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Learn about how Porsche attempted to take over VW, which is 60 times
bigger !

Read the story here:

Short version for dummies:
http://www.automobilemaqg.com/news/porsche-and-volkswagen-what-happened/

Full version for professionals:
https://priceonomics.com/porsche-the-hedge-fund-that-also-made-cars/
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World's Largest Banks by Assets (pec12)
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Deutsche Bank AG (DBK.DE)
12.23 +0.24(2.04%) 140ct16:35
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“Deutsche Bank appears to be the most important net contributor to

systemic risks in the global banking system.” (IMF, June 2016)
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A derivative is a financial instrument whose return Is derived from the
return on another instrument.

L1 Size of the OTC derivatives market at year-end 2010
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Consolidated Balance Sheet

£ back | next €

in € m. HNotes Cec31, 2012 Dec31, 2011
Azzets:
Ca=sh and due from banks 27 &35 15,9238
Interest-earning deposits with banks 119 543 162 000
Central bank funds sold and securities purchased under resale agreements 21, 22 25,570 25773
Securities borroswsed 21, 22 23,947 31,337
Financial assets at =8E< 1 fair value through profit or loss

Irading a=s=efis A0 SR 240 g4

Positive market values from derivative financial instruments F68,316 859 582

Financial assets designated at fair value through profit or loss 187,027 180,253
Total financial assets at fair value through profit or loss
Financial liabilities at fair wvalue through profit or loss 13, 15, 35

S4 O 1,230, 75959

MNegative market values from derivative financial instruments To2 TG

Financial labinies designated at rair value through profth or loss TUR, Tk 45 281

Inwestment contract liabilties 7 T332
[=0Ec | LgQuily MSlndd nwesimenis 1S 3O FF 3, 750
Loans

of which € Z billion and € 3 billion were pledged to creditors and can be sold or

repledged sach year ending December 21, 2012 and 2011, respectivehy 19, 20, 21, 22 297 270 412,514
Property and eguipment 23 4 953 5,900
Goodwill and other intangible assets 25 14,219 15,802
Cther assets 28, 27 123,973 154 7od
Assets for current tax 35 2,320 1,270
Deferred tax gsseis 35 i = 3,737
Total assets 2,012,329 2,184 103
Liabilities and sguity:
Deposits 28 577 202 501,730
Central bank funds purchased and securities =old under repurchase agreements 21, 22 35 144 35,311
Securities loaned 21, 22 3,109 5,039
Financial liabilities at fair value through profit or loss 13, 15, 36
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A swap is an agreement between two parties to exchange sequences of cash flows for a set period of
time. Usually, at the time the contract is initiated, at least one of these series of cash flows is determined
by a random or uncertain variable, such as an interest rate, foreign exchange rate, equity price or
commodity price. Conceptually, one may view a swap as either a portfolio of forward contracts, or as a
long position in one bond coupled with a short position in another bond. This article will discuss the two
most common and most basic types of swaps: the plain vanilla interest rate and currency swaps.

The Swaps Market

Unlike most standardized options and futures contracts, swaps are not exchange-traded instruments.
Instead, swaps are customized contracts that are traded in the over-the-counter (OTC) market between
private parties. Firms and financial institutions dominate the swaps market, with few (if any) individuals
ever participating. Because swaps occur on the OTC market, there is always the risk of a counterparty
defaulting on the swap.
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Example

In Dec. 31, 2014, Company A and Company B enter into a five-year swap with the following terms:
Company A pays Company B an amount equal to 6% per annum on a notional principal of $20 million.
Company B pays Company A an amount equal to one-year LIBOR + 1% per annum on a notional
principal of $20 million.

At the end of 2015, Company A will pay Company B $20,000,000 * 6% = $1,200,000. On Dec. 31, 2014,
one-year LIBOR was 5.33%; therefore, Company B will pay Company A $20,000,000 * (5.33% + 1%) =
$1,266,000. In a plain vanilla interest rate swap, the floating rate is usually determined at the beginning of
the settlement period. Normally, swap contracts allow for payments to be netted against each other
to avoid unnecessary payments THIS HELPS REDUCE COUNTERPARTY CREDIT RISK. Here,
Company B pays $66,000, and Company A pays nothing. At no point does the principal change hands,
which is why it is referred to as a "notional" amount.

Fized Hate: 6%
Compaty & ’J Company B

ﬂ Floating Fate: LIBOE + 1%
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Definition

The contract offers the buyer the right, but not the obligation, to buy (call) or sell (put) a security or other
financial asset at an agreed-upon price (the strike price) during a certain period of time or on a specific
date (exercise date).

Call options give the option to buy at certain price, so the buyer would want the stock to go up.

Put options give the option to sell at a certain price, so the buyer would want the stock to go down.
Traders use options to speculate, which is a relatively risky practice, while hedgers use options to reduce
the risk of holding an asset.

In terms of speculation, option buyers and writers have conflicting views regarding the outlook on the
performance of an underlying security.

For example, because the option writer will need to provide the underlying shares in the event that the
stock's market price will exceed the strike, an option writer that sells a call option believes that the
underlying stock's price will drop relative to the option's strike price during the life of the option, as that is
how he or she will reap maximum profit.

This is exactly the opposite outlook of the option buyer. The buyer believes that the underlying stock will

rise, because if this happens, the buyer will be able to acquire the stock for a lower price and then sell it
for a profit.
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Why are Options used?

Traders use options to speculate, which is a relatively risky practice, while hedgers use options to
reduce the risk of holding an asset.

In terms of speculation, option buyers and writers have conflicting views regarding the outlook on the
performance of an underlying security.

For example, because the option writer will need to provide the underlying shares in the event that the
stock's market price will exceed the strike, an option writer that sells a call option believes that the
underlying stock's price will drop relative to the option's strike price during the life of the option, as that
IS how he or she will reap maximum profit.

This is exactly the opposite outlook of the option buyer. The buyer believes that the underlying stock
will rise, because if this happens, the buyer will be able to acquire the stock for a lower price and then
sell it for a profit.
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Leverage: Why Options are used

Consider the following example. If you're going to invest $10,000 in a $50 stock, you might be tempted
to think you would be better off investing that $10,000 in $10 options instead. After all, investing
$10,000 in a $10 option would allow you to buy 10 contracts (one contract is worth one hundred
shares of stock) and control 1,000 shares. Meanwhile, $10,000 in a $50 stock would only get you 200
shares
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Positions

Long call (buying a call)
Short call (writing or issuing a call)

Long put (buying a put)

Short put (writing or issuing a put)
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EXMIBIT 8.4

Buying a Call Option on Swiss Francs

A & | ¢ | b | E | F | &
1 : bhit:8:4: B A A a]z () ) = 5 i
2 |Cost of the Call Option $0.005 _ |
3 |Exercise Price $0.585 - ]
4 |Spot price of Swiss Franc (US$) $0.570 | $0.580 | $0.585 | $0.590 | $0.600 | $0.610 |
5 |Buyer's Pavoff for Call Option (U.S. cents/Swiss Franc) (0.500) | (0.500) | (0.500) 0.000 1.000 2.000
7 — 2.00 1 T T
8 g L Strike price
i g “At the money" S /
16 i 1.50 I & :
14 4 “Out of the money"” __g_....- —1 "In the money"”
12 = 1.00 7 e
13 o L Area of
14 L] g - Unlimited
15 0.50 4 . Profit
17 8 o.00 /’% — e
18] @& e |
19 = R - Area of Limited Loss %
20| £ (0.50) e =t % Break-even price
21 8 g
-—% % (1.00) =
54 $0.570 $0.575 $0.580 $0.585 $0.520 $0.595 $0.600 $0.605 $0.610
25 SPOT PRICE (U.S. DOLLARS PER SWISS FRANC)
56 .
27 Key Cell Entries
28 B5: =IF(B4>%$B%$3,B4-$B$3-$B%$2,-$B$2)*100, copy to C5:G5
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A customized contract between two parties to buy or sell an asset at a specified price on a future date.
A forward contract can be used for hedging or speculation, although its non-standardized nature makes
it particularly apt for hedging. Unlike standard futures contracts, a forward contract can be customized
to any commodity, amount and delivery date.

A forward contract settlement can occur on a cash or delivery basis. Forward contracts do not trade on
a centralized exchange and are therefore regarded as over-the-counter (OTC) instruments. While their
OTC nature makes it easier to customize terms, the lack of a centralized clearinghouse also gives rise
to a higher degree of default risk. As a result, forward contracts are not as easily available to the retail
iInvestor as futures contracts.

« OTC

* One settlement at the end of the contract

« Not subject to asset price volatility in the interim

« Delivery may happen upon expiry

« Preferred by hedgers

« Less accessible to traders
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Example

L. Today buy SF173,611.11 forward six months at the forward quote of $0.5760/SF.
Note that this step requires no outlay of cash.

2. In six months fulfill the forward contract, receiving SF 173,611.11 at $0.5760/SF for
a cost of $100,000.

3. Simultaneously sell the SF173,611.11 in the spot market, at Hans’ expected future
spot rate of $0.6000/SF, receiving SF173,611.11 x $0.6000/SF = $104,166.67.

This is a profit of $4,166.67 (§104,166.67 - $100,000.00).

The profit of $4,166.67 cannot be related to an investment base to calculate a
return on investment because the dollar funds were never needed. On the six-month
anniversary Hans simply crosses the payment obligation of $100,000 with receipts of
$104,166.67, and accepts a net $4,166.67. Nevertheless, some financial institutions

might require him to deposit collateral as margin to ensure his ability to complete the
trade.
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Definition

A contractual agreement, generally made on the trading floor of a futures exchange, to buy or sell a
particular commodity or financial instrument at a pre-determined price in the future. Futures contracts
detail the quality and quantity of the underlying asset; they are standardized to facilitate trading on a
futures exchange. Some futures contracts may call for physical delivery of the asset, while others are
settled in cash.

« Dalily settlement

« Usually no delivery happens upon expiry

« Exchange-traded

« Subject to volatility risk

» Used frequently by speculators

« More widely accessible to traders
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A derivative contract

« Has expiry date

* Gives right but not obligation to buy an
asset

Option
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* Most common derivative involves
exchanging cashflows

* Typically, one party pays at fixed rate while
the other pays at varying rate

Swap




« Contract to buy an asset at an agreed price, at a
later date

* Does not involve physical exchange of goods and is
subject to daily settlement of gains and losses

Futures 5 Forward
contract ' contract




WESTMINSTER

Client Hedging using an option

An Accredited Institution of the University of Westminster (UK)

Key Information:

« Gold is trading at $1,300 dollars per ounce on the commodity exchange

« Gold mining company ABC predicts it will rise to $1,500 in 12 months’ time

« ABC company is the client of Deutsche bank

« DB have the mandate to write (issue) options for their clients

« DB charges 8% (of the current price) premium in exchange for issuing the Call option at strike price
equal to the current, with 12 months to expiry

Bank

Scenario A

Price goes up, above 1,300
Client exercises the option and makes
profit less the DB premium fee

« Call option, strike 1,300, 12 months
to expiry

Client « Client can exercise anytime BUT will

only if the price goes higher than

1,300 — to make a profit

Scenario B

Price goes down below 1,300 or stays
about the same

Client let’s the option expire and loses the
amount it paid to DB
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Key Information:
Gold is trading at $1,300 dollars per ounce on the commodity exchange
Gold mining company ABC predicts it will rise to $1,500 in 12 months’ time

ABC company is the client of Deutsche bank

DB have the mandate to write (issue) options for their clients
DB charges 8% (of the current price) premium in exchange for issuing the Call option at strike price

equal to the current, with 12 months to expiry

« Call option, strike 1,300, 10,000 ounces,

Bank

12 months to expiry
Cl t « Client will only if the price goes higher than
en 1,300 — to make a profit

DB hedging A

DB takes 8% fee earned and buys a Call option at the same
strike price and same duration — to protect itself in case the
gold goes above 1,300 and it has to pay the client the
increase in price. DB pays less for an option that does the
client. That difference is DB’s profit (margin).

DB hedging B

DB takes the 8% earned and buys a Gold certificate from an Exchange
Traded Fund that gives ownership right to equivalent of 10,000 ounces of
gold then buys a Put option on gold. If price goes above 1,300 and client
exercises the option, then DB will sell the gold certificate to pay the client
the profit they earned. If the price goes lower, DB will exercise the Put
option and offset the losses incurred from the gold price decline.
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In a plain vanilla interest rate swap, Company A and Company B choose a time frame, a principal amount, a single currency, a fixed
interest rate, a floating interest rate and payment dates. On the specified payment dates for the duration of the time frame, Company
A pays Company B a fixed rate of interest on the principal amount, and Company B pays Company A a floating interest rate on the
principal amount. All payments are made in the same currency and only the net sum of each payment exchanges hands. The
purpose of such an exchange might be to reduce interest-rate risk.

Bank

Floating rate payment to bank

Client Floating rate receipt Swap Counterparty

J
Fixed rate payment




Stock price is $125.94
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IR intrinsic Values and Time Values of DCRB Calls
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Valuing a Forward Contract Prior to Expiration

Portolio Cormposition . Valheat0~ . Yalueatt Value at T

A - Long forward contract established e v.(0,T) 35— F0.%)
o attatpriceof FOTY o Lo e K | |
‘B .. . longpositioninassetandloanof - N/A - . - S —FOT( 40 o 5 —FOT)
S FOTHI + )T established at t e -

Conclusion: The value of portfolio A at t must equal the value of pértﬁ'::'I.id B att,

VOT) =5, ~ FOM(1 47700
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Recommended reading for Introduction to Derivatives:

Fabozzi, Bond Markets, Analysis and Strategies, Chapters 21, 22 and 23
(Interest rate futures, Interest rate options and Interest rate swaps

Fabozzi, Fixed Income Analysis, Chapters 13 and 14 (Interest rate derivatives
and Valuation of interest rate derivatives)

Choudhry (Introduction to Bond Markets): Chapter 11, Introduction to derivative
Instruments

Chance & Brooks, Introduction to Derivatives and Risk Management, Chapters
2,3,8,9,12, 13



