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The Crisis and
Financial Engineering



2007'd 2 8IddE (EX BIS)

AR E (notional amount) USD 677T
(1) O|X}&= mpAHAFE- USD 500T (80%)
(2) 2t= mop AP USD 63T (10%)
3) ¢t B8otdesE:  USD 22T ( 3%)
(4) EquityIif i &&: USD 6T ( 1%)
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Valuation Under BS Environment

Duplication

Risk-free interest rate

No arbitrage (Law of one price)
Risk-neutral valuation/PDE
Black-Scholes formula

Feynman-Kac theorem



Boundary Value Problem

o Strike price @ expiry T
C (St,T) =[S — K|©
Definition of Call Option
Terminal Condition (Boundary condition)
e Black-Scholesgt™ Al
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BS-Call Option Value

« Call option value @ time ¢

C(S,t) = N(d;)S — N(dy)Ke T
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The Most Significant

Limitation of BS model
No arbitrage implies the law of one
price (LOP).

Practically nothing around us has a
unique price.

Why should derivatives different?

There isn't such a thing as one unique
price for a derivative.

Practically the unique no-arbitrage price
does NQOT exist.



Long-Term

Portfolio
Simulation
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Counterparty Risk
and Funding

A Tale of Two Puzzles
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Derivative Valuation

« XVA accounts for costs that are "hidden"
to BS world as a result of its limiting
theoretical assumptions.

 For manufacturer of a derivative, value-
to-me(VIM) Is
ViIM =|Psqe — Pps] — XV A
VIMRiskNeutral — XV A.

* XVA=CVA+FVA(+FBA) +KVA
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David Roche and Bob McKee
New Monetarism, 2007/

The substantial buildup of foreign reserves
in central banks of emerging markets and
developing countries, is really a liquidity
creation scheme that relies on the dollar’s
favored position in trade and as a reserve
currency in the post-Bretton-woods era.

Beggar-thy-neighbor policy (2 2l= & 2} %)
Fleecing of the flock (F& 22t 7|)
rump= E2/HfjAL ZI/5t + QUZT}?




Quantum Fund in 1992 (5)

« Borrow USD 3B w/ USD 1B collateral
e 10B Investment position
e (1) Short USD 9B on GBP (B = 10<)

(2)
(3)
(4)

_.ong USD 6B on DM
_.ong USD 0.5B on UK stocks

_.ong on Germany and French bonds

(5) Short on Germany and French stocks



Sep 16, 1992 (7)

GBP-ITL O = / DM O} €l

11:00AM LamontX| &4& =2| 2% pt 214
CiAl =2] 3% pt 21& (&2 15%)

GBP 7}X| St2H0| A& =

Majors 2| ERME E| Aot GBP A5}
Ol 2| = ERMO|A HE]

GAME OVER




Thai Baht$| 7| 1997

THB pegged by USD & JPY due to 1973
Oil Crisis and 1979 Energy Crisis

1985 Plaza Accord; USD devaluation
JPY had appreciated. (Yen-carry)
1997.05.14. Soros’ THB short sale
Thal Gov increased IR up 3,000%

1997.07.02. Gave up the pegged FX rate
to USD and JPY



Action Around Q1 (Before
1997 Tax Hike Tax Hike)
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Diamond Fund (1)

e 1990ELCH = JP Morgan (JPM)2 THBO||
USD 1B EX}: JPMEZ USD-JPYE O|XI=
4% 2 KIS A THB=ZAHE 12% = Off &

. 1995 SE EY 2 HA7F 2SR 2,
1996 40| = &KX BA}

e THBE R XA 2 SF= TRS(Total return
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Japan 2003, H&RMESEH [1]
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Finance(Financial) Capitalism

A form of capitalism where the intermediation of
saving to investment becomes a dominant
function in the economy

Wider implications for political process and
social evolution

Since the late 20th century, it has become
predominant force in the global economy,
whether in neoliberal or other form

The New Capitalism by M. Wolf, Financial Times,
Jun 19 2007

Casino Capitalism by T. Palley (2012)



FIRE economy

Finance, Insurance, and Real Estate
economy

Financial capital and income — as
opposed to industrial capital and income.

Their products are written on papers,
which are easy to make FIRE.

The FIRE economy made an incredibly
big fire of the world economy.
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Washington Consensus 1 (Wiki)

» A set of 10 economic policy prescriptions
considered to constitute the "standard"
reform package promoted for crisis-wracked

developing countries by Washington, D.C.-
based institutions such as IMF, World Bank,
and the US Treasury Department.

* The prescriptions encompassed policies in
such areas as macroeconomic stabilization,
economic opening with respect to both
trade and investment, and the expansion of
market forces within the domestic economy.



https://en.wikipedia.org/wiki/Economic_crisis
https://en.wikipedia.org/wiki/Developing_country
https://en.wikipedia.org/wiki/US_Treasury_Department

Neoliberalism (Wiki)
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Financial Depth (World Bank)

 Financial depth captures the financial
sector relative to the economy.

e It is the size of banks, other financial
Institutions, and financial markets taken
together and compared to a measure of
economic output.

» A proxy variable is private credit relative
to gross domestic product (GDP).



http://tomjconley.blogspot.ca/
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McKinsey Global Institute

MAP OF GLOBAL FINANCIAL DEPTH

Value of bank deposits, bonds and equity as a percentage of GDP, 2006
%
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Deepening Financial Depth

Neoliberalism

MAXIEFO| -> FEAEFO

Wealth: h;EXf/7|0*7f -> EXIX/2H
O'rro(lo/ K|HiZ, 9% 53 5: Piketty)oj|

glojgl Rojwo| Msl(FiSol 22



Plutonomy

« ploutos (wealth)+nomos (law)
« plutocracy + economy

* Where economic growth is powered by

and largely consumed by the wealthy
few

 In 3 reports for super-rich Citigroup
clients published in 2005 and 2006



Credit Suisse Global Wealth Report 2015

Wealth inequality has widened in the
aftermath of the financial crisis and this
year was no exception.

This year's rise in equity prices and in the
size of financial assets pushed up the

wealth of some of t

ne richest people.

(Year 2015; Financial wealth 1s 55%.)
Top 1% of wealth holders own over half of

the world's wealth,

Top 10% do 87.7 percent.



Top income shares, 1965-2014
sources: The World Top Incomes Databazse. hitp/ftopincomes. g-mond. parisschoolofeconomics. eu!
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Deung’s Quote: Inequality

“Young leading cadres
have risen up by
helicopter. They should

really rise step by step.
beng Xiaoping




To travel Is to live.

Thanks!
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