Fin 390.1
Financial Markets and Institutions
Fall, 2010
					

PROFESSOR:           Lewis J. Spellman	       	            			
OFFICE:                    CBA 6.304A			  		
PHONE:                    327-3606 or 471-5875			
E-mail		           Lewis.Spellman@McCombs.utexas.edu                    
OFFICE HOURS:     Tu-Th 5 pm or call in the morning 
TAs		          To be posted on Blackboard
Postings of notices, course information, and course documents will be on Blackboard (www.courses.utexas.edu). Analysis and videos pertaining to the subject matter of the course will be posted on www.TheSpellmanReport.com
Course Prereqisites:   As detailed by the Finance Department

OBJECTIVES OF THE COURSE

	The course presents an overview of how macroeconomic factors influence financial market pricing in debt, equity, and foreign exchange markets.  A framework is developed to understand the expectations that financial markets price.  These top-down considerations are inputs to asset allocation decisions between debt and equity, among fixed income products, the currency and country of choice, the choice of commodities vs. financial assets, etc. The objective of the course is for you to gain an understanding of how to interpret and analyze the economic and financial environment in order to make informed investment allocations. This is the view point of the investment strategist.


COURSE  ROUTINE

	The course will be conducted in a manner that encourages class participation consistent with the objectives of the course, the time available, and the number of students in the class.  The instructor will normally devote a portion of each class period to the discussion of selected current financial events if they pertain to the subject matter of the course.  It is expected that students maintain a current awareness of financial news and economic conditions.  Students are encouraged to involve themselves in the discussion.  Because so much of the course content develops from current events there is no substitute for class attendance though attendance is not mandatory.  Materials discussed in class have a high weight on the exams so that if you do not believe you will attend regularly it will be difficult to attain a high grade.


COURSE REVISIONS

	Financial Markets and Institutions attempts to integrate current economic and financial market developments into the course so that these developments can be understood in the larger context of economic-financial interactions presented in the course material.   This requires not only an awareness of current events but also the adaptive ability to address these issues when they arise.  We do this by updating current market issues as they arise which occurs in most class sessions. There are no textbooks that cover this material so attendance is extremely important and anticipate that the course outline will be revised as events occur. Hence subjects discussed in class and materials distributed in class have a high weight on the exams.

SCHEDULING ISSUES 

There will be a special Sunday evening presentation in GSB 2.124 on 
September 12th  from 7 to 10 pm in order to cover important background material needed for the mid-term.  There will be a review for the mid-term and final from 7 to 10 pm on Sunday October 17th  and on Monday Dec 6th also in GSB 2.124. The mid-term is Tuesday October 19 from 6:30 to 9 pm in GSB 3.130.  Classes will resume on Thursday October 28th.  The final exam will be at the UT arranged final exam date unless otherwise requested and granted.  Note there is no class on Tuesday November 23th.


PERFORMANCE EVALUATION

	A high academic standard will be maintained with respect to grading standards.  Semester grades will be determined using the following relative weights: 40% mid-term, and 60% comprehensive final.  
	Grades will be assigned based on the final distribution of grades with grades assigned to each mode of the distribution.  The class GPA will conform with MBA standards. Closed book essay is the typical exam format.  Subjects discussed in class will be emphasized on exams.  Attendance is not required but STRONGLY recommended.
	There will be an interest rate/bond price exercise that must be handed in for credit.  Failure to turn in the interest rate exercise will reduce the final computed grade by 5 points.  


COURSE MATERIALS

1. Subscriptions:  
Each student is expected to subscribe to the Wall Street Journal for the duration of the course..  This number should be called for any administrative purpose (stop paper for vacation, change address, failure to deliver, etc.).   The Wall Street Journal subscription is obtained at http://subscribe.wsj.com/semester for $19.95 for the semester.  You will need your UD ID and UT zip code which is 78712 or call at 800.568-7625.  Please indicate my name as instructor (Lewis Spellman) in order to be able to receive additional educational items from Dow Jones.  Students are expected to watch on a regular basis Kudlow and Co. at 6 PM on CNBC or anything equivalent.
2,     Materials for this class are available in hard copy at Speedway in Dobie Mall.   
3.   Blackboard 
4. www.LewSpellman.com will contain information relevant to the course.


Course Outline

	Purpose of the Course
The purpose of the course is to establish the macroeconomic linkages from both domestic and global forces to financial market pricing of high and low quality debt, sovereign debt, equities, currencies, commodities and foreign assets. This is typically the domain of the financial strategist who recommends a portfolio allocation among these asset classes with the objective of maximizing total returns in any contemplated economic-financial environment.  Changes in market pricing and hence total returns to these asset classes relate to the expectation of economic growth, inflation or deflation, costs and profit margins, global capital flows, policy interventions, financial regulation, the level of competition and many other endogenous and exogenous factors.  This semester we will examine these issues in the context of the recent financial market/institution meltdown and rescue and examine the prospects for economic recovery in the context of evolving structural change in the economy, government financing needs, banking and financial markets. Class procedure will be to cover these topics as per the below outline but each class session include discussion of current market and policy events as it applies to changes in expectations and the financial/economic outcome.

Suggested Background
Past alumni lectures available on TheSpellmanReport.com  
Any money and banking textbook for background. The best perhaps is Mishkin, The Economics of Money, Banking and Financial Markets, Addison-Wesley, 9th Edition, 2009\
Subscribe to the Wall Street Journal for the semester and obtain The Financial Times which are distributed within McCombs 

Week 1
1. Introduction and overview of course content and course procedures

Week 2 a
Current Events
1. The Top Down Economic and Policy Influences on Financial Market Pricing

1. Cyclical 
1. Secular
1. Noise

Readings:
Macro Investing Point of View
Current Macro Economic Assessment
 

Weeks 2b and 3a and b
Current Events
1.  Status Report On the Economic and Financial Markets: The Current Obsessions of the Market Place
2. Economic Prospects:  recovery, a “double-dip” or long term stagnation
2. Other developed and developing country recoveries: has decoupling occurred?
2. Banking system insolvency
2. Sovereign risk pricing and implications for capital flows, bank solvency and financial prices 
2. Greece and the PIIGS and short run saving of Euro Sovereign risk
2. Questioned efficacy of monetary and fiscal policy
2. Fed contemplating additional “stimulus”
2. Fiscal Policy: Expansionary or Deficit Reducing (Austerity) which is preferable?
2. Does the Fed have Negative Net Worth
2. Can the government finance it deficits and carry the debt service cost?
2. Are financial markets again headed to a bubble financed by the carry trade?
2. Is Inflation or Deflation Ahead:  A debate in the markets and at the Fed
2. The US Dollar and it’s competitiveness as the reserve currency
2. Regulatory backlash and effects
 Reading
Recent Financial Market Movements
Expectations 
Is Policy the Solution or the Problem?


Week 4
Special Sunday Night Session
7 to 10 in CBA 2.124
September 12 

1. The Basic Central Bank-Market Relationships 
3. Market pricing in the bond markets
3. Rates, yields and total return terminology
3. Central bank policy tools: printing money vs. setting discount rates
3. Traditional central bank methods to add to bank cash reserves to change yields and influence economic activity
3. Fed balance sheet tells a lot
3. How commercial banks respond to central bank liquidity injections
3. Monetary policy when in a liquidity trap: direct financial market intervention called Quantitative Easing 
3.  Helicopter money
3. Central bank policy objectives under normal cyclical times
3. Containing a credit crises
3. Banks extreme demand for liquidity and lack of capital during the meltdown
3. Multiple Fed goals of private credit, government credit, containing spending and inflation, asset bubbles, bank solvency, systemic risk manager and bank and consumer regulation
3. The Repo Market: The new channel of money reaching and moving the market
3. The many forms of Fed “Exit” and implications


Readings
Money and Banking Text (suggested) Chapter 14 and 15
Interest Rate Mechanics
Money and Banking today
Fed Exit Strategies
Monetary Policy (as opposed to saving the banks)
Direct Market Intervention and Helicopter Money
Money and Banking today


Week 5a
Current Events
1. Underlying Long Term Influences:  
4. Global Imbalances of the Developed and Developing World 
4. Globalism: The opening of trade and capital flows and implications for
1. Capital flows
1. Trade
1. savings
4. Developing world is now 40% of world GDP and generates its own capital that  both the developing and the developed world lives off
4. Government debt obligations and the banking system
4. Consumer spending in the EM world replacing the US spender as a driver of global GDP growth

Reading:
Global Imbalances between the developed and developing world
Financial Crises As it Morphs into 2010
Is Policy the solution or the next problem
Market expectations


Week 5b and Week 6a
Current Events
1. Background of Asset Bubble (2003-7) and Systemic Meltdown (2007-09)
5. The sources that fed the asset price bubble of 2003-2007
5. How the securitizations were put together
5.  Other key contributors to the crisis: 
2. Rating agencies
2.  Loosening of credit standards/mortgage origination, 
2. SEC allows increased leverage for I banks (2004)
2. How commercial banks leveraged up and hide assets from regulators and stockholders 
2. Non-Insurance Insurance (Credit Default Swaps-2000)
2. The Carry Trade
5. The dynamics of a systemic financial market collapse
5. How an asset price collapse takes down financial institutions and the economy
5. The credit crisis and bankruptcy pricing after the collapse
5. How a financial run takes down the banks and then the economy
5. How far did the economy contract and subsequently grow
5. In the run there is a the “flight to quality asset”
5. Risky spreads measured against the Treasury yield

Week 6b and 7a
Current Events
1. Attempts to rescue the financial markets, financial institutions and the economy in a debt-deflation
6. What to save? The homeowner, asset prices, the institutions or the economy?
6. The attempts to bolster financial prices and institutions by the Fed and Treasury
6. Resurrecting banks and lending:  
2. Fictitious accounting
2. Government capital 
2. Stimulus for private re-capitalization
2. New charters 
6. Fiscal and monetary policy extremes in the recovery
6. Why extreme fiscal and monetary policy did not rescue the economy
4. The new economics of the government spending multiplier and the money supply multiplier in a debt deflation
6. Side Effects or unintended consequences
5. Inflation vs. deflation
5. Capital outflow vulnerability a la Europe
5. Increase in the debt to income ratio (debt satiation)
5. Banks shift to financing the government (not the private sector)
6. The new channels of monetary policy through the Repo market rather than through the commercial banks: The Carry Trade
6. Implications of Carry Trade
6. Vulnerability of Carry Trade
6. Financial market pricing bounce back of risk assets in 2009 in both the developed and developing world

Reading
Overview of Financial Crisis

Week 7b and 8a and 8b
Current Events
1. Current Obstacles to economic growth: 
0. Consumer debt load requires de-leveraging and less spending
0. The Debt Satiation Economy
0. Demographics favors saving
0. Demographics and labor costs
0. Banks with questionable capital are shrinking loan portfolios 
0. Housing and commercial property over-supply
0. Excess foreign labor, wage differentials and the US trade deficit
0. Near deflation if it occurs it adds to the real burden of past debts
0. US is a net debtor  nation which drains the income stream to service debt held by foreigners
0. Questions surrounding the Dollar as the global reserve currency and alternative candidates
0. Questions regarding Treasury sovereign risk runs capital off
0. The inherent conflict: Strong Dollar for reserve currency status or weak dollar to reduced trade deficit
0. Other developed countries are not growing and buying more of our products

Reading
Impediments to Growth

 Mid Term Exam

Week 9a
Exam Review
Current Events 

Week 9b
1. The New Understandings of Normal
8. The Debt Deflation Economy or Debt Satiation Economy
8. Monetary policy with a range bound interest rate
8. Deflation vs. Inflation: which is the bigger threat
8. The “New Normal” by PIMCO
8. Government debt and “This Time is Different” (sovereign risk exposure)
8. Will the Dollar Remain the Reserve Currency?
8.  Effective use of “open mouth” policy (“green shoots” and “exit”)
8. How the Fed extinguishes inflation expectations
8. The Carry Trade or parallel banking system
8. The Carry Trade vacillates from one funding country to another
8. What moves markets:  fundaments based on performance of the economy or the economics of the carry trade?

 
Reading: 
LewSpellman.com “Will the Trends of 2090 continue in 2010?” 
Recent Market Movements
Market Issues
The Repo Market and the Carry Trade
Global Capital Flows
The Dollar

Week 10a
Current Events
1. How a government obtains funding despite solvency risk
9. Institutional bias to for government debt
9. Rating agencies and government debt
9. Euro Bailout of Greece

Week 10b
Current Events
1. Dynamics of how a Government becomes insolvent
10. Deficits slows income growth rate so the debt to income ratio rises
10. Chronic increase in government debt relative to everything
10. When Sovereign risk gets priced the costs and debt ratios rise
10. Growing US obligations from guarantees such as Fannie and Freddy add to the pressure
10. The closely watched bid to offer ratio financing Treasuries
10. What happens when the government debt can’t be sold?  The case of the UK and California
10. Regime change: Central Bank is placed under Treasury control for the purpose of printing money to pay the bills when debt can’t be sold 

Readings:
Policy Issues
Rescue Plans and Policy Response to the Credit Meltdown
Fiscal Policy at a Dead End
Government Financial Strains/Deficits/Debt Burden/Sovereign Risk 
Federal Reserve financial strains
The Liquidity Trap
The Asset Re-inflation strategy vs. the debt devaluation strategy
Net Trade Deficits and Net Capital Inflows
Decoupling of the Emerging Nations
The Perils of the US Dollar as the Reserve Currency
Inflation vs. Deflation
The foreign capital constraint on domestic economic policy
Competitive devaluations
Regulatory changes
The Parallel Banking System: The Repo market

Week 11 a and b
Current Events
1. The Business Cycle, the GDP Inflationary Gap and Financial Price Cycles
11. Potential GDP: In concept and measurement
11. The Gap between actual and Potential GDP
11. Productivity and the Gap 
11. The Gap over the typical postwar business cycle
11. Policymaking timing and targets relative to the Gap
11. Hard vs. soft landings
11. The current GDP Gap
11. The Gap and high and low quality debt pricing
11. The Gap, corporate profits and stock prices
11. Financial market returns if the Gap is eliminated

Reading
Potential GDP and financial cycles

Week 12 a and b and Week 13a
Current Events
1. Economic and Financial Environments:  The Four Quadrants of growth and inflation
12. The Four Quadrants: The state of economic growth and inflation/deflation 
12. Cyclical vs. secular influences and the economy’s movement through the Four Quadrants
12. Historical episodes in the Four Quads
12. The policy target in Quad I 
12. Recent US movements in Quad Space
12. Implications of the Quad III: The Deflationary Trap
12. Quadrant IV: Stagflation leading to devaluations, default, recession and inflation
12. Total returns by Asset Class in the Four Quadrants
12. Long term Asset Class Returns
12. Implications for Portfolio Management 
9. Buy and hold
9. Fixed allocations
9.  Some form of “market timing”

Readings: 
Quad II:  The Deflationary Boom
Quad III:  The Deflationary Depression
Quad IV:  Stagflation: How it occurs 
Financial Market Pricing During Capital Flight
Financial Returns in the Four Quadrants
Long Term Asset Class Returns and Portfolio Management

Week 13B
Current Events 
1. Economic and Financial Flows Analysis
13. Domestic flows and stocks of assets
13. How monetary and fiscal Policy affect the GDP flow rate
13. Global economic and financial flows interactions
13. How global booms and recession interact
13. Global interest rate connections
13. Exchange rate policy and how that affects flows and financial prices
13. Monetary policy in a global context
13. How global capital flows negate monetary policy

Week 14 A
Current Events

1. Secular trend reassessment
14. Trade and international competitiveness
14. Back to protectionism?
14. Is globalism still a deflationary force or are the combined fiscal expansions a formula for inflation
14. EMCs and Breton Woods II:  Is this over?
14. Will the US Dollar continue to be the world reserve currency and the Treasury the flight to quality asset?
14. Ultimate unwinding of the Treasury-Fed holdings of private financial assets
14. Long term graying effects on labor forces, relative wages and economic growth
14. Can the US eliminate its trade deficit and foreign dependence on capital?

Readings:
Global Rebalancing
The Graying of the Labor Force

Week 14B
Current Events
1. Asset allocation for total returns in a post Great Moderation World
15. Validity of Assumptions behind:
0. Buy and hold 
0. Diversification based on:
1. Historical correlations
1. Mean reversion
1. Buy the market
15. Allocations for:
1. Inflation/deflation
1. Capital outflow crisis
1. Recession
1. Sovereign risk
1. EM growth potential
1. Commodity demand


Readings:
Allocations Based on Historical Returns
Debt Markets
Relative Returns: Debt vs. Equity 







