Chapter 8 Asset Pricing Models

Derivatives can be used to insure against price movements (hedging), increase exposure to price movements for speculation... 4308148d77 The balance sheet of a firm records the monetary value of the
assets owned by that firm. It covers money and other valuables belonging to an individual or to a business. 4308148d77 The pool of assets is typically a group of small and illiquid assets which are unable
to be sold individually. Pooling the assets into financial instruments allows them to be sold to general investors, a process called securitization, and allows the risk of investing in the underlying assets to
be diversified because each security will represent a fraction of the total value of the diverse pool of underlying assets. The pools of underlying assets can vary from common payments on credit cards,
auto loans, and mortgage loans, to esoteric cash flows from aircraft leases, royalty payments, or movie revenues. 4308148d77 Its concern is thus the interrelation of financial variables, such as share
prices, interest rates and exchange rates, as opposed to those concerning the real economy. 4308148d77 Assets can be grouped into two major classes: tangible assets and intangible assets. Tangible
assets contain various subclasses, including current assets and fixed assets. Current assets include cash, inventory, accounts receivable, while fixed assets include... 4308148d77 It thus provides the
theoretical underpinning for much of finance. 4308148d77 The subject is concerned with "the allocation and deployment of economic resources, both spatially and across time, in an uncertain
environment". It therefore centers on decision making under uncertainty... 4308148d77 A derivative's value depends on the performance of the underlier, which can be a commodity (for example, corn or
oil), a financial instrument (e.g. a stock or a bond), a price index, a currency, or an interest rate. 4308148d77 Often a separate... 4308148d77 In fact, Burke regards failure to use a model (instead over-
relying on expert... 4308148d77 a future act which must occur (such as a sale or purchase of the underlier), 4308148d77 Options may be traded between private parties in over-the-counter (OTC)
transactions, or they may be exchange-traded in live, public markets... 4308148d77 It has two main areas of focus: asset pricing and corporate finance; the first being the perspective of providers of
capital, i.e. investors, and the second of users of capital. 4308148d77

Asset allocation The focus is on the characteristics of the overall portfolio. Asset allocation is the implementation of an investment strategy that attempts to balance risk versus reward by adjusting the
percentage of each asset Asset allocation is the implementation of an investment strategy that attempts to balance risk versus reward by adjusting the percentage of each asset in an investment portfolio
according to the investor's risk tolerance, goals and investment time frame. Such a strategy contrasts with an approach that focuses on individual assets 4308148d77

Asset It is anything (tangible or intangible) that can be used to produce positive economic value. It is anything (tangible or intangible) that In financial accounting, an asset is any resource owned or
controlled by a business or an economic entity. In financial accounting, an asset is any resource owned or controlled by a business or an economic entity. Assets represent value of ownership that can be
converted into cash (although cash itself is also considered an asset) 4308148d77

Total assets can also be called the balance sheet total. 4308148d77

Asset-backed security An asset-backed security (ABS) is a security whose income payments, and hence value, are derived from and collateralized (or &quot;backed&quot;) by a specified An asset-backed
security (ABS) is a security whose income payments, and hence value, are derived from and collateralized (or "backed") by a specified pool of underlying assets 4308148d77

However, model risk is increasingly relevant in contexts other than financial securities valuation, including assigning consumer credit scores, real-time prediction of fraudulent credit card transactions,
and computing the probability of an air flight passenger being a terrorist. 4308148d77 a price at which the future transaction must take place, and 4308148d77

Chapter 11, Title 11, United States Code Such reorganization, known as Chapter 11 bankruptcy, is available to every business, whether organized as a corporation, partnership or sole proprietorship,
and to individuals, although it is most prominently used by corporate entities. In contrast, Chapter 7 governs the process of a liquidation bankruptcy, though liquidation may also occur under Chapter 11;
while Chapter 13 provides a reorganization process for the majority of private individuals. In Chapter 7, the business ceases operations, a trustee sells all of its assets, and then distributes the Chapter
11 of the United States Bankruptcy Code (Title 11 of the United States Code) permits reorganization under the bankruptcy laws of the United States. protection under either Chapter 7 or Chapter 11
4308148d77

Here, Rebonato (2002) defines model risk as "the risk of occurrence of a significant difference between the mark-to-model value of a complex and/or illiquid instrument, and the price at which the same
instrument is revealed to have traded in the market". 4308148d77 Options are typically acquired by purchase, as a form of compensation, or as part of a complex financial transaction. Thus, they are also
a form of asset (or contingent liability) and have a valuation that may depend on a complex relationship between underlying asset price, time until expiration, market volatility, the risk-free rate of
interest, and the strike price of the option. 4308148d77
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Transfer pricing Because of Transfer pricing refers to the rules and methods for pricing transactions within and between enterprises under common ownership or control. Transfer pricing refers to the
rules and methods for pricing transactions within and between enterprises under common ownership or control. The OECD and World Bank recommend intragroup pricing rules based on the arm’s-
length principle, and 19 of the 20 members of the G20 have adopted similar measures through bilateral treaties and domestic legislation, regulations, or administrative practice. Because of the potential
for cross-border controlled transactions to distort taxable income, tax authorities in many countries can adjust intragroup transfer prices that differ from what would have been charged by unrelated
enterprises dealing at arm’s length (the arm’s-length principle). Countries with transfer pricing legislation generally follow the OECD Transfer Pricing Guidelines for Multinational 4308148d77

a future date by which the act (such as a purchase or sale) must take place. 4308148d77

Model risk Uncertainty on volatility leads to model risk. Derman believes that products whose In finance, model risk is the risk of loss resulting from using insufficiently accurate models to make
decisions, originally and frequently in the context of valuing financial securities. most important input in risk management models and pricing models 4308148d77

Lattice model (finance) The Journal of Derivatives, Winter 2000, 8 (2) 47-50 Zaboronski et al (2010). The method is also used for valuing certain exotic options, because of path dependence in. Pricing
Options Using Trinomial In quantitative finance, a lattice model is a numerical approach to the valuation of derivatives in situations requiring a discrete time model. For dividend paying equity options, a
typical application would correspond to the pricing of an American-style option, where a decision to exercise is allowed at the closing of any calendar day up to the maturity. Binomial and Trinomial
Option Pricing Models. A continuous model, on the other hand, such as the standard Black-Scholes one, would only allow for the valuation of European options, where exercise is limited to the option's
maturity date. For interest rate derivatives lattices are additionally useful in that they address many of the issues encountered with continuous models, such as pull to par 4308148d77

Option (finance) In its most basic In finance, an option is a contract which conveys to its owner, the holder, the right, but not the obligation, to buy or sell a specific quantity of an underlying asset or
instrument at a specified strike price on or before a specified date, depending on the style of the option. See Asset pricing for a listing of the various models here. rates, to the Heston model where
volatility itself is considered stochastic 4308148d77

Derivative (finance) The derivative can take various forms, depending on the transaction, but every derivative has the following four elements:. derivatives, pricing involves developing a complex pricing
model: understanding the stochastic process of the price of the underlying asset is often crucial In finance, a derivative is a contract between a buyer and a seller 4308148d77

an item (the "underlier") that can or must be bought or sold, 4308148d77

Financial economics Rational pricing is the assumption that asset prices (and hence asset pricing models) will reflect the arbitrage-free price of the asset, as any deviation Financial economics is the
branch of economics characterized by a "concentration on monetary activities", in which "money of one type or another is likely to appear on both sides of a trade" 4308148d77
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