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Summary of previous class

Principal aim: to know and understand the financial system
Structure: 9 lessons | # fteson |

. . . . 1 The financial system (1 week)
Methodology: The importance of participation — , . saks (1 weet
3 Money markets and interest rate risk (1 week)
For next week | need three voluntaries: S ke SRS T B0 )
. From Bretton Woods to Vietnam 5 Other financial institutions (1 week)
. . 6 Capital markets and fixed income (3 week)
* Germany hyperinflation N
. quity markets wee
° n Il‘.)
How did George Soros "break the Bank of England"* R
9 Derivatives (1 week)
Financial assets classification —
Governments :
Government budget »== Derivatives
; debt .
Incomes - Expenses Can we predict the future?
ntral inancial entiti ; ,
Central banks H Financial entities Basic products Classical models

Cycles
Chaos theory

Behavioral finance
Structured products Black swans

Balance sheet

Companies

Liabilities
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What we are going to do today?

‘Ll. The financial system (l) |

* The importance of information - Technical analysis

~ Efficient markets NEEG—G—) ~ - Fundamental analysis

— Arbitrage insiders
* First steps with accounting
e Spanish financial system
 Time and money
— First steps
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Before starting

Midterm?

Calendar:

Enero

Febrero

Marzo

Abril
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Information. Efficient-market

* Efficient-market hypothesis (Fama, 1965).
— A market in which prices always “fully reflect” available information is

called “efficient”. N R R LR TRl

— Weak form: market reflect all information regarding historical prices.
Technical analysis doesn't work.

— Semi-strong form: market reflect also all public information regarding
the company. Fundamental analysis doesn't work.

— Strong form: market reflect all information... There are no insiders.

Profit and Loss Statement
Altera Corp. (NSD:ALTR}

Tihe: q6200. ChetE 22600 lont 25250, Vol 7,464,700 Expenses
L L TRsngBottors [T T T T T 1 Redstance |1 1] . Bolancesheet | —5om—] "
ES] i Falling T,':'p".' A . o I Liabilities
24— ---—Resi:starl';ce! ;——' ----- i _______ ., StOCk A —
W """"Ymﬂ':]}" | .h—fljll/ : | i Price =12,3€ Fundamental analysis
' EENIEREY4 Compares real value (ej: books

value) with market value.
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Technical analysis.
With the historical prices it is
ossible to know the future




Information. Arbitrage

 What is arbitrage?

— Stocks of the same company are traded in two different markets. ¢ What if the
stock have different prices in each market? An example of arbitrage is to take
advantage of the situation and get a gain without risk.

* |s there any relationship between arbitrage and efficient markets?

How long does
Nathan Rothschild Flash Boys an instant take?
Spread Networks (2010)

Waterloo legend (18 June 1815) _ -~ .
After Waterloo battle a Rothschild agent fly The construction of 5300 million project, a 827-

. . \ mile cable running as straight as possible, through
to London (beating Wellington's envoy by mountains and under rivers, from Chicago to New
many hours)

Jersey, that would reduce the journey time for
data from 17 to 13 milliseconds.

High-frequency
trading

Nathan made the market
believe that Waterloo was
lost, and took advantage
of his exclusive
Information.

They connected the Chicago
Mercantile Exchange (futures and
options) to Carteret, New Jersey

(home to the Nasdaqg data center)

1815 — Many hours 2010 — 4 milliseconds
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https://en.wikipedia.org/wiki/Nathan_Mayer_Rothschild#Waterloo_legend
https://en.wikipedia.org/wiki/Spread_Networks

First steps with accounting

How do we create a company? Accounting
1. Register the name in the business register. Assets L|ab|||t.|es &
Equity

2. Inthe case of a limited liability company (S.L), we

need, at least an equity of 3.000€. .
We go to the notary with the statutes. Cash: 3.000€  Equity: 3.000€
Tax authorities: inscription (IAE) and fiscal number.

5. Inscription in the business register.

B w

Loan: 2.000€

We ask for a 2.000€ loan
Cash: 5.000€

Equity: 3.000€

2.000€ Cash Loan 2.000€
We buy an asset A for 4.000€ Cash: 1.000€ Loan: 2.000€
4.000€ AssetA Cash  4.000€

Asset A:
4.000€ Equity: 3.000€

éWhat is the difference between Equity & Liabilities?

.~ COMILLAS

UNIVERSIDAD PONTIFICIA -




First steps with accounting

Differences between Stocks and Liabilities

Profit and Loss Statement

5) Taxes
Expenses | Dividend is paid (when paid) after
Balance sheet - NCOMES Company taxes. Bonds payments are
Profits paid as financial expenses.

6) Return and risk

Liabilities Liabilities
Assets 1) Holder: Creditor (debt)

2) Credit risk: relative priority

3) Payments: fixed or at least certain payment

@ 4) Debt markets

Equity

Stocks Liabilities: The creditor has to be paid.
1) Holder: Ownership Stocks: There is no obligation to pay out
2) Credit risk: last on the list dividends

3) Payment: dividends
4) Stock markets
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First steps with accounting

Which balance sheet elements could be traded in a market?

There is a market for almost everything.

Banco de
Espana

Services market

OTC markets -
debt contract

Savings

Stock markets

Primary and

secondary debt

AIAF market

Asset

Financial intermediaries
(e.g. banks, savings banks, etc.)

and equipment

MARKETS
"/€ CNMV
Fina:.fal
investment.

Shares (Other
Companies)

Public debt

Priv-.< bonds

Liabilities &
Equity

I Ear.cy

|

.L

S iare capital

Reserves

Liabilities

Capital grants

Promissory
notes

Loans

Sup, liers

OTC Markets vs.
Regulated markets

Stock market

OTC stock
markets

Financial needs

Money markets

Financial
entities

AIAF market

OTC markets —

debt contractg”
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First steps with accounting

How is the balance sheet of a credit institution (banks and equivalents)?

Assats Liabllities/Equity
Assets

- Cash

- Central Bank deposits

- High liquidly products (ej: gob. bonds)

- Loans (secured —eg: mortages— or
unsecured —consumer loans —)

- Other Investment products

Depaosits < 1 year

Market bormowing «< 1 year

A liability for a company is an asset for the

) Deposits > 1 year
creditor bank. . Stable
Margin=X-Y % funding
Liabilities
- Customer deposits on demand Market borrowing > 1 year
. . Lending = 1 year . ;
- Customer saving deposits >
- Central bank loans
. Ther 2: 2.0%
- Interbank market funding 3 e
- Issued bond and debt certificates Liquidty For Instance, cash and high-quality Contracyclical buffer: 0-2.5% Total capl
buffer government securities Conservation buffer: 25%
Equity Min. core Ter 1 capital: 4.5% J

- Social capital & reserves — —
B i SIS
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Summary

Financial
. intermediaries Financial
Savings } N needs
Markets

Interm?diaries

Credit institutions

SEC FED FDIC

Who supervises
what?

Credit institutions Insurance companies

Practically all their activity is
FED supervised by the Federal Reserve
(FED) except when...

...the interbank market and the
public debt market.

The SEC (Securities Exchange ...except when they operate as
...they operate as Investment - . . .
SEC . . Comission) supervises all Investment Services Firms
Services Firms (ISFs)
markets except... (ISFs)

Insurance companies are
FDIC or sell insurance or pension supervised by the FDIC
funds. (Federal Deposit Insurance

Corporation)...
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Spanish financial system

Banco de Espafa MINISTRO

Luis de Guindos Jurado GABINETE

Cristina Ferndndez Cabrera

SECRETARIA DE ESTADO SECRETARIA DE ESTADO SECRETARIA DE ESTADO
DE ECONOMIA DE COMERCIO DE INVESTIGACION,
Y APOYO A LA EMPRESA DESARROLLO E INNOVACION
dez de Mesa Vargas Jaime Garcia-Legaz Ponce Carmen Vela Olmo

SUBSEC

DE E
Y COMPETITIVIDAD
Marfa Luisa Poncela Garcia ' Miguel Temboury Redondo

DIRECCION GENERAL  DIRECCICN GENERAL DIRECCION GENI LAL DIRECCHIN GEMERAL

DE ANALISIS DE SEGURQS DIRECCION GENERAL DIRECCION GENERAL

COMERCIO INTERWACIONAL ~ DE COMERCID INTERIOR

DEL TESORO DE POLITICA ECONOMICA 0o ne i DE POLITICA DE INVESTIGACION,

] Rodrign ECONOMIA INTERNA :)0:1.!1 vmnﬁfr:ipl:fm m"&gi 'mm" Alfredn
Jorge i Gol Rodrig Sala
| | e resp—
Gabnats Tilg 5.6, du Ardinh e e Polics 5.0 de Andisi S0 de Segorok Gabinate el
e —— | .l ~

DIRECCION GENERAL  DIRECCION GENERAL DIRECCION GENERAL DIRECCION GENERAL

— S e ‘osé Marla Rodrigo MACROECONOMICO ¥ ¥ FONDOS DE PENSIONES
Ferndndez Rod ECONOMIA INTERNACIONAL Marfa Flavia

Thdnuts S0 Comeacin T et e e, S0 ds msmasont Py e e Jorge Dajani Gonzalez puez-Ponga Salamancy

e T | ree =

e : : B Planes y fondos de pensiones

—_ Seguros de ahorro y capitalizacion ’
Compaiiias de seguros

ICO Entidades de crédito

CNMV: Comision Nacional del Mercado de Valores
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Spanish financial system

Banco de Espana. Competences

- Defining and implementing the Eurosystem's monetary policy
- Foreign exchange transactions consistent

—a - Payment systems in the euro area

/ (emergency liquidity assistance (ELA) operations.
- Issuing legal tender banknotes (emision de billetes)

To be seen in Lesson 2 and 3
Markets Interest

: Financial institutions
rate risk
Interbank Financial Banks Official Saving Corporate financial
market assets Lenders banks saving establishments

- € market - Publicdebt - Spanish -ICO - Saving banks - Cajas Rurales - Mortage loans
- Other currency - Mortgage banks (cajas de ahorro) - Credit unions ~ companies.

EURIBOR market - EU bank - CECA (now (cooperativas - Leassing

branches banking asoc.) de crédito) companies.
Wi s - Non EU bank Most savings banks are bailed - Renting
Financial entities related

branches out and transformed into banks companies
- mutual guarantee societies.

- Funding agencies
- counterguarantee societies
- appraisal companies

As member of the EBS

As central bank

As a Central Bank is responsible for overseeing things
related to currency, Interest Rate Risk and financial
intermediaries (banks , saving banks ... ) (

OMILLAS
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http://www.bde.es/bde/es/secciones/sobreelbanco/funcion/Funciones.html

Spanish financial system

CNMV (Comision Nacional del Mercado de Valores). Competences

The purpose of the CNMV is to

- Stock market ensure the transparency of the
Financial - Public debt (national issues performance and Spanish market and the correct
supervision is competence of Banco de Espaiia) formation of prices in them

SR - AIAF: Corporative debt. .
NENGES - MEFF: Option and futures and to protect investors.

- MEFF: Option and futures of companies

- Sociedades de valores (brokers and servicers that can operate on their own — they can buy)
- Agencia de valores (brokers and servicers that can not operate on their own)
- Portfolio management company (they can only do portfolio management)

Investment
services
companies

- EU and non EU investment services companies.

. - Spanish credit institutions
Credit i i

. e EU credit institutions

Institutions - Non EU credit institutions

Credit institutions give also
investment services.

- Collective Investment Institutions
Other : o . . :
- Sociedades y fondos de capital riesgo (Venture Capital and Private Equity)
- Securitization funds (Gestoras de fondos de Titulizacidn)

institutions - Investment guarantee funds. COM I I_LAS
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Spanish financial system

EL MERCADO DE VALORES ESPANOL: MERCADOS REGULADOS

Supervision B'E;'I :fHEE CHMV
i "~
DEUDA DEUDA BOLSAS OPCIONES Y
PUBLICA CORPORATIVA RENTA VARIABLE RENTA FIJA FUTURODS
Mercados |/ Pagarés de empresa Renta Fija Opciones v Futuros
Productos Bonos Cédulas hipotecarias Acclones Privaca sobre Acclones y
o Dbligaciones Bonos Comorativas ETFs Bonos
Z Deuda Publica Opciones y Futuros
5 Letras Bangs Titulizacion Warrants Estado y CCAA i e
E
z e e BANCO DE T BOLSAS DE VALORES 7
g e ESPANA Madrid, Barcelona, Bilbao y Valencia
g Contratacion Mercado Electronico  Merzado Electrdnico
= o de Contratasidn Telefdnica Inter?gl'lgeé:]tadn Renta Fija (SIBE) Gontratacion
Contratacién el (SMART Warrants) Bl
Confratacian Parqués Barcelona, (MEFF SMART)
Electrénica (SEND) Corros Electronicos Bilbao, valencia
5 i~
;—,:’ Compensacidn BME CLEARING (Renta Fija 2017) BME CLEARING EME CLEARING
=
[=]
5 Liguidacian
% v Registro IBERCLEAR BME CLEARING
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First steps. Time and money

What do you prefer? 100€ now or 100€ within a year.

Simple interest: |=P.r.n

Compound interest: S=P.(1+r)"

Non-annual compounding: the effective rate of interest.

n 1 2 3 4 5
Deposit 100,00 100,00 100,00 100,00 100,00
Interest 10,00 10,00 10,00 10,00 10,00
Take out 10,00 10,00 10,00 10,00 10,00

n 1 2 3 4 5
Deposit 100,00 110,00 121,00 133,10 146,41
Interest 10,00 11,00 12,10 13,31 14,64
Take out 14,64

Example:

Annual Percentage Rate (APR — TAE in spanish)

i,: Nominal rate payable in x periods.

1+r=(1+lij
X

rate (r): 10%
periods (n): 5
amount (P): 100€

COMILLAS
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First steps. Time and money

l 1.000 Future Value (FV)

How much must | invest at a rate of 6% payable annually
to obtain 1.000€ after 6 years?

o~
ow
o
O
o

1=—299 704 96

(1 + O, 06) Present Value (PV)

>~ COMILLAS
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First steps. Time and money

*
14314118l

Cash rlow

PV = G | G B G =29: C,

2 0 7
l‘l‘r (1+7’) (1"‘7") n:1(1+r)
L *5# COMILLAS
Q{:j‘%}g UNIVERSIDAD PONTIFICIA




Continuing with the time

Internal rate of return (IRR)

RiRRRRRNRAN

NPV:{ G + G, +...+ G j—[

NPV

The Internal Rate of Return is the interest

rate that makes the Net Present Value zero

»2 ¢ COMILLAS
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What will we do next week?

We will talk about money
How does the monetary policy work?
Both in theory and in practice
Also, we will talk about the instruments of the Eurosystem

. No more than 5 minutes.
| need three voluntaries: It has to fit with the subject.

— From Bretton Woods to Vietnam. We have to learn a moral.
It has to be exciting.

— Germany hyperinflation
— How did George Soros "break the Bank of England"?
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Thanks
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