FINANCE 6350
FINANCIAL INNOVATIONS

Spring 2009
T 6.55 pm – 9.35 pm, Location NC 1325
Instructor: 
Dr. Marcelle Arak 
E‑mail:   marcelle.arak@uc.denver.edu
Office:      
Room 289, 1250 14th Street                                         Office Hours: 
Tuesday 5:30-6:30 pm



Phone:      
(303) 556-5889                                                                                       and by appointment
Fax:          
(303) 556-5899


E-mail:
marcelle.arak@ucdenver.edu

OBJECTIVES

This course analyzes the structures of fixed‑income instruments. It might be called financial engineering and “reverse-engineering”. ("Engineering" in finance involves using mathematics and diagrams to "construct" new financial instruments.)

We analyze some of the earlier innovations including TIPS, zeroes, interest rate swaps, structured notes, and mortgage derivatives.(e.g.: CMO’s)  We also examine two of the newer instruments that have played a big role in the financial crisis of 2007-09:  credit default swaps and collateralized debt obligations (CDO’s)  

The student should gain an ability to look at any new financial instrument and figure out its value and its risk characteristics.
ATTENDANCE

This class is conducted as a seminar and participation is important(and will influence your grade).   It is compulsory that all students attend April 28, 2009 when we will be doing student presentations. Missing that class will mean a drop of a full letter grade.  
REQUIRED BACKGROUND

You must have FNCE 6300 and FNCE 6390 before you take this course.  And, you must have current knowledge of the material in those courses. If you are rusty in your finance or math knowledge, postpone this course until you can brush up.

REQUIRED MATERIALS

1. Bond Markets, Analysis & Strategy 6th Edition by Frank Fabozzi, 

ISBN 0-13-198643-0, (Denoted as FF below)



2. A Readings Packet available at the Book Center. (Denoted as RP below)

3. The Financial Times or The Wall Street Journal.

4. A calculator that does bond math such as the HP 12C or HP 17B.

OPTIONAL MATERIALS

1. Big Bets Gone Bad by Philippe Jorion. Academic Press, 1995.

ISBN 0-12-390360-2, (Referred to as PJ below). This is highly recommended based on previous students’ comments. 

CONDUCT OF THE COURSE

This course is run as a seminar and requires your active participation in class.  That includes:
a. Doing the reading and studying the lecture material prior to each Tuesday evening.

b. Doing weekly homework on time.  (I supply answers Tuesday at 7 PM so homework submitted after that cannot be counted.)

c. Attending class and participating in discussions.

WORK REQUIREMENTS
· Weekly homework

· Participation in discussions

· 2 exams.  

· A group project to analyze a particular financial innovation (detailed on pg 5 of syllabus)
GROUP PROJECT 

It is important that all people contribute a fair share to the group project.  I will grade people based on their contribution and heavily penalize anyone who does not do their fair share.   You can elect to do an individual project if you believe that your schedule will not enable you to participate in the group project meetings.

The group project will require some in-person meetings.   At the end of some of the later classes, I will allow some time for those group meetings.  
GRADES
Your grade will be based on the following:

· Exams (35% each),

· Project (20%)

· Participation (10%).

COURSE OUTLINE

1. Introduction to fixed income securities and recent innovations:

a. What is a fixed income security? 

b. What motivates innovations?
Some innovations improve the working of the economy; other innovations are designed to get around regulations and serve no economic purpose
READING:     

FF   Chapter 1

RP   Corporate Securities Innovation

2. Yields and prices of fixed income instruments 

a. Yields relationships

b. Duration and Immunization

c. Volatility of fixed income instruments

READING:    

FF Chapters 2-5

RP “But just how risky are bonds for you?”

3.   Zeros

READING:

FF   Chapter 6 (p.146-147) 

4. Inflation indexed securities

READING:      

BB “TIPS Shine"

RP  Inflation-Indexed Debt Markets
 5. Corporate bonds

READING: 

FF   Chapter 7, Page 155-167
a. Asset‑backed debt instruments
What purpose do they serve?  Are there problems with the common structure that contributed to the financial meltdown in 2007-09

READING:      

FF   Chapter 14

RP   “Asset Securitization: Economic Effects and Accounting Issues”

BB   "Credit‑Card‑Backed Securities," by Moody's
RP   WSJ articles on Asset‑ Backed Issues
b.     Junk bonds

READING:

FF     Chapter 7, Page 167-173

BB   “Livingston”,” Din of Defaults" NYT

BB   "Spread between Junk Bonds and 10-year US Treasuries"
c.
Credit Derivatives

Are there problems with the current structure?  Are they an insurance product which 
should be regulated differently?  How much of the financial meltdown is due to the 
structure of these instruments? To the over-the-counter nature of these instruments?  
READING:       

FF Chapter 29 pages 719-723

RP   "Brandon Fernandez” Financial Innovation and Risk Management” 
     

An Intro to credit derivatives The New Wave in Risk Management,"
d.     Bonds with options attached
READING: 

FF   Chapter 17

6. Floating rate notes

READING: 

RP   "The Pricing and Duration of Floating Rate Bonds," by Yawitz

7. Interest Rates, Swaps and Their Uses

a. Mechanics 

b. Traditional Uses                    

READING:        

FF   Chapter 28

BB   Article Ch14 “Derivatives”
c.    New Uses


I. Index amortizing rate swaps

READING:

BB   "Index Amortizing Rate Swaps" 

II. Equity swaps


Should corporate officers be prohibited from doing equity swaps? Should they be treated 
just like stock sales which need to be reported to the SEC and made available to the 
public?
READING:

RP   "Executive Equity Swaps and Corporate Insider Holdings"

III. Structured Notes



Are structured notes simply a way of getting around rules which govern the asset holdings?  


    Should they be prohibited?  Is there a way to write better regulations which are not so easily 


     sidestepped?
READING:        

FF Chapter 7 (p. 162-163)

PJ Chapter 6
d.   Misc. SWAP related issues (Accounting, problem cases)
READING:

BB “Summary of FAS 133” 

PJ Chapters 10, 16

8. The mortgage market

                       a.    Mortgages and mortgages passthroughs
I. What they are

II. Figuring cash flows without prepayment/with prepayment

III. How to figure yields: cash flow yield

IV. Prepayment rates

V. Option adjusted yields

READING:        

FF   Chapter 10, 11 

b. 
Collateralized Mortgage Obligations

I. Standard structure

II. Variations on CMOs

READING:        

FF   Chapter 12, Page 273-298

RP   "Seized Insurer's Woes reflect perils of CMOs"

c. Stripped MBS (IOs and POs)

READING: 

FF   Chapter 12, Page 298-300    

GROUP PROJECT FNCE 6350 
Due:  April 28, 2009
Select some innovative fixed income instrument (you can look at tombstones in the FT or WSJ to get some ideas) Please show me your proposed financial instrument by March 10.  (If the bond market remains frozen,  I will give out topics from the recent past, prior to the financial debacle.)

a. Why do you think it was invented? Was it attractive to issuers for some reason? Or to investors? What type of issuer/investor would find it most attractive?

b. How does the price on this instrument respond to changes in market interest rates? Is it more or less responsive than a typical plain vanilla bond?

c. Comment on the credit risk and liquidity risk on this instrument compared to standard instruments.

Planned Schedule for Finance 6350 – fall 2009

	January
	20
	Intro to innovations
	 
	 
	 
	 
	 
	 

	
	
	Prices and yields
	 
	 
	 
	 
	 
	 

	
	27
	Duration, Volatility and Immunization
	 
	 
	 
	 

	
	
	Zeros
	
	
	
	
	
	
	 

	February
	3
	Inflation protected securities
	 
	 
	 
	 
	 

	
	
	Asset backed securities
	 
	 
	 
	 
	 

	
	10
	Bonds with Options
	 
	 
	 
	 
	 
	 

	
	
	Junk bonds
	
	
	
	
	
	 

	
	17
	Credit derivatives
	 
	 
	 
	 
	 
	 

	
	
	Floating rate notes
	 
	 
	 
	 
	 
	 

	
	24
	Catch up
	 
	 
	 
	 
	 
	 
	 

	
	
	Review
	 
	 
	 
	 
	 
	 
	 

	March
	3
	Exam 1  
	 
	 
	 
	 
	 
	 
	 

	
	10
	SWAPs: Intro - Interest rate swaps
	 
	 
	 
	 

	
	
	SWAPs: New Variations/ Group project proposals submitted for approval

	
	17
	SWAPs: Cancellation Fees, Credit Exposure and Capital Requirements
	 

	
	
	SWAPs: Currency SWAPs
	
	
	
	
	 

	
	23-27
	Fall Break (no classes)
	 
	 
	 
	 
	 

	
	31
	Misc. SWAP related issues: accounting for Swaps (FAS 133);
	 
	 

	
	
	Swap problem cases 
	 
	 
	 
	 

	
	7
	Mortgages and mortgage passthroughs
	
	
	
	 

	
	
	Prepayment Rates
	 
	 
	 
	 
	 
	 

	April
	14
	Option adjusted Yields and Spreads
	 
	 
	 
	 

	
	
	CMOs
	 
	 
	 
	 
	 
	 
	 

	
	21
	Variations on CMOs
	
	
	
	
	 

	
	
	Stripped MBS (Review, if time permits)
	 
	 
	 
	 

	
	28
	Group Presentations (Group Projects Due)
	 
	 
	 

	
	
	Review
	 
	 
	 
	 
	 
	 
	 

	May
	5
	Exam 2 
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