


• Long vs short

• Bulls VS Bears

• Hawks VS Doves

• Risk On/ Risk Off



• Short Squeeze.

• Bernanke Put

• Safe Haven/ Flight to 
quality
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Simple Market Model

• Risk- ON

– Equity

– Bond Yields

– Commodities

– USD   

• Risk- Off

– Equity

– Bond Yields

– Commodities

– USD   



• "Bulls make money, bears make money, pigs 
get slaughtered“                

Anon

• “This is worse than a divorce. I lost half my 
wealth and I’ve still got my wife”      

Anonymous Trader on Financial Crisis.



Efficient market Hypothesis (EMH)

• An efficient market is one in which securities prices 

reflect all available information. This means that every 

security traded in the market is correctly valued given 

the available information.



Are the markets really efficient?

“ I can calculate the motion of 

heavenly    bodies but not the 

madness of men “

Sir Isaac Newton



Are the markets really efficient?

“ The market can remain irrational 

longer than you can remain solvent 

“

John Maynard Keynes



Are the markets really efficient?

“ The market was efficient , I’d be 

a beggar on the street with a 

tin cup“

Warren Buffett



The FED 

DON’T  FIGHT  THE FED



The Federal Reserve 

• THE US Central Bank

• Founded in Dec 1913

• Helicopter BEN is now the 
Chairman

• Widely believed to be 
responsible  for causing the 
great depression (1929-
1944) and the global 
financial crisis (2007- 20XX)



Fed Funds Rate: US policy rate



Recent Financial Crises

• European Debt Crisis (2010 till ??)

• Global Financial crisis ( 2008 till ??)
– Subprime/ Lehman Brothers

• Dotcom Bubbles( 1995-2000)

• Asian Financial Crisis ( 1997-1998)



Subprime Crisis Explained in 5 mins

• Subprime BBC

• What exactly is subprime mortgage?

• Did Lehman Brothers cause the financial 
crisis?

http://www.youtube.com/watch?v=mzJmTCYmo9g


THE GLOBAL FINANCIAL CRISIS. 
(2007- 20XX)

Legacy of the market efficiency



THE GFC in a nutshell

• Policy Rate remained too low for too long
– This was called the Greenspan Put

– Housing Boom and Credit Boom

– lowering credit standards (NINJA)

– Foreign Central Banks played a key role in keeping 
treasury yields down (why?)



FOREIGN EXCHANGE RESERVES

World foreign-exchange reserves, $trn
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The US relies on the kindness of 
strangers
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Policy Rate: too low for too long

Always behind the curve 



Fed-induced  Mortgage Boom



House Prices: Boom and Bust



Home Price  June2006- September2012

Prices have yet to recover to pre-crisis level



• Securitization 

– Banks can “outsource and sell risks” instead of 
holding the loans

– Mortgage backed security 



Securitisation

• Banks earned fees 
instead of interests 
on mortgages

• Therefore, no 
incentives to be 
thorough with 
applicants.

• Rating Agencies 
received fee for 
stamping approval 
seals on these “dodgy 
“ mortgages.

• None were held 
accountable for losses



• CDO (Collateralized Debt Obligations) 
– Credit Rating Agency helped legitimize the “slicing and 

dicing”
– Theoretically risks were spread as opposed to 

concentrated
– Instead, risks were unidentified and widespread

• CDS ( Credit Default Swaps) hedging 
– AIG collapse would have led to a complete meltdown
– Financial Weapons of Mass Destruction

• Reckless Lending and Borrowing led to a credit 
crunch.



CDO- collateralized debt obligation

An investment-grade security 
backed by a pool of bonds, loans 
and other assets. CDOs do not 
specialize in one type of debt but 
are often non-mortgage loans or 
bonds



Bond market collapse





How did we get from “conventional” to 
“unconventional” ?

• The question is will the unconventional 
become conventional?

• The Bank of Japan has done quantitative 
easing for 17 times since 1990

• What separates conventional from 
unconventional?



• Conventional : interest rate policy 

• Do banks follow the central bank rate announcement? 

• Open Market Operations.

• Interest Rates went to practically zero ( Pushing on a 
string)  in the process of stimulating the economy 
– Bernanke Put (2008) , Greenspan Put ( 2000)

• Unconventional : Policy rate at zero or negative 
• Quantitative Easing- Fed prints money to buy assets ( 

Treasuries, MBS)  
• Balance Sheet instrument ( if in doubt, keep on buying)



Fiscal and Monetary Stimulus

Fed balance sheet total assets ($bn)
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5 years on: 
are we out of the woods yet?

• The FED has been pondering “Tapering”

• Why didn’t they pull the trigger last month?

• Are markets addicted to “free” money?

• Bad news is good news in the unconventional 
world !!!! (consider September employment 
report)



Markets love the QE
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European Crisis

A credit default swap (CDS) is 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.



THE EURO CRISIS



Convergence No More





Stability and Growth Pact





Can a country go bust?



Austerity and Grexit



Couldn’t Greece go back to drachma

• Greek economy is small relative to the rest of 
the eurozone

• However, it could have set a precedent ( 
Domino Effect)

• Greek Exit could lead to failures in banks in 
other EU countries ( France, Germany, Italy)

• Very difficult in practice!! 

• People simply moved money from Greek 
banks into German banks across the street ..





Please sir, anything but the euro



More Bonds anyone?



Why couldn’t they do QE and bail the 
greeks out?

• The Germans wouldn’t have it. ( why)

• Bundesbank and the Weimar Republic



• ECB is not allowed to purchase bonds directly 
( Monetisation)

• Explicit Bailouts are not allowed in the EU 
constitution



Whatever it takes, even if it s a bluff



French Bank Experience

• Credit Agricole had trouble raising USD 
funding in 2011

• CA had to shut down many international 
branches including Thailand

• CA had to pay excessively high rates to obtain 
USD deposits

• SocGen and Hermes



Is the crisis …. over?

• So Far the markets believed the Draghi “whatever it takes”

• No one knows how it is going to pan out

• It ain’t over till the fat lady sings ( not Merkel)

• Will the europeans stick to tough reforms? 
– ( Hollande is currently highly unpopular in France 23% Approval 

rating)

• Watch the spreads ( Spain-Germany, Italy- Germany)



Current market environment



Another Debt Ceiling will be reached 
soon (dec 12)



Debt Ceiling ( again!!)

• US DEBT

http://www.usdebtclock.org












Repo- Repurchase Agreement

• Collateralised lending

• Repo Rate is normally lower than Libor. (why)

• Can repo rate be negative? Why

• Traders use repo to fund their positions.



CDS 

• Credit Default Swap: cost of protection againt a 
credit event. ( a bit like a car insurance, fire 
insurance)

• Single name CDS (e.g. Lehman Brothers )

• Index CDS: iTraxx (EU)  and CDX (US)

• Ban on naked CDS (  imagine buying a fire 
insurance on your neighbour’s house)



CDS 





• October 9, 2013 9:12 am

Demand for the sale of $35bn three-month 
bills that mature in January was 3.13 times, 
the lowest since July 2009 



Bid-Cover Ratio

• Bond Auction!! ( Italy and the political 
uncertainty) markets relieved after the bond 
market bought the bond enthusiastically

• Bid-Cover ratio as a guage of market 
sentiment

• Bid-Cover less than 1 is a failed auction. Why?











TIPS 



Treasury Inflation protected 
Securities

• Nominal Bond Yield = TIPS yield + Breakeven 
inflation

• For example, if the current 10-year treasury 
note is yielding 3% and the current 10-year 
TIPS yield is 1%.

• Markets are implying that inflation 
expectations should be 2% on average for the 
next 10 years



• Therefore, Breakeven inflation is 2%.

• TIPS investors will break even ( not lose out) if 
inflation is 2% for the next 10 years.

• It can be used as a gauge for inflation 
expectations ( market based as opposed to 
the survey based approach)



Term Structure of Interest rates
• Normal Yield Curve

• Inverted Yield curve: “ harbinger of an 
economic slowdown?



Yield Curve History

Dec 06

Jan 08

Aug 08

Oct 08



Operation Twist

Sep 11

Sep 12



CRISIS INDICATOR



A measure of liquidity/ market 
dysfunction

• Bid-ask spread… a very important indicator



Yield  Spreads

• Yield Spread between two securities ( bonds) 

• Represents credit risk, term premium

• TED spread 



Nothing to fear but fear itself



TED spread 



LIBOR-OIS

High 2.456







They are all swaps to me

• FX SWAPS

• Interest Rate Swaps (IRS)

• Cross Currency Swaps ( CCS)



Forward Rate

• Forward Exchange Rate is not the market 
expectation of FX spot rate.

• Forward Rates are based on Interest Rate 
differentials



FX FORWARD AND SWAPS MARKET

86



FX deal
• Spot deal

– Buy EURUSD outright

• Forward Deal

– Sell EUR forward

• FX swaps deal

– SellBuy  EURUSD and BUYSell  EURUSD on the forward leg

87



Swap Deal Terminology

• I sell buy Euros against USDs 

– I sell Euros on the near date

– I buy Euros on the far date

• I buy/Sell USDs against EUR

– I buy USD on the near date

– I sell USD on the far date
88



Quoting the forward prices

• Our customer wants to buy USD 1,262,500 against 
EUR

• Spot EURUSD is 1.25

• Our customer requires delivery 360 days after spot 
date

• What is the Forward FX rate do we quote?

89



What do we know

• Spot FX rate  1.25

• 360day USD interest rate =1%

• 360 day EUR interest rate =2%

90



Cashflows are important

• Can we use the Forward rate equal to our spot 
rate?

• Why ? Or why not?

91



Determining the Forward Rate

• Banks do not need to predict the future spot 
FX rate to quote a forward rate

• Instead, banks can perfectly hedge their 
Forward FX exposures using deal structures 
executed at current market rates

– In practice, banks use FX swaps to hedge their 
forward exposures

• The correct forward FX rate can therefore be 

92



Links between interest rates and 
Forward rates

• As interest rates go up, forward rates goes down

– In our example, try 360 day EUR rate to be 5%

– Recalculate our Forward FX rate

• Forward rates and swap points

– A more convenient way to quote a forward rates

– Forward points or swap points are relatively stable 
compared with the spot FX

93



Example of swap points

Days Swap points

30 -10

90 -31

180 -62

360 -123

94

Spot FX rate EUR1 = USD 1.25
EUR rates( all maturities)= 2%
USD rates ( all maturities)= 1%



Forwards VS Non-Deliverable 
Forwards( NDFs)

• Regular FX outright forward transaction

– Parties agree to exchange specified amounts of a pair of 
currencies at maturity

– At maturity, each party makes a gross payment in the 
amounts originally agreed

Example  market data at inception

Spot FX rate.                                 $1 = CNY 6.8

1 year Forward rate                    $1= CNY 6.9

market data at maturity

Spot FX rate                                   $1= CNY 6.6
100



NDFs

• Non-Deliverable forwards

– Parties agree to exchange nominal amounts at maturity

– At maturity, the debit party makes a net payment to the 
credit party in one currency only ( eg USD) based on the 
spot rate at maturity

101



Features of Non-deliverable 
forwards

• Exchange controls make one currency not fully convertible

• Examples

– BRL

– CNY

– IDR

– KRW

– MYR

– TWD

– RUB

– PHP

– INR

• Exposure for the settlement sum still exists
102





FX Swaps do not affect FX spot rate 
while FX forward do ?  

• Fx swaps are essentially collateralised lending/ 
borrowing

• FX forwards are the spot transaction which will take 
place some time in the future.

• In the market the forward trader will execute both 
forwards and Swaps transaction.

• Forward Rate= FX Swap Rate
• Forward points= swap points



Sell/Buy USDTHB













Interest Rate Swap THB

1yr THB SWAP RATE = 2.465

6M THBFIX rate =2.41



What do markets think about BOT 
policy rate path?

• Concept of implied forward rate

• Do not confuse forward rates with FX forward 
rates.



Interest Rate Swap
• Large corporate issuance normally leads to a 

lower swap rate ? *WHY*

• SWAP spread: the yield spread between the 
swap curve and the  govie curve



EURO BASIS SWAP



To Taper or Not to Taper



Fat Tails and Volatility Smile

Fat tails lead to investors buying OTM calls and puts
Therefore implied vols are higher for OTM than at strike



Food for thoughts

• Conventional  to unconventional

• Macroprudential policies

• Inflation Targeting ( how about asset prices)



Questions


