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	FINANCIAL MARKETS  AND INSTITUTIONS

	
	FALL 2011



Instructor:	Professor Lewis Spellman
Office:	CBA 6,304A
Office Hours: 	5 pm on Tuesday and Thursday 
Phone: 	327-3606
E-Mail:	Lewis.Spellman@McCombs.utexas.edu
Teaching Assistants:	Stephen Song 
	Austin Shields
TA Contact Information	On Blackboard
Course Number	Fin 390.1	Unique Number	03615	
Time:			Tu-Th 2 to 3:15 pm
Place:			GSB 3.138
Pre-requisite:		Graduate Standing and Finance Department Prerequisites
 
Course Objectives
The purpose of the course is to establish the linkages from domestic and global economic forces to financial market pricing.  This is typically the domain of the financial strategist who recommends a portfolio allocation among asset classes consistent with the economic environment. The objective is to analyze changes in economic activity as that produces changes in financial pricing and affects asset class total returns, A general framework will be built and, in addition, we will also closely follow current economic and financial conditions to see how the market interprets and prices new phenomena.  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 among asset classes and currencies. This is the perspective of the investment strategist. The class procedure will be to work from an outline of subjects to be covered that day and distributed in class and include clippings of current market and policy events that affect economic performance and market pricing.

COURSE REVISIONS and MATERIALS

Fin 390.1 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 introducing updates of current events as they occur over 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. For these reasons subjects discussed in class and materials distributed 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. Pick up handout as you enter the classroom.


Course Prerequisites
 As determined by the Finance Department.  Basic macroeconomics and financial markets are strongly suggested.
Materials
Required
	The required reading materials are in the course packet which can be obtained from Speedway in the basement of Dobie Mall.  Additional readings will be provided in class. Past Videos, blogs and readings are available on www.TheSpellmanReport.com from which assignments will be made as the course unfolds.  However, scanning the blogs and videos at the outset of the course will provide an understanding of the topics covered and the course point of view.



Recommended
	
	Subscribe to the Wall Street Journal for the semester and obtain The Financial Times which is distributed daily in McCombs.  Other recommended periodicals include the New York Times and the Economist.

	 The Wall Street Journal subscription is obtained on http://subscribe.wsj.com/semester for $29.95 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.  
  
	If you have weak macroeconomics and money and banking background you might consult any money and banking textbook for background.  Recommend is Mishkin, The Economics of Money, Banking and Financial Markets, Addison-Wesley, 9th Edition, 2009

Scheduling
A mid-term exam will be given on Tuesday October 18 with classes resuming on 
Thursday October 27th. The final exam will be scheduled for the time slot dictated by the University corresponding to this class hour.  There will be a Sunday night review session for the mid-term on Sunday evening, October 16th from 7 to 9:30pm.  There will also be a three hour review session prior to the final exam on a Dead Day to be announced.  .
 
Attendance
Attendance is paramount to class performance as there are no textbooks to fall back on. 
Grading 
Your grade in the course will be determined as follows:

	Points
Mid Term 	40
Comprehensive Final Exam	60
Problem set (penalty for not competing) 	
Total	100

Historically, the course average GPA is about 3.6. 

Preliminary Course Outline

Preliminary Course Outline

1. The strategist top-down point of view
a. The three spheres (markets, economy, policy) interact with each other
b. Cyclical vs. secular trends
c. Asset class selection on a forward basis

Readings
Graphs
Macro-investing point of view

2. Current Issues Facing the markets and the economy
a. Sovereign debt: Past, Present and Future
b. The Sovereign debt multiplier: Government financial guarantees
c. The effect of balanced budgets
d. Will central banks be engaged in saving the sovereign: Monitization of debt
e. Euro zone status and options
f. How the economy gets sucked under from a large debt devaluation (mortgages or sovereigns)
g. Low rates for two years “we guarantee it”
h. The flight to quality asset 

Readings:
Current macroeconomic assessment
Current financial and investing thoughts
The Flight to Quality Trade 

3. The adoptive ability of markets, forecasters and government policymakers to handle paradigm shift
Video: “ Why Economists Missed  It” on TheSpellmanReport  Video

Readings
See TheSpellmanReport.com Video on Why Economists Missed It

4. Current Secular issues
a. Private debt accumulation
b. Zombie Banks
c. Government debt accumulation and demographics
d. The competitiveness of the developing countries and growing market share

5. The Financial Market/Economy/Policy Interfaces: The flows within and between countries
a. How fiscal policy affects the economy
b. How monetary policy affects the economy
c. How exchange rate intervention works
d. How a debt crisis slows the economy

Reading
Economic and Financial Flows Diagram
Global Capital Flows
Securitization
De-Coupling

6. Globalism how it came about
a. For trade
b. For capital flows


Readings
Developed vs. developing economies

7. The bi-polar world of developing and developed countries
a. Differences in:
i. Labor costs
ii. Demographics
iii. Regulatory costs
iv. Taxes
v. Trade Surplus/Deficits
vi. Capital accumulation
vii. Sovereign risk
viii. Investment Returns
b. Is China Ready for a correction?

Reading
China Correction?

8. Interactions between the developed and the developing countries
a. Trade
b. Capital flows
c. Foreign Exchange rate trends and manipulation
d. De-coupling based on domestic consumer driven growth in the developing


9. Financial vehicles to connect the developing and developed countries 
a. Securitization
b. The Carry Trade
i. Funding Countries and the target countries
ii. The risks and volatility (Black Swans)

10. The Past, Present and Future of the Developed Countries
a. Pre-globalism growth and control by government
b. Debt accumulation by developed countries 
c. The Great Recession causes and why it still lives on:
i. The still unaddressed housing glut
ii. The still unaddressed private debt satiation 
iii. Consumer net worth depression
iv. Bank capital depression
d. Possible targeted policy responses to excess private debt and excess houses
e. Mega future drags resulting from demographics
i.  Reduced growth rate of Potential GDP
ii. Accumulation of government deficits

Readings:
Euro Debt Issues
US debt issues
How Government Debt Defaults and Implications
Banking Implication of a sovereign default
Pricing government financial strains
How a Government Goes Bankrupt
The Search for a Reserve Currency and Implication for Others (non-Dollar Countries)

11. How a sovereign default occurs
a. Clinging to the accustomed way of life
b. Why the government bond market continues to support obviously impaired government debt
c. Problem snowballs: Selling debt to cover debt service 
d. Attempts to postpone a sovereign default
i. Cover ups in accounting and ratings
ii. Forced accumulation of government debt 
iii. Rich Uncles and other bailouts as practiced by the Euro zone
iv. The use of all government “trust” funds
v. Central banks monetization
e. How a government quickly reaches the limits of market tolerance of its debt
i. The feedback effect of debt on GDP growth explodes the need for debt generating stimulus
ii. The interest carry of past debt becomes too expensive when markets  finally recognize risks
iii. Rich Uncles concede
f. Outcomes of country Debt Satiation
i. Austerity of net income 
ii. “Restructuring” or default and wealth meltdown
iii. Monitization of the debt and more gradual wealth depreciation
iv. Capital flight and slower or no growth

12. Central banking and private credit expansion the old fashioned way (though commercial banks)
a. How it worked in the past and why it is no longer working (the liquidity trap)
b. How monetary policy works in assets markets: The Carry Trade and the Repo Market
c. How monetary policy spreads abroad
d. How a debt meltdown takes down the economy

Readings
Relevant chapters in money and banking text
Banking today
Federal Reserve financial strains
The commercial banking system survival techniques
Interest Rate mechanics

13. Quantitative Easing by the Fed
i. What is it?
1. Money growth
2. Interest rates
3. How financed
a. Printed money
b. Borrowed money
4. Financings goods purchases vs. financing asset purchases
ii. Why does the Fed go to it
1. Prevent financial system liquidity crises becoming a solvency crisis
2. Support private capital markets
3. Support government finance (government debt monetization)
4. Maintaining a zero interest rate policy
iii. The latest announcement:  Keep short rates at zero for two years as a QE
iv. What QEs do:
1. Work through the Repo Market and Carry Trade to finance global asset purchases 
2. Leads to asset bubbles
3. QE0 provide replacement funding for de-leveraging” banks”
4. QEs to finance the government deficit 
5. Inflation linkages to the goods markets via the carry trade
6. Why asset bubbles burst eventually
v. Asset bubbles as a policy
vi. The new inflation mechanism vs. old

Readings
Fed strategies
Fed financial strains
Quantitative Easing vs. helicopter money
QE 0 and QE 1
QE 2 and Government debt monitization
Inflation vs. deflation
Financial leverage via the carry trade and the repo market

14. The asset bubble meltdown process (de-leveraging)
1. What is sold
2. How it spreads rapidly across markets, counties and currencies
3. The  flight to quality asset in a systemic de-leveraging
4. Government cover-ups of bad news to control sentiment
Readings
Quantitative Ease and Helicopter Money
Black swan events and financial collapse
The systemic financial market crash
Real estate hangover and the foreclosure issue
Cover ups as a policy to deal with bad news

15. Policy Prescriptions to promote economic growth 
a. Target private debt
b. Target excess houses 
c. Settle the issue of the relative size of government expenditures
Reading
Policy Prescriptions

16. Potential GDP and Economic and Financial Cycles
a. Definition
b. Corresponding Financial pricing cycles
c. Cyclical phasing and financial market total returns

Reading
Potential GDP and financial cycles
 
17. Debt Market Pricing Factors 

Reading
Debt Market Risk Factors and Pricing

18. What Moves Financial Markets?
a. Inflation
b. Inflation expectations
c. Cheap or expensive carry
d. Shocks
e. Economic expectations(sentiment or confidence) of economy and profit growth
f. A host of variables affecting growth
g. Liquidity

Reading
Pricing the Future vs. the Past

19. The Four Quads of inflation and Growth
a. What drives an economy into the Quads
b. Government policy: which is the preferred Quad
c. Interactions or paths over time through the Quads
d.  Asset class performance in the four Quads
e. Directional movement is more important to financial performance than Quad positioning
       Readings
       Quad II: Deflationary boom (Kondratieff cycles)
       Quad III: The deflationary depression
       Quad IV:  Stagflation
       Financial market pricing during currency flight
       Financial Total Returns in the Four Quadrants

Leadership and this Course
The Texas MBA program is designed to develop influential business leaders. The MBA Program has identified four fundamental and broad pillars of leadership: knowledge and understanding, communication and collaboration, responsibility and integrity, and a worldview of business and society. While all four of those pillars are interwoven, this course focuses most on knowledge and understanding of what moves financial markets and on the worldview of business and society.  
McCombs Classroom Professionalism Policy
The highest professional standards are expected of all members of the McCombs community. The collective class reputation and the value of the Texas MBA experience hinges on this.
Faculty are expected to be professional and prepared to deliver value for each and every class session. Students are expected to be professional in all respects.
The Texas MBA classroom experience is enhanced when:

1. Students display their name cards. This permits fellow students and faculty to learn names, enhancing opportunities for community building and evaluation of in-class contributions.
1. Students respect the views and opinions of their colleagues. Disagreement and debate are encouraged. Intolerance for the views of others is unacceptable.
1. Phones and wireless devices are turned off. We’ve all heard the annoying ringing in the middle of a meeting. Not only is it not professional, it cuts off the flow of discussion when the search for the offender begins. When a true need to communicate with someone outside of class exists (e.g., for some medical need) please inform the professor prior to class.
Remember, you are competing for the best faculty McCombs has to offer. Your professionalism and activity in class contributes to your success in attracting the best faculty to this program.
Academic Dishonesty
My exam include the requirement that student sign a pledge that they neither give nor receive information regarding the exam.
The responsibilities for both students and faculty with regard to the Honor System are described on http://mba.mccombs.utexas.edu/students/academics/honor/index.asp and on the final pages of this syllabus.  As the instructor for this course, I agree to observe all the faculty responsibilities described therein. During Orientation, you signed the Honor Code Pledge. In doing so, you agreed to observe all of the student responsibilities of the Honor Code. If the application of the Honor System to this class and its assignments is unclear in any way, it is your responsibility to ask me for clarification.
Students with Disabilities
Students with disabilities may request appropriate academic accommodation from the Division of Diversity and Community Engagement, Services for Students with Disabilities, 471-6259.  Upon request, the University of Texas at Austin provides appropriate academic accommodations for qualified students with disabilities. Services for Students with Disabilities (SSD) is housed in the Office of the Dean of Students, located on the fourth floor of the Student Services Building. Information on how to register, downloadable forms, including guidelines for documentation, accommodation request letters, and releases of information are available online at http://deanofstudents.utexas.edu/ssd/index.php. Please do not hesitate to contact SSD at (512) 471-6259, VP: (512) 232-2937 or via e-mail if you have any questions. 
 Honor Code Purpose 
Academic honor, trust and integrity are fundamental to The University of Texas at Austin McCombs School of Business community. They contribute directly to the quality of your education and reach far beyond the campus to your overall standing within the business community. The University of Texas at Austin McCombs School of Business Honor System promotes academic honor, trust and integrity throughout the Graduate School of Business. The Honor System relies upon The University of Texas Student Standards of Conduct (Chapter 11 of the Institutional Rules on Student Service and Activities) for enforcement, but promotes ideals that are higher than merely enforceable standards. Every student is responsible for understanding and abiding by the provisions of the Honor System and the University of Texas Student Standards of Conduct. The University expects all students to obey the law, show respect for other members of the university community, perform contractual obligations, maintain absolute integrity and the highest standard of individual honor in scholastic work, and observe the highest standards of conduct. Ignorance of the Honor System or The University of Texas Student Standards of Conduct is not an acceptable excuse for violations under any circumstances. 
The effectiveness of the Honor System results solely from the wholehearted and uncompromising support of each member of the Graduate School of Business community. Each member must abide by the Honor System and must be intolerant of any violations. The system is only as effective as you make it.
Faculty Involvement in the Honor System 
The University of Texas at Austin McCombs School of Business Faculty's commitment to the Honor System is critical to its success. It is imperative that faculty make their expectations clear to all students. They must also respond to accusations of cheating or other misconduct by students in a timely, discrete and fair manner. We urge faculty members to promote awareness of the importance of integrity through in-class discussions and assignments throughout the semester. 
Expectations under the Honor System 
Standards
If a student is uncertain about the standards of conduct in a particular setting, he or she should ask the relevant faculty member for clarification to ensure his or her conduct falls within the expected scope of honor, trust and integrity as promoted by the Honor System. This applies to all tests, papers and group and individual work. Questions about appropriate behavior during the job search should be addressed to a professional member of the Career Services Office. 
Cheating
Cheating is wrongfully and unfairly acting out of self-interest for personal gain by seeking or accepting an unauthorized advantage over one's peers. Examples include, but are not limited to, obtaining questions or answers to tests or quizzes, and getting assistance on case write-ups or other projects beyond what is authorized by the assigning instructor. It is also cheating to accept the benefit(s) of another person's theft(s) even if not actively sought. For instance, if one continues to be attentive to an overhead conversation about a test or case write-up even if initial exposure to such information was accidental and beyond the control of the student in question, one is also cheating. If a student overhears a conversation or any information that any faculty member might reasonably wish to withhold from the student, the student should inform the faculty member(s) of the information and circumstance under which it was overheard.
Actions Required for Responding to Suspected and Known Violations 
As stated, everyone must abide by the Honor System and be intolerant of violations. If you suspect a violation has occurred, you should first speak to the suspected violator in an attempt to determine if an infraction has taken place. If, after doing so, you still believe that a violation has occurred, you must tell the suspected violator that he or she must report himself or herself to the course professor or Associate Dean of the Graduate School of Business. If the individual fails to report himself or herself within 48 hours, it then becomes your obligation to report the infraction to the course professor or the Associate Dean of the Graduate School of Business. Remember that although you are not required by regulation to take any action, our Honor System is only as effective as you make it. If you remain silent when you suspect or know of a violation, you are approving of such dishonorable conduct as the community standard. You are thereby precipitating a repetition of such violations.
The Honor Pledge 
The University of Texas at Austin McCombs School of Business requires each enrolled student to adopt the Honor System. The Honor Pledge best describes the conduct promoted by the Honor System. It is as follows: 
"I affirm that I belong to the honorable community of The University of Texas at Austin Graduate School of Business. I will not lie, cheat or steal, nor will I tolerate those who do." 
"I pledge my full support to the Honor System. I agree to be bound at all times by the Honor System and understand that any violation may result in my dismissal from the Graduate School of Business."


The Standard of Academic Integrity
A fundamental principle for any educational institution, academic integrity is highly valued and seriously regarded at The University of Texas at Austin, as emphasized in the standards of conduct. More specifically, you and other students are expected to "maintain absolute integrity and a high standard of individual honor in scholastic work" undertaken at the University (Sec. 11-801, Institutional Rules on Student Services and Activities). This is a very basic expectation that is further reinforced by the University's Honor Code. At a minimum, you should complete any assignments, exams, and other scholastic endeavors with the utmost honesty, which requires you to: 
· acknowledge the contributions of other sources to your scholastic efforts; 
· complete your assignments independently unless expressly authorized to seek or obtain assistance in preparing them; 
· follow instructions for assignments and exams, and observe the standards of your academic discipline; and 
· avoid engaging in any form of academic dishonesty on behalf of yourself or another student. 
For the official policies on academic integrity and scholastic dishonesty, please refer to Chapter 11 of the Institutional Rules on Student Services and Activities. 
What is Scholastic Dishonesty?
In promoting a high standard of academic integrity, the University broadly defines scholastic dishonesty—basically, all conduct that violates this standard, including any act designed to give an unfair or undeserved academic advantage, such as: 
· Cheating 
· Plagiarism 
· Unauthorized Collaboration 
· Collusion 
· Falsifying Academic Records 
· Misrepresenting Facts (e.g., providing false information to postpone an exam, obtain an extended deadline for an assignment, or even gain an unearned financial benefit) 
· Any other acts (or attempted acts) that violate the basic standard of academic integrity (e.g., multiple submissions—submitting essentially the same written assignment for two courses without authorization to do so) 
Several types of scholastic dishonesty—unauthorized collaboration, plagiarism, and multiple submissions—are discussed in more detail on this Web site to correct common misperceptions about these particular offenses and suggest ways to avoid committing them. 
For the University's official definition of scholastic dishonesty, see Section 11-802, Institutional Rules on Student Services and Activities. 
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