Fall 1998									        Professor Draper �PRIVATE ��





	FBE 559





	MANAGEMENT OF FINANCIAL 


	RISK








The course is an introduction to financial risk management techniques and the financial economics of hedging using swaps, commodity futures, interest rate futures, options on futures contracts and spot securities, and other derivative instruments.  The sessions are conducted in structured yet informal environment, encouraging student participation.  The focus is on the management of risk in commodity, equity, and interest rate investments (i.e. the use of various markets for procuring supplies and hedging price and quantity risks).





Class: 		W 6:30 � 9:15  (LAW 103)








Office Hours: W 5:00 - 6:30; also by appointment 


              	Hoffman Hall, 701-F





Phone: 	(213) 740�6552


        		(213) 740-6650 (FAX)


 	


Requirements:  There will be two (2) mid-semester quizzes (25% each), a final exam (40%), and several required homework assignments (10%).  Participation during class sessions will greatly influence the student's overall grade. In general, make�up exams are not given.  Missed quizzes or exams are recorded as zeroes.  Reading assignments are noted on the attached pages, with problems and other handouts being added during class meetings. 








STATEMENT ON ACADEMIC DISHONESTY 


"The use of unauthorized materials, communication with fellow students during an examination, attempting to benefit from the work of another student, and similar behavior that defeats the intent of an examination or other class work is unacceptable to the University.  It is often difficult to distinguish between a culpable act and inadvertent behavior resulting from the nervous tensions accompanying examinations.  Where a clear violation has occurred, the instructor may disqualify the student's work as unacceptable and assign a failing mark on the paper."  











                                                  (SCampus 75�76) 


�



	MANAGEMENT OF FINANCIAL 


	RISK











TEXTS: 	Kolb. R., Futures, Options, & Swaps, Blackwell, 1997  (KB)


	


Optional Text:


		Smithson, C., Managing Financial Risk, Irwin, 3rd edition 1998  (SM)





Additional References:	





		Clarke, R., Options and Futures: A Tutorial, CFA, 1992 (errata 1994)  





		Ritchken, P., Derivative Markets: Theory, Strategy, and Applications, Harper 			Collins, 1996 





	








Session 1: COURSE INTRODUCTION AND THE HEDGING FRAMEWORK


(Sep 2)





Introduction to course composition and requirements.  The session will also include a brief presentation of the basic frameworks for viewing a wide variety of hedging applications �� from both a corporate and individual perspective.  These frameworks will be the basis for the applications discussed throughout the semester.





Assignment:	Chapter 1 (SM)








	Part I: THE NATURE OF DERIVATIVE MARKETS





Sessions 2: ANALYSIS OF RISKS and APPLICATION OF DERIVATIVES


(Sep 9) 





This session will review the variety of risks which one might encounter in the corporate environment and broader market-related activities and provide an overview of derivative solutions.





Assignment:	Chapter 1 (KB)


		Chapters 2,3 (SM)


�
	Part II: ECONOMICS AND PRICE RELATIONSHIPS IN FUTURES MARKETS





Session 3: EVOLUTION and CHARACTERISTICS OF FUTURES MARKETS;  PRICE 


(Sep 16)   RELATIONSHIPS and FUNDAMENTAL ANALYSIS





History of futures contracts; evolution of formalized exchanges;  more detailed discussion of student projects and presentations.  Characteristics of futures transactions;  commissions structures, margins, volume, open interest, price limits;  market operations, clearinghouse operations; basic economic relationships;  introductory concepts in speculation and hedging;  comparison of forward, futures, and options transactions.  This session will also cover basic price relationships with emphasis on arbitrage conditions.  Pricing theories such as contango, backwardation, and net hedging will be pursued.  Other topics include supply of storage concepts, differences between forward and futures pricing, serial price performance, and basic fundamental analysis in futures markets.





Assignment:	Chapters 2,3 (KB)


		pp. 89-100 (SM) {see also chapter 4}





Problems:	2-7,11,12,17; 3-4,7,10,17 (KB)





	Part III: FINANCIAL FUTURES, STOCK INDEX FUTURES, AND OPTIONS





Session 4: PRICE RELATIONSHIPS and FUNDAMENTAL ANALYSIS (cont'd);         


(Sep 23)   INTRODUCTION TO RISK AND FINANCIAL FUTURES  





This session is an introduction to financial futures contracts, description of the delivery process, and the concept of the cheapest to deliver.





Assignment:	Chapter 4; pp. 123-139;  pp. 165-189 (KB)


		pp. 101-109 (SM)





Problems:	4-2,11,12; 5-1,2,4,11; 6-1,2,4 (KB)





Session 5: HEDGING: THEORY AND APPLICATIONS


(Sep 30)





This session presents hedging techniques with emphasis on financial management techniques for financial institutions -- including gap measurement, duration concepts, and formation of futures portfolio hedges.





Assignment:	pp. 140-164; pp.190-218 (KB)


		Chapter 7 (SM)





Problems:	5-7,9; 6-9,13,15 (KB)








Session 6: HEDGING: THEORY AND APPLICATIONS (cont'd);  STOCK INDEX FUTURES  (Oct 7)       and PORTFOLIO INSURANCE





This session will cover the uses of the stock index futures markets in hedging applications, index arbitrage, and portfolio insurance.


  


Assignment:	Chapters 7,8 (KB)





Problems:	7-2,7,11; 8-9,12,13 (KB)





	PART IV: OPTIONS PRICING





Session 7:  QUIZ 1; INTRODUCTION TO OPTIONS PRICING


(Oct 14)





This session will begin with a QUIZ and be followed with an introduction to option contracts and their specifications.  Additional discussion will center around the payoffs one can achieve using options and in using options in combination with other financial instruments.





Assignment:	Chapter 10 (KB)


		Chapter 10 (SM)





Session 8:  INTRODUCTION TO OPTIONS PRICING (cont'd);  ARBITRAGE CONDITIONS  


(Oct 21)





This session will be spent deriving boundary conditions on the value of options, both European and American.  The differences in bounds between options on cash instruments and options on futures will be emphasized.





Assignment:	Chapters 11,12 (KB)


		


Problems: 	11-4,8,9,14,19; 12-1,2,6,7,22 (KB)





Sessions 9 and 10: OPTION PRICING MODELS


(Oct 28, Nov 4)





These sessions include the derivation and explanation of option pricing models, initially using the binomial option pricing framework.  The Black�Scholes model will be derived from the binomial option pricing model.  Adjustments to the more "standard" models will be explored, to include the pricing of currency exchange options, futures options, debt options, etc. 





Assignment:	Chapters 13,15,16 (KB)


		Chapter 11 (SM)


		


Problems:	13-3,9,16; 15-5,6,8,17 (KB)


           





Session 11:  FRAMEWORK FOR OPTIONS ANALYSIS; EXOTIC OPTIONS


(Nov 11)    





The focus of this session will be the characteristics of options (sensitivity of option values) as a function of such things as time, changes in volatility, etc.  Measures for each of these characteristics will be presented and discussed.  Material for this session will also include a description of the "newer" option-related securities and their pricing (e.g. lookback options, Asian options, etc.).  Uses or risk-control applications will be presented for each.





Assignment:	Chapters 14,18 (KB)


		Chapter 13,18 (SM)





Problems:	14-4,7 (KB)











	PART V: SWAPS AND ENGINEERED DERIVATIVES








Session 12:  INTRODUCTION TO SWAPS - INTEREST RATE SWAPS


(Nov 18)





This session will include an introduction to swap contracts -- development, structure, and general uses.





Assignment:	Chapters 19,20 (KB)


		Chapters 8,9 (SM)





Problems:	19-1,6 (KB)





Session 13: QUIZ 2; INTEREST RATE SWAPS (cont'd);  CURRENCY SWAPS (introduction)  (Nov 25)





This session will investigate the market for currency, commodity, and interest rate swaps -- highlighting applications of these instruments for hedging risk.  Emphasis will be placed on the comparative advantage of swaps versus other alternatives vehicles.





Assignment:	Chapter 20 (KB) {same as last session)


�



Sessions 14 and 15: CURRENCY SWAPS (cont'd);  VALUATION OF SECURITIES USING  


(Dec 2, Dec 9)       USING DERIVATIVES





These sessions will focus on the design of securities and the use of options pricing models and arbitrage conditions to place values, or at least bounds, on the value of financial securities.  They will include additional consideration of portfolio insurance, caps, floors, collars, etc. In addition, the session will explore the pricing of other new financial instruments;  participants will be asked to price some "new" (possibly) fictional instruments given their knowledge of futures, swaps, and options.  An integral part of this discussion will focus on models of the term structure.





Assignment:	Chapter 17 (KB)


		Chapters 14,15 (SM)








FINAL EXAM


�











 





 











