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New Books on the Financial Crisis
Fool’s Gold 

by Gillian Tett


This book follows the development of Credit Default Swaps by a group from JP Morgan. However, in telling the story the author provides a much broader history than simply that of the CDS. This book provides good background material on derivatives and the role derivatives have played in the current crisis. 
In Fed We Trust

By David Wessel



I particularly enjoyed the background stories about the personalities behind the Federal Reserve, including Greenspan, Bernanke and Geithner. This book does a great job of explaining how decisions were made by Fed and Treasury official, which pushed America and the world over the financial edge. The book also explains decisions, which hopefully helped pull us back from the brink. 

Teaching about Derivatives
The world has changed. We hear that there are hundreds of trillions of dollars in derivates contracts outstanding, but what does this mean? Derivatives have become a critical part of the world economy, but most people have no clue when they hear the word “derivative.” In order to teach my students about the world of derivatives, I prepared a presentation on the five basic types of financial instruments. All financial instruments, including all derivative contracts, are constructed from these five basic building blocks. 
1. Equity Shares
2. Bonds

3. Forwards/Futures
4. Options

5. Notional Principal Contract. 

Presentation: The Five Colors of Financial Instruments

Robert C. Merton Video
In this video, the Nobel Prize winning economist Robert Merton explains important parts of the financial crisis using an interesting analytical framework. He begins with the equation: Risky Debt + Debt Guarantee = Risk Free Debt. Merton takes a second step and explains that functionally a debt guarantee is equivalent to a put option on the debtor's underlying assets. For example, the value of a mortgage loan would be the value of a risk free loan minus the cost of a put option on the house securing that loan. Merton shows the non-linear relationship involved and explains why the value of loans can keep falling at a faster and faster rate and the value of the underlying collateral, itself.
Robert Merton won the Nobel Prize in 1997 for his work on the Black-Scholes Option Pricing Model. However, he was also a principal in Long Term Capital Management (LTCM), which was a hedge fund which crashed dramatically in 1998. While his name is known for both good and ill, he is definitely worth listening to.
I also prepared a presentation for my students to go a long with this video.

Presentation: Robert C. Merton Thinking Functionally


I hope that you find these materials helpful. Please keep the suggestions and comments coming.  
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