary institutions to address adverse selection and moral hazard.
Furthermaore loans become scarce.

Financial institutions start deteriorating balance sheets and are caused into insolvency. If
severe enough, this can lead to a bank panic and bank run.

The institutions must sell assets quickly, as cash balances fall, further deteriorating their
balance sheets.
This can lead to a sharp decline in prices and debt deflation.
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FIM THEORY SUMMARY

Debt deflation: asset prices fall, but debt levels do not adjust, thereby increasing debt
burdens

CASES:

1. The Great Depression
0 extrome povr
Starting from 1928/29 stock prices doubled in the US until the stock market collapsed by the
end of 1929. A normal recession turned into a disaster, when severe droughts in the
Midwest led to a sharp decline in agricultural production. In the following years many banks
went out of business. Firms with prodctive uses were unable to get financing, credit spreads
and unemployment increased.

Bank panics in the US spread to the rest of the world, decreasing the demand for foreign
goods. Results were a rising discontent which led to the rise of fascism and WWiI.

2. The Global Financial Crisis of 2007-2009

Financial innovation in mortgage markets:

?—h.*ﬁ e
->less-than-credit worthy borrowers found the ability to purchase homes through
subprime lending
prime lending: mortgage likely to get into into trouble
"Sm\‘. er. o)
Agency problems in mortgage markets:

-=banks didn’t care if customers got into trouble: Mortgage originators did not hold the
actual mortgage, but sold the note in the secondary market,

The role of asymmetric information in the credit rating process:

-»agencies didn't wanna lose clients
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actual mortgage, but sold the note in the secondary market,
* The role of asymmetric information in the credit rating process:

-»agencies didn't wanna lose clients
->debt design was not addressable for rating system, which resulted in meaningless
ratings which investors relied on
N Hin . Prodaichs Which ¥ ARS 0XAnp
CDO: Coll; lized Debt Obli bad lending taken out of BS of the bank and sold to an
5PV “repodhoped Lomns
In a CDO securities/tranches are created based on default priorities, whereas the highest
rated tranches suffer defaults last.
The tranches are divided into:

. Super senior: highest ranked

Seniar

- Mezzanine 2 Lke o hond uidh eutva cefien 1) Hhe o doe etk

- Equity  worBlum, yon ondy ok €1 100 ) et oy Sadh wlk Hheir Kowns.

Bwa e

Note that in real life it is often difficult to determine what a cash flow is worth.
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FIM THEORY SUMM.

SPV (special purpose vehicle): created to buy assets, create securities from those assets
and sell those to investors -> company with special purpose; a kind of financial intermediary
between investors and financial intermediary.

Many suffered during the financial crisis of 2007-2009, We specifically consider:

1. US residential housing: the underwriting standard fell, people were buying houses
they could not afford. The lending standards allowed for nearly 100% financing, so
owners had little to lose by defaulting when the housing bubble burst.

Note: some experts argue that the low interest rates from 2003 to 2006 further
fueled the housing bubble —0 Cenrras.

2. Fis balance sheet: banks and other Fl saw the value of their assets fall and the
deleveraging process began. Banks started selling their assets and restrict the credit.
A further fall in the stock market and rise in credit spread weakened the BS, finally
causing a contraction,

3. Shadow banking system:

Shadow bank: company with often a hedge or money market fund that provides
loans

4. Global financial markets
5. Failure of major financial firms

Sep 2007: Northern Rock: a bank relying on other Fis for funding, which was
therefore left without funding | Ltre nomd by Fh gav.

Mar 2008: Bear Sterns: failed and was sold to JP Morgan

Sep 2008: Freddie Mac and Fannie May: both were semi US-government
organizations which were listed on the NYSE

Sep 2008: Lehman Brothers: filed for bankrupcty. This event took all the confidence
in the Markets away. -U\l-o et Nand .

Sep 2008: Merrill Lynch: sold to Bank of America

Sep 2008: AIG: liquidity crisis

The Financial Crisis of 2007 caused the worst economic contraction since WW2.
It peaked in 2008, Eventually in March 2009, a bull market started, having the credit
spreads fall and stock prices rising again.

3%3;.) BE Laek nuded ko Se nomed sawdl.
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FIM THEORY SUMMARY

3. The European Sovereign Debt Crisis: The Eurocrisis

Up until 2007, all countries that had adopted the euro found their interest rates
converging to very low levels.

At the same time, many countries were hit very hard, due to:
- Lower tax revenue from economic contraction
= High outlays for FI bailouts

= Fear of default causing rates to surge
(0 thuy ied wdonr ko -l

Greece was the first domino to fall. It was heavily affected by fraud in previous e 4"’2! in oder
governments. As soon as the real numbers were published, the interest rates and the debt
started rising due to fear of default. The country needed to be saved by the IMF, the EU, and
the ECB. Yet unemployment rates climbed and the country was left with huge bailouts to

deal with. o vy feused on bunking macker

Other countries, such as Ireland, Portugal, Spain, and Italy followed putting doubts on the
survival of the EURO project.

LoPim;c.Mii:t.mma,w i T
Krask T
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Chapter 9: ¢ _ral Banks
The. ‘or  aCentral Ba.  ffect:
> ‘rest rates
The  vount of credit
< Andt  1oney supr

All these actions  sctly  pact the financial,  “ets, bur o the aggregate o ad
inflation.

Federal Reserve: ¢ | Bank of the US
Federal Open ket C. wittee (FOMC): meetr dtakes  ‘sions about  en Market
operations, . interest s, tightens monetr  policiesore s them

Easeor’ .en?
Deper .0t

The Economy: period of, vtk recession?
2 Inflation: too high or too lov
-entral banker: Hawk or dove:

A [monetary) hawk: someone .0 advoc. keepinginfl  unlowasthetoppr  yin
monetary policy

A (monetary) dove: som e who pays more.  ntic s other aspects of ! :conon
such as low unemployr ¢

Central banks  inly deal with 3 researchd  ment.
1. Green) & detailed national forece  srthenext= s

2. Blue k:projections of the mor  ry aggregates witi e alternative scenarios
for  etary policy decisions

3. P :book:state of the econ ,in each of the Fer  tricy is distributed
Aicly.
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FIM THEORY SUMMARY

Paul  ker:i  ortant Fed chair, . wass  tofight inflatic . “alme 0%

Volcker ry “oses to restrict specul” ~d prop positions in € ' Banks.
Accordir aWo cereedisoftenar  Lefo. “ble, whichmay  dtw cis.

Crop  sition: workers snkw' _aninvestthem  vof  .cral Bankson. Snanc
A5

dena. “tionontheir sen.  ~ofcentralbar  rise..  “ankisindeper at. ot

depends o, “heoount uthoughro  ~chhasp  :nthatino.  ~dentcer  .banksi.
to lower inflati.

The European Ce ..

<» Basec’ -rankfurt,co.  vring  .Germanyis. ~f°  .argest Europe
eco  aies.

= assetupaftertheint  ache  “thedigital  oin 19

= Itisindependent
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FIM THEORY SUMMARY

Chapter 10: Monetary Policy
Goal (CentralB~ .

1. Pricer  lity
2. C :ncystabi”

aterestr stabilit
w v tability
57 A ‘egrov

Low une ‘ment
7. St7°  .yofthe\. .al markets
8  unfidence

4. Lends _astresort

WF  .oes. " _.acesheetof Central *s look like?
. JSETS:ge .me,  curities, diss . loans

LIAB"  _S:currency in ¢ un

<, SRepurchas” eement:

A repurar. <greement’  openmarh. > on. ltincludesCr o kse ting

opport” s ank Jorrow money. P asofaRepoa” .mercia can
borr  .noney fr. ntral bankson?  aar.

Quantitativ. ~ Ling:

Quar  .weeasingont  .ner Yisanoncr  ational n. y policy tool  tral

B> ‘create” mons  _cbyusingn  “bur , buyingalot | cnment’ usfrom
_ financial mar’

Cen’  sanks should also prever . bubblesthatc o ~se  (hiscansometn. ‘e

o 4 orineffective.
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FIM THEORY SUMMARY

Chapter 11: The Stock Market  CHAPTER 13 in notes
Stocks:

1. Represent ownership in a firm

2. Earnareturn

Note that a return on stocks is earned in two ways:

- As the price of the stock rises over time

- When dividendes are paid to the stockholder (not done by every company) wm;n:) shrr.r.\‘u.

toso £ pogog

Dividends: part of the profit of a company

3. Stockholders have claim on all assets
4. Holders of stocks have the right to vote for directors and on certain issues
. Two types:

Common stock: with right to vote and to receive dividends

Sreferred stock: no right to vote, but receive a fixed dividend
Jeormmu Comman skock aYur o

How stocks are sold:
Stocks are traded on organized exchanges. Such as: 3 W%n:wzcd (! {\ams

- o

- New York Stock Exchange
S Buront - ECNS —aligronic ommmriation
< ket i ~ orqanus exdanges §-e. NS
- LSE london skoue ww
- BAX indwx
The word organized is used to imply a specific trading location. In recent times computer
systems (ECNs) have replaced this idea.
Electonic communication networks (ECNs): %bﬁﬁ-ﬁ, Jredidonal o € N

allow brokers and traders to deal without the need of a middleman, thereby providing

i y, cost reduction, faster tion, and after-hours trading.
ol O*‘\thﬁ. Shach
e Qe o lak herc
Keom Tois o compatition BN
ISCEB X STUDIST ELY

SRowe, das"r&,ow
bond = Srodioe dubk
M: Xrads Qi _lq\u‘vro

X warle
EN's
-J:ne«:'\a.m.ua
Tk reduhion
ad g - 23;.&,— weuminon
- o&&u—ka«s W.U (however ix's l..‘asr.nn.d)
Cons

- ondy Lorke itk kg @mounks

csd.akm [ VT mwnmpu".nd.tph,f.dakd
EN's ot ompling dor voleme —» cenjwsing
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FIM THEORY SUMMARY

Listing requirements generally exclude small firms due to tough regulations and high costs. — 0"-‘3 hugm Snns ?} € o Freded on EN's

On the other hand, stocks can also be traded in Over-the-counter markets, The best example
for such a market is NASDAQ,

In such markets, dealers stand ready to make a market, meaning that multiple dealers set
bids and ask prices.
Thinly-traded-securities, are generally traded on such platforms.

Exchange Traded Funds (ETF): f~L. Sa P S0

not alt
d M Recent|innovation to help keep transaction costs down while offering diversification. Jdndax ’F“"A = Xora

modr ETF's are Xnoudears

V#-'lmhpn r'd
'S Unkas~  Stocks are valued by determining the cash flow and discounting them to the present.
4 different methods can be used to facilitate the process: Xnadik onad ,{’\md vs ETF
3 13
1. One-period valuation model: expected dividend and price over the next year Koo oo kaa» an Inads almat Lime
' 5 N0S

Quring P &“ﬂ' ¥ lransaction,
2. Generalized dividend valuation model: most general model, but the infinite sum “3 fo
may not converge

3. Gordon growth model: similar to the One-period valuation model but we assume
that the dividend grows at a constant rate, g
PE = pro- Lorning> nakio
4. Price Earnings Valuation model: analysis of how much the market is willing to pay for
1 dollar of earnings from the firms

All these models provide very useful information, but they encounter problems: errors (A volamasig
- With estimating growth

Lesaunn lan anabysk @taland o halle deopl rise. inthe ;
AW ooy . prose lrie in bh, dotm'r nesn wml’ -
= With etimaning T e wal Namdee Kha compang i) praidic — o alivays ceialic , am s | mmiokc
blad swans

) 4 .
= With forecasting dividends Slad meane’ = 1 ‘ .
Ve hond o predack Lhay in i A wanory (}a. war)
In general, prices are set in competitive markets.

The price is set by the buyer who is willing to pay the mast, as he is considered the one who
can make the best use of an asset.

Case: The 2007-2009 Financial Crisis and the stock market: Gh J n

the aedis wisis v ZWorlwy :Jmn.?.ofa Jnsahoc thnm.-l'o
The financial crisis of 2007-200% was the start of one of the worst bear markets. It lowered . .
the growth factor, g in the Gordon Growth model, thereby driving down stock prices. urote Mn:*-gﬁ QA q\ﬂ"‘«"‘“ [\""""";""'\

Furthermaore, the high uncertainty further weakened the prices.
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FIM THEORY SUMMARY

Case: 9/11 and Enron
Onade requiation impoc

Again, both events had a negative impact on the stock prices.

Stock market Indexes:

The latter are often used to monitor the behavior of a group of stocks.

The most famous indexes include the Dow Jones Industrial average, the S&P 500 and the

Nasdaq composite.

Buying Foreign Stocks

Buying foreign stocks is useful from a diversification point of view.

American depository receipts (ADR):

ADRs allow foreign firms to trade on US exchanges, facilitating their purchases, US banks buy

foreign shares and issue receipts against these in US markets. Yo~ don ¥ u.rnuo by o Rone e

v

#Ywtetadainon o) She share
Regulation:
The SEC (security and exchange commission) plays a primary role in regulating the financial
markets. The primary mission is to protect i and maintain the integrity of security
markets.

Divisions of the SEC:

1. W responsible for collecting, reviewing and making
ilable al the documents

2 —: establishes and maintains rules for efficient markets 3 . Eloy

management industry

a. W; investigates violations of the rules and regulations
establis! v other divisions %@} Ateiom Jins

ISCEB X STUDIST 37
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FIM THEORY SUMMARY

Chapter 12: Bonds
Capital Market:

Maturity greater than one year, typically used for long-term financing or investments
Participants:
Purchaser: You and Me
Issuers: federal and local governmetns: debt issuer
Corporations: equity and debt issuers

Trading:
1. Primary market for initial sale
howe. Jan isstned, o Ramm't reived € yor.
2. Secondary market:
Sttlemenr daie

- Owver-the-counter (bonds)
‘mxna;g cooms in bedks.
- Organized exchanges (stocks)

Types:

Bonds are securities that represent debt owed by the issuer to the investor, and typically
have specified payments on specific dates.

1. Treasury Notes: the US Treasury issues notes and bonds to finance its operations

= Treasury Bill: less than 1 year
- Treasury Note: 1 to 10 years
- Treasury Bond: 10 to 30 years

Treasury Bonds have no default risk, since the Treasury can print money to payoff the debt.
Furthermore, they have very low interest rates which are often referred to as “risk-free
rates"”. (10, [y -d..v \;ri«r wort £ 2 Lupy risk.

Treasury Inflation-Indexed Securities: principal amount i; tied to the current rate of inflation ——
to protect investor purchasing power he cafo these “TIPS” Bk bt e Olowk

p investor purchasing p Lo e o gt
Treasury STRIPS: coupon and principal payments are “stripped” from a T-bond and sold as —
individual zero-coupon bonds

Agency debt:

Jo Ry paer paopte woth mortgag Ghna FANA
Bonds issued by government-sponsored entities, such as Ginny May or Fannie May.
This entities suffered a hard draw-back durin the crisis of 2007-2009. \
[N W
38
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Powe = cross-default clause. Up s xadity Yor wiak u).u...... « Caurnor do,

I 3:1 Conversion:

FIM THEORY

2. Municipal Bonds: issued by local, county, and state governments and used to finance —9 (g
public interest projects 2

ax-free municipal interest rate = taxable interest rate * (1-Marginal tax rate)

Two types:
- General obligation bonds: f.eg. Build a bridge

- Revenue bonds: linked to a specific project , {:u-\u‘..a MN#\'G x-ax's Yo \.-\-3 raen
Municipal bonds are not default-free.

3. Corporate Bonds: typically with a face value of 1000 dollars, pay interest semi-
annually in the US and annually in Europe

Corporate bonds can not be redeemed anytime the issuer wishes, unless a specific clause

exists (call option).

The degree of risk varies with each bond. As a

varies. = Suhkordinaks sonds
LN G W

Restrictive Covenants:

e also the required interest rate

on the Yot (opored xo dhe o sy N
A8 on Lhe risic Qe ¥

Restrictive covenants describe things that a company may or may not do. They are used to
mitigate conflicts with shareholder interests and may limit dividends. Usually they include a

Condiliens ok 4o for prov
Jf 4o~ breacn Mk«?):w Y

.The process of converting bonds into shares.
Note that not all debt can be converted into equity.

Secured bonds: mortgage bonds
Some kind of guarantee is given to bondholders.
ooking-rate =
Unsecured bonds: debentures, subordma(ed deben!ures, variable“rate bonds (no fixed
interest rate) E ompamy ’,._ ,_1,‘.
You're Khe Lack Jo recive 4.
Junk bonds: debt that is rated below BBB, issued by companies likely to go bankrupt

Financial guarantees for bonds:

Some debt issuers purchase financial guarantees to lower the risk of their debt, The
guarantee provides for timely payment of interest and principal and are often backed up by
large insurance companies.

Credit Default Swap: insurance that you get your money back in case of default of the issuer

cos ‘;Mgolﬁu.(,os:tm.d;h Spread.
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FIM THEORY SUMMARY

Bond Yield calculations:
Cash flows are identified and discounted to the present.
Coupon interest rate:
The stated annual interest rate on the bond; usually fixed for the life of a bond
Current yield:
The coupon interest payment divided by the current market price of the bond
Face amount:
The maturity value of the bond.
PO
The contract that accompanies a bond and specifies the terms of the loan agreement
Market rate:
The interest rate currently in effect in the market for securities of like risk and maturity
Maturity:

The number of years or periods until the bond matures and the holder is paid for the face
amount

Par value:
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The number of years or periods until the bond matures and the holder is paid for the face
amount

Par value:
The same as face amount
Yield to maturity:

The yield an investor will earn if the bond is purchased at the current market price and held
until maturity

Investing:

- Bonds are typically less risky than equity, even though they still include a price risk
and interest rate risk
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