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INTERNATIONAL UNIVERSITY OF JAPAN 

Graduate School of International Management 

Academic Year: 2014/2015 

Winter 

 

Course  

Course code 

FIN4030 

Course title 

Debt Securities Markets 

Name of Instructor Haruyoshi Ito Credits: 2 

Instructor’s contact 

Information 

Office# 

488 

Office Hours 

Tue & Thu or by appointment  

E-mail: 

haru0416@iuj.ac.jp 

Class Schedule  

Day / Time 

 

Thursday / 10:30-12:00, 13:00-14:30 

 

COURSE DESCRIPTION 

 

Course Description and Learning Objectives: 

         This course is primarily designed to provide students with in-depth analyses of concepts and 
techniques used by fixed-income practitioners including designing, pricing, marketing and trading 
debt products. We deal with standard bond valuation, risk analysis, bond trading (arbitrage) 
strategy, securitization and other innovative ideas, and asset-liability management for financial 
institutions and debt issuers. Institutional aspects (market microstructure and trading mechanism) 
of debt securities markets will be also discussed but limited in scope to introductory levels. 
Beginning with plain vanillas, i.e., default-free long-term government bonds and related products, 
we gradually move to more sophisticated interest rate or credit sensitive products. Many important 
aspects of product innovations in fixed income markets will be introduced mainly through classical 
cases. 
         Course materials consist of cases, book chapters and selected articles, homework and the 
final examination at the end of the term. The final will be a take-home case write-up. The most 
course work is quantitative and, thus, requires basic statistics, algebra and introductory economics 
in addition to corporate finance and investments as prerequisites. Full preparation and attendance 
are required. All students are expected to be active in class discussion. 
  
Career relevance 
  
         Debt securities were traditionally viewed conservative investments relative to common stocks. 
However, debt securities markets have undergone rapid change and growth in the past few 
decades. Exciting new markets and opportunities have evolved in many new innovative areas such 
as asset-backed securities, swaps, structured bonds and various credit-related products. Most 
recent financial innovations have been much associated with debt securities whose values are 
essentially sensitive to either interest rate or credit risk. Along this growth and innovation trend, 
there have been evolutional changes in theoretical and practical frameworks. As already known, 
some of these products and markets have collapsed under the storm of sub-prime problems. 
However, most of debt and credit products are expected to still survive, maybe, in more regulated 
environments. Governments and corporations continuously need to borrow and lenders (and 
investors) wish to hedge against the default of borrowers. This moderated trend might continue at 
least in the foreseeable future both in developed and emerging markets. Overall the course is 
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relevant for those in fixed income- and investment related careers in particular and corporate and 
institutional risk management in general. 
   
Course Context or Rationalization: 
                
         This course is related to investments (FIN 4020), portfolio management (FIN 4080), corporate 
finance (FIN 1010), and derivatives markets (FIN 4250) as well as risk management (FIN 4200). 
While these courses are not prerequisite of debt security markets, knowledge taught by these 
courses would help to understand the contents of debt security markets. Valuation of the debt 
security requires the knowledge of behavior of interest rates which is taught in derivatives markets. 
Additionally, several debt securities covered by debt security markets such as bonds with 
embedded options, securitization, and credit derivatives, require the basic knowledge of 
derivatives. Furthermore, debt security markets aim to provide important knowledge and skills in 
order to understand risk management. Duration and convexity are representative techniques used 
in risk management. Analytically, the course is more sophisticated than any other courses with the 
use of quantitative techniques developed in fixed income and derivatives. 
 

Delivery methods: 

          

         Course materials consist of book chapters, cases, and various articles, a few exercise 
problems and homework pieces, and the final examination at the end of the term. Power points 
slides and other class materials are uploaded to ¥¥iuj-home¥IM materials¥2014-2015¥MBA 
2nd¥2014 Winter¥Debt Security Market. The final is a take-home examination. The most course 
work is quantitative. The level of students understanding will be checked by means of case 
analysis, assignments, and scheduled presentations throughout the term. Full preparation and 
attendance are both required for all of the scheduled sessions in this course. All students are 
expected to be actively involved in class discussion, especially, in case discussion. 

 

Assessment: 

 

1. Case Analysis/ Write-ups (Individual)       25% 
2. Short Case Presentations (Individual)      25% 
3. Participation/ Active Involvement in Discussion (Individual) 25% 
4. Final Examination (Case, Take-home, Individual)   25% 
 
         Students are asked to form teams which have 2-3 students. Each team will be asked to 
present two cases and turn in a write-up for the cases they present. You have to choose one case 
from Case 1-6 and another one from Case 7-12. All teams must fully solve and be ready to discuss 
each case. I will call on and ask questions of the teams not presenting particular case and the 
response given will affect that individual’s grade of “Participation/ Active Involvement in Discussion” 
which provide 25% of your grade. 

 

Prerequisite: 

NA 

Textbook(s) Required:  

 
Fabozzi, Frank J., Bond Markets, Analysis and Strategy, Eighth (International) 
Edition (Paper cover), Pearson (Prentice-Hall International), 2013,  
ISBN 13: 978-0273766131 (ISBN 10: 0-273-76613-9). 

 

Reference books/Journal Articles:  
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Sundaresan, Suresh.M., Fixed Income Markets and Their Derivatives, Third 
Edition, South-Western, 2009, ISBN 978-0123704719. 
 
Martellini, Lionel, Philippe Priaulet, and Stéphane Priaulet, Fixed-income 
Securities: Valuation, Risk Management and Portfolio Strategies, Wiley, 2003, 
ISBN 978-0470852774 
 
Hu, Joseph, Basics of Mortgage-Backed Securities, Wiley, 2001, ISBN 
978-1883249878 

Class Outline Session Theme/Case Readings/Study questions 

1 Introduction to 

debt securities 

1) Introduction 

to understand the types and concepts of debt 

securities 

Required Reading: 

Fabbozi (Text, Chapter 1) 

 

2) Bond Price Volatility 

Required Reading: 

Fabbozi (Chapter 4) 

2 Term Structure 

of Interest 

Rates I 

3) Factors Affecting Bond Yields and the Term 

Structure of Interest Rates 

Required Reading:  

Fabbozi (Chapter 5) 

 

Assignment: Analyze Case 1 

3 Case 1: Note on 

Duration and 

Convexity (HBS 

Case) 

To understand 

1. how to calculate the duration and convexity 

2. what the duration and convexity means 

3. the application of duration and convexity  

4 Term Structure 

of Interest 

Rates II 

 

Understanding 

the Concepts 

of “Arbitrage” 

4) Treasury and Federal Agency Securities 

Required Reading:  

Fabbozi (Chapter 6) 

 

5) Corporate Debt Instruments 

Required Reading: 

Fabbozi (Chapter 7) 

 

Optional Reading: 

Dammon, Dunn and Spatt, “The Relative Pricing of 

High-Yield Debt: The Case of RJR Nabisco Holding 

Capital Corporation,” American Economic Review, 

83 (December 1993). 

 

Assignment: Analyze Case 2 & 3 
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5 Case 2: 

Deutsche Bank: 

Finding 

Relative-Value 

Trades (HBS 

Case) 

 

 

 

 

Case 3: RJR 

Nabisco 

Holdings Capital 

Corp.--1991 

(HBS Case) 

To understand 

1. the role of a fixed income research group 

2. how to calculate yields from coupon paying US 

treasury securities and a zero-coupon yield curve 

from a set of coupon-paying bonds, so called 

“bootstrapping”. 

3. How to theoretically spot arbitrage trade 

opportunities in the fixed income market, by 

comparing actual yields to theoretical yields. 

 

To understand 

1. the concept of arbitrage and relative mispricing 

2. the technical skill to seek the arbitrage opportunity 

6 Embedded 

Options and 

Arbitrage 

Opportunities I 

 

6) Analysis Bond with Embedded Option 

Required Reading: 

Fabbozi (Chapter 18) 

 

Optional Reading: 

Longstaff, F.A., “Are Negative Option Prices 

Possible? The Callable U.S. Treasury Bond Puzzle,” 

Journal of Business, 65 (October 1992). 

 

Assignment: Analyze Case 4 

7 Case 4: 

Arbitrage in the 

Government 

Bond Market? 

(HBS Case) 

 

To understand 

1. how treasury bond markets works 

2. the critical concept of arbitrage 

3. how to produce creation of synthetically equivalent 

securities to implement the price discrepancy. 

4. the simple embedded option. 

8 Embedded 

Options and 

Arbitrage 

Opportunities II 

 

7) International Bonds  

Required Reading: 

Fabbozi (Chapter 9) 

 

Assignment: Analyze Case 5 

9 Case 5: 

Coca-Cola 

Harmless 

Warrants 

To understand 

1. how to implement the arbitrate opportunity 

2. how to use embedded options for finding the 

mispriced securities.  

10 Mortgage 

Backs: 

8) Residential Mortgage Loans 

Required Reading: 
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Pass-Through 

 

Fabbozi (Chapter 10) 

 

9) Agency Mortgage Pass-Through Securities 

Required Reading: 

Fabbozi (Chapters 11) 

 

Assignment: Analyze Case 6 

11 Case 6: 

Crawford 

Development 

Co. And 

Southeast Bank 

of Texas 

(Darden Case) 

 

To understand 

1. financing decision of real estate industry 

2. How to conduct the Monte Carlo Simulation to 

analyze the value depending the financing methods 

12 Collateralized 

Mortgage 

Obligations 

(CMOs) 

 

10) Agency Collateralized Mortgage Obligations and 

Stripped Mortgage-Backed Securities  

Required Reading: 

Fabbozi (Chapter 12) 

 

Assignment: Analyze Case 7 

13 Case 7: 

Travelers 

Mortgage 

Securities CMO 

(HBS Case) 

To understand 

1. the structure and evolution of the mortgage 

securities markets 

2. Alternative models of mortgage prepayment and 

mortgage securities pricing. 

3. Arbitrate conditions driving innovation in the 

mortgage securities market, including the 

introduction of collateralized mortgage obligations. 

4. Changes in the life insurance industry, and the 

implications of these changes for the role of life 

insurers as both insurers as both issuers and 

investors in the capital markets. 

14 Securitization: 

Asset-Backed 

Security (ABS) 

 

11) Commercial Mortgage Loans and Commercial 

Mortgage-Backed Securities  

Required Reading: 

Fabbozi (Chapter 14) 

 

12) Asset-Backed Securities 

Required Reading: 

Fabbozi (Chapter 15) 
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Assignment: Analyze Case 8 & 9 

15 Case 8: 

American 

Express TRS 

Charge-Card 

(HBS Case) 

 

Case 9: Formula 

One Intangible 

Asset Backed 

Securitization 

(Darden Case) 

To understand 

1. the alternative methods of financing transparent 

assets. 

2. how to examine the structure and pricing of credit- 

and charge-card receivables-backed instruments 

 

To understand  

1. the process of asset securitization 

2. the source of value by breaking up assets into 

separate units 

3. how to enhance the feature of an offering to make 

an issue more marketable and attractive to investors 

16 Swap Rates 

and Swap 

Valuation  

13) Interest-Rate Swaps, Caps, and Floors 

Required Reading: 

Fabbozi (Chapter 28) 

 

Assignment: Analyze Case 10 

17 Case 10: The 

Walt Disney 

Co.’s Yen 

Financing (HBS 

Case) 

To understand 

1. the issues whether and when to hedge foreign 

currency exposures 

2. how to use the non-dollar Eurobond market by an 

American corporation 

3. how to execute all-in cost calculations for several 

financing alternatives 

18 Credit Risk 

 

14) Corporate Bond Credit Analysis 

Required Reading: 

Fabbozi (Chapter 20) 

 

15) Credit Risk Modeling 

Required Reading: 

Fabbozi (Chapter 21) 

 

16) Credit Default Swaps 

Required Reading: 

Fabbozi (Chapter 29) 

 

Assignment: Analyze Case 11 & 12 

19 Case 11: First 

American Bank: 

Credit Default 

Swaps (HBS 

To understand 

1. how credit default swaps work 

2. the economic model of default risk 
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Case) 

 

 

 

 

 

20 Case 12: Wells 

Fargo 

Convertible 

Bonds (HBS 

Case) 

 

To understand 

1. how to use convertible bond 

2. the evaluation of convertible bond considering 

credit quality and tax treatment 

3. Valuation of contingent claim using BSM model. 

 

Leeway  

Others (if any) Washington Mutual’s Covered Bonds (HBS Case) 

To understand 

1. covered bond markets 

2. the difference covered bond and traditional securitized mortgages 

3. the evaluation of covered bond 

4. the concerns regarding the optimal timing of this type of bond 

 


