432 Week 8 Objectives


FBE 432 - Class Objectives and Problem Assignments

J. K. Dietrich

Week 8 – October 14 and 16, 2002 

Goals and Objectives
(1) Define and compare micro- versus macro risks for a firm


(2) Explain the concept value at risk (VAR) and describe its use as a risk measure


(3) Define and apply the use of duration as a measure of individual asset and liability and portfolio interest-rate risk sensitivity

(4) Compare and contrast value sensitivity and cash flow risks

(5) Define balance sheet hedging and list ways of managing balance sheet risk using derivatives

Suggested Review Reading for next Week

No new readings are assigned for next week.  Review all course materials in preparation for the midterm examination and have your questions concerning the financial issues you have studied and applied in the cases ready for me to answer either in class, during office hours, or via email.

Case Questions for Next Week’s Case Union Carbide Corporation: Interest Rate Risk Management
1.  As a member of the Finance and Pension Committee of the UCC board of directors evaluating the proposal for managing interest-rate risk, what questions will you ask the finance staff?

2.  In analyzing the proposal, you may want to consider the following:


a.  Do the objectives of the plan make sense?  If not, what objectives would you suggest?


b.  Is it sensible to characterize the firm’s normalized portfolio in terms of its duration?  If not, what alternative do you suggest?


c.  UCC tries to analyze the duration of its assets in exhibit 6.  How could this analysis be improved?  Is it correct?


d.  Critique the proposed implementation program.  Does it follow from the analysis that precedes it?  Will you approve the program?  If not, what modifications to it would you recommend?

Important Vocabulary List from Class 

VALUE AT RISK

DURATION, WEIGHTED AVERAGE OF DURATION OF LIABILITIES AND ASSETS

INTEREST-RATE HEDGING, DURATION HEDGING

VALUE RISK VERSUS CASH FLOW RISK

FACTOR MODEL OF RISK, REGRESSION IN RISK MEASUREMENT

SWAPS, PLAIN VANILLA SWAP

Suggested Wall Street Journal (WSJ) or other Articles

October 7, 2002

“Conseco Bondholders Seek Control” (A6) – Discussion of bondholders rights and claims in case of default

October 8, 2002
“Derivatives Growth Has Helped Banks, Greenspan Says” (A2) – Chief bank regulator approves of derivatives and risk-management practices we discuss in the next few classes

October 9, 2002
“Ford Motor’s Bonds Suffer Another Hit” (C1) – Example of credit ratings relation to business valuation and probability of default and effects on the cost of funds

“As Bonds Rally, Now the Losers Are Emerging” (C1) – Hedging interest rate risk backfires (they should have used puts)

October 10, 2002
“Wild Card: Citigroup Now Has New Worry: What Grubman Will Say” (A1)  -- Feature article provides fascinating insights into pressure placed on analysts by top executives

 “High-Yield Bull Bonds Packed Risk” (C13) – Discusses performance and defaults on junk bonds issued in 1990s, illustrating reasons for yield spreads on default-risky bonds

October 11, 2002
“Buried Treasure: Well-Hidden Perk Means Big Money For Top Executives” (A1) – Story details how intense scrutiny of financial statements and footnotes and creative analysis can reveal important facts determining cash flows for investors

“EchoStar Could Face Huge Breakup Fees” (C1) – Discussion of terms of a merger agreement and in the case of EchoStar, unusual terms in case merger fails due to regulation

“Grabbing a Pillow: Buyuouts Firms Agree to Acquire Tempur World” (C5) – Description of a private equity firm buyout terms in a deal for Swedish company

