
Notes: 
 
Exam: 
2 sections…  

1.) Answer 4 questions 
2.) Answer 2 question (more elaboration) 

 
Lecture 1: 
 
Finance = Mathematics + Money 
 
Finance is the systematic and disciplined study of financial transactions of money 
 
The purpose of finance: 

- Allocate resources (they are limited) … in order to be most efficient. 
- Incentivize people and good work (corporate social responsibility) … take care of 

environment, take care of employees, etc… Sustainable profitability enables this. 
STAKEHOLDER VALUE MAXIMISATION. 

- Manage risk (derivatives do this) … if you want profit you need to take risk. However, 
these risks can be managed. 

- Is at the core of everything in business and management. 
 
The flow model of the economy: 

 
Capital market = stocks and bonds 
… whole system is managed by financial intermediaries 
 
 
Challenges of finance: 

- Two functions 
Valuation of assets 
Management of assets 

- Business decisions involve valuation and management 
You cannot value what you cannot measure 
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CURRENCY IS BETTER SO THAT YOU CAN TRADE IT BACK FOR MORE $$$ (CURRENCY 
YOU WANT) … HOWEVER WHAT HAPPENS IF THIS FOREIGN CURRENCY BECOMES 
WEAKER??? (CAN LOWER YOU REVENUE) à CAN USE DERIVATIVES IN ORDER TO 
ELIMINATE THIS RISK 

- Bonds that are transferable into shares… has value… kind of a derivative… sell bonds 
when value increases… PAY MORE FOR THESE TRANSFERABLE BONDS (additional 
value, have option) 

- Being able to delay extraction (IF YOU OWN A MINE) … this is good because prices of 
raw materials may change… so you can wait for most profitable time… GOOD IF 
YOURE HAPPY TO WAIT…  

… THESE ARE ALL DERIVATIVES… 
 
Hedging or speculation? 
ALTERNATIVE TOOLS: 

- Futures, forwards, options, and swaps (basic derivative products) 
- Insurance (worried about changes in stock prices, this is an option, however, charge 

high insurance premium) 
- Diversification (reduce risk… e.g. trade in different countries in order to reduce 

foreign exchange risk) 
- Match duration of assets and liabilities (borrow for short periods, also lend for short 

period… however this is costly and not the best option… DERIVATIVES BEST OPTION) 
- Match sales and expenses across countries… buy and sell things in the same 

country… revenue and expenses cancelled off… reduces foreign exchange risk (still 
not the best option of dealing with risks) 

… DERIVATIVES REALLY, REALLY EFFICIENT… AND CAN VIRTUALLY DO ANYTHING… 
 
Should firms hedge with financial derivatives (ARE THEY GOOD OR BAD)? 
- Derivatives are extremely efficient tools for risk management (+) 
- Derivatives are financial weapons of mass destruction (-) … Lehman Brothers 

example) 
BOTH ARE TRUE… DEPENDS ON HOW YOU LOOK AT IT, and how you use it!!… 
 
DERIVATIVES HAVE CAUSED HUGE LOSSES…  
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the formula is exactly the same… we just replace time ‘0’ with time ‘t’ 
à i.e. so, the formula is the same for anytime in between (between now and ‘T’) 
…  

Difference between two methods: 
- Costs (storage for commodities, not financials) 
- Benefits (convenience for commodities, dividends for financials) 

è by no arbitrage, these two methods must cost the same (otherwise people in the 
market would gain profit with no risk! à i.e. if the future price is higher or lower 
than a certain level you can arbitrage) 

EXAMPLES OF ASSETS: 
Gold: 

- Usually no storage costs (simple formula) … as no storage costs in the formula 1hr 
20mins 

 
Gas: 

- Have to consider cost of carry (storage + int costs) 
… however convenient yield for manufacturing firms for storing gas (minus this from 
cost of carry to get your net cost)
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… so, this way by engaging in this currency swap, both Miller and back both reduce or 
eliminate their currency risk… THIS IS HOW CURRENCY RATE SWAP WORKS!! 
 

Exchange of Principal  
- In an interest rate swap the principal is not exchanged  
- In a currency swap the principal is usually exchanged at the beginning and the end of 

the swap’s life 
Typical Uses of a Currency Swap  

- Convert a liability in one currency to a liability in another currency  
- Convert an investment in one currency to an investment in another currency 

SEE LECTURE CAPTURE FOR AN EXAMPLE AND HOW IT WORKS 
 
Standardization of the Swap Market  

- The International Swaps and Derivatives Association (ISDA)  
… global trade association representing leading participants in the privately 
negotiated derivatives industry.  

- Two primary objectives are:  
… The development and maintenance of derivatives documentation to promote 
efficient business conduct practices and  
… The promotion of the development of sound risk management practices. 

 
 
CREDIT DEFAULT SWAP: (ANOTHER, MORE IMPORTANT SWAP!!) 
… 

- a financial swap agreement that the seller of the CDS will compensate the buyer in 
the event of a loan default or other credit event. The buyer of the CDS makes a 
series of payments (the CDS "fee" or "spread") to the seller and, in exchange, 
receives a payoff if the loan defaults.  

- Was invented by JP Morgan in 1994  
- Over the counter trading  
- Great impact in the 2008-09 global financial crisis 

… 
Example of how CDS works: 
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