
Glossary of terms for financial crisis  
	Alt-A Mortgage
	A mortgage where normal underwriting standards are relaxed: the borrower may have a poor credit history or irregular income.  Alt-A is worse than prime (= good), but not as bad as sub-prime.

	Amortised loan
	A loan where the regular payments consist of both interest and repayments of the principal.  Mortgages in the USA are conventionally of this form, except in the sub-prime market.  Most UK mortgages are of this form (“repayment mortgage”) after the mis-selling scandal of the 1990s.

	Asset-backed Commercial Paper
	Commercial paper is another word for short-term borrowing.  ABCP is issued by a firm which wishes to borrow money and which has an explicit asset to match the liability.  In the shadow banking system a bank called a “conduit” (or “structured investment vehicle”) would buy long-term assets and fund by issuing ABCP.

	Bill (una cambiale)
	A short-term bond, typically for six months or less.  Such a bond usually does not pay a coupon but is a promise to make a single payment eg £100 in three months’ time.  This can be bought and sold (presumably for less than £100) until the redemption date.

	Bond (= un’obbligazione)
	A financial asset sold by a firm (corporate bond) or a government (in the UK called a “gilt”), usually promising to make a series of cash payments (called “coupons”) and finally to repay the principal amount.  Bonds can be bought and sold.  A 25-year 3% bond with a par value of £100 would typically pay £3 per year for 24 years and then make a final payment of £103 (redemption of the bond).  The actual price at which one can buy a bond changes from day to day.

	to borrow = prendere un prestito

	Collateralised Bond Obligation (CBO)
	A particular type of CDO where the underlying assets are bonds.

	Collateralised Debt Obligation (CDO)
	A Special Purpose Vehicle which bundles together a set of assets (eg bonds) and then makes payments to lenders, possibly divided into tranches.  This institution is closed: having bought a set of assets it does not buy any more and so when the assets finally reach maturity the CDO will make a final payment to lenders and then cease to exist.

	Collateralised Mortgage Obligation (CMO)
	A particular type of CDO where the underlying assets are mortgages.  Often referred to as a RMBS or a CMBS.

	Commercial Mortgage-Backed Security (CMBS)
	A CDO consisting of commercial mortgages, ie mortgages lent to buy factories, offices, etc.  In many countries the law treats commercial mortgages differently from residential mortgages.

	Commercial Paper
	Very short-term borrowing: a promise to pay back a sum of money in the near future.  Historically it would have been a literal piece of paper, signed and witnessed (now it may be electronic, but it is not called commercial electricity!).

	Conduit / Structured Investment Vehicle (SIV)
	A financial institution which is in the shadow banking sector, undertaking maturity transformation and risk pooling.  This institution is “open ended”: ie it continuously buys new assets and has no explicit date when it will shut.

	Counter-party risk
	A counter party is one of the contributors to a financial transaction.  Counter-party risk arises when there is the possibility that the counter party will fail to honour a financial obligation.  For example, AIG might sell a CDS which is a form of insurance.  But when buyers of CDSs tried to get the insurance payout AIG did not have sufficient money to meet its obligations.

	Creditor
	My creditor is someone who is (or may be) lending to me.  They are a creditor because they believe in my ability to repay the loan (nb “credit” has the same root as credo unum deum in the latin mass).

	Credit Default Swap (CDS)
	Superficially an insurance policy taken out on a financial asset.  So an investor who owns a bond knows that the bond might default and buys a CDS which will re-imburse the investor if the bond does default.  However, it is possible to buy a CDS even if one does not own the underlying bond, in which case it is not insurance.

	Credit line (?= Agevolazioni creditizie)
	An understanding that a bank will provide a short-term loan to a particular borrower when needed.  The potential borrower is usually a client who has been a good customer for some time.

	Credit rating
	An alpha-numeric grade awarded to a financial asset which denotes the expected loss on the asset (this equals the probability of default multiplied by the loss if default occurs – usually creditors get something, such as 50% even in default).  For medium-term defaults the grades look like: AAA (or Aaa) is the highest.  C is the lowest.  For the very short term, a different system (A ... ) is used.

	to discount = scontare

	Demand deposit
	Money placed in a bank which the depositor can withdraw on demand.  In principle this is a very short-term loan to the bank, but in practice deposits are rarely withdrawn.

	Fat tails
	The informal description of a lepto-kurtic probability distribution.  A distribution has fat tails if for a given variance, the probability of extreme events is greater than the probability of such events occurring in the Normal distribution.  See other handout.

	Financial Services Authority (FSA)
	In the UK 1997-2013: the government agency responsible for regulating individual companies to ensure they are solvent and for consumer protection.  Responsibility for overseeing systemic risk was shared by the FSA and the Bank of England.  The FSA has now been closed and replaced by the Financial Conduct Authority.

	Haircut (= taglio di capelli)
	The amount that a bond is discounted in a REPO to compensate for the probability that the bond will default.  See “REPO”.

	Hedge

to hedge (against) = mettersi al riparo (da)

a hedge = copertura
	An asset is a hedge for another asset (or for a portfolio) if it can be used to reduce overall risk.  Ideally a hedge will have a negative correlation.  A hedge asset can be used to reduce risk as a form of insurance.

	Hedge Fund
	An investment fund which is similar to a Mutual Fund but which is allowed to short assets (hold negative quantities, ie promises to deliver in the future).  This is a very risky strategy and results in HFs being highly leveraged.  To reduce risk HF must hedge positions carefully (hence the name, although all other institutions use hedging too).  The collapse of the HF Long-Term Capital Management in 1998 almost caused a financial crisis. Retail depositors are not allowed to invest in such funds.

	Insurable interest
	The principle, usually enshrined in law, that one cannot buy insurance on an event unless that event would directly affect the buyer.

	Insurance

= assicurazione
(In British, but not American, English, often called “assurance”)
	Paying a premium, or undertaking to pay regular premiums, in exchange for a payment by the insurance company if an event (fire, death, flood) occurs.  Insurance companies are leveraged, but are not banks because they do not undertake other banking activities.  They are regulated under the international agreement Solvency II which is the counterpart of bank regulation Basel II.

	Leverage (also called “gearing”)

= rapporto di indebitamento
	A measure of the size of loss that a firm can bear before its equity is exhausted and it is then unable to repay its creditors (eg borrowing from bonds and depositors).

	LIBOR (London Inter-Bank Offered Rate)
	The rate at which contributor banks could borrow (usually short term) from other banks.  LIBOR is posted daily.  The LIBOR rates are published by the British Bankers’ Association, which is an interest group for banks.  The data used are rates given to the BBA by the banks themselves.  It has recently transpired that many banks provided inaccurate information; some banks have been fined and some indvidual bankers may go to prison for having engaged in fraud.

	Limited Liability

=responsabilità limitata
	A legal institution whereby an investor will not be required to meet (or to meet fully) their financial obligations when things go badly wrong.

	loan = un prestito   to lend = prestare

	Loan-to-value ratio (LTV)
	Used in the UK to refer to the ratio of a mortgage to the market value of a house, usually at the time of purchase.  An LTV of 90% means that a house price can fall by 10% before the house price is less than the value of the mortgage, a phenomenon referred to as “negative equity”. 

	Maturity
	The length of time for which a loan is made.

	Mis-selling
	The practice of a financial institution selling a product to retail customers which they do not need; often they buy the product because they do not understand it.  In the UK, there has been mis-selling of personal pensions (1980s); interest-only mortgages (1980s-90s); payment protection insurance (2000s); swaps to retail SMEs (ongoing).  In all cases the sellers were often forced to provide compensation, sometimes running into billions of pounds.  The FSA/FCA is still investigating sale of interest rate swaps to small firms as a case of mis-selling.  In the USA, Countrywide was forced to set aside $8.4 billion for mis-selling sub-prime mortgages (customers were not told the terms of their mortgage properly).

	Money Market Mutual Fund
	This is a particular type of Mutual Fund (q.v.) which is only popular in the USA.  The peculiarity is that the only assets it holds are short term bonds or commercial paper.  The presumption is that the assets are so safe that the return on a MMMF will be positive.  When the return is negative the institution running the fund may choose to make up the difference to maintain its reputation.  If the fund earns a negative return it is called “breaking the buck”.

	Mortgage = ipoteca (residential mortgage = per una casa;  commercial mortgage = per una fabbrica)

	Mutual Company
	A firm with no shareholders, owned by a combination of depositors or workers.  In the UK mortgage banks used to be mutually owned by depositors and were called “Building Societies”.  There is also the Cooperative Bank.  Building societies were much more heavily regulated than banks.  Many building societies converted to shareholder ownership in the 1990s (de-mutualised): major examples are Alliance & Leicester, Bradford & Bingley, Halifax and Northern Rock, all of which failed in the financial crisis.  The largest remaining building societies are the Nationwide BS and the Coventry BS.  During the financial crisis several building societies also either failed or ran into difficulties (Cheshire BS, taken over by Nationwide; Britannia BS, taken over by Cooperative Bank; Stroud & Swindon BS, merged with the Coventry).  Other forms of mutual in the UK had disappeared before the financial crisis.
The closest analogue in the USA is a “thrift”.

Nb this use of “mutual” is different from the use in “mutual fund”.

	Mutual Fund

= fondo comune di investimento (in the UK called a “Unit Trust”)
	A financial institution which is not leveraged and hence not a bank.  The fund owns assets, which can be equity, bonds or property (the fund cannot take “short” positions).  Retail or wholesale investors own “shares” in the fund and receive returns in proportion to their share.  These shares can be bought or sold on a daily basis, but the price varies daily.  The purpose of the fund is to cut transactions costs and diversify risk.  A managed fund changes its composition to get better returns by buying and selling assets, but this involves fees being deducted to pay the managers.  A tracker fund holds a representative selection of shares and does not attempt to beat the market average: the fees on such funds are very low.

Nb this use of “mutual” is different from the use in “mutual company”.

	Over The Counter (OTC)
	A transaction which is made directly between two financial institutions and hence not traded on an exchange.  Because the transaction is not made on an exchange the price is not public.  Most CDSs and many CDOs were traded OTC.

	principal = il capital

	Reinsurance
	Insurance companies can reduce their exposure to risk by turning risk into a commodity and sell it to a reinsurance company.  There is a standard proof that such markets cannot be competitive and are resolved through bargaining, with contracts referred to as “treaties”.  Reinsurance companies are regulated differently to insurance companies and have to be large and international to diversify their risk and many specialise in catastrophe insurance (ie very small probability events with huge costs such as flooding, where it is difficult to find a counterparty).  Most have names like SwissRe, HannoverRe: the exception is Berkshire Hathaway (Warren Buffett’s company).  Reinsurance of reinsurance is called “retrocession” and is rare.  Because of the different regulatory requirements, it is sometimes possible to profit by moving risk between an insurer and a reinsurer (“regulatory arbitrage”).

	REPO (Repurchase agreement)
	A form of secured short-term lending where the asset serving as collateral actually changes hands.  So the lender passes cash to the borrower in exchange for an asset, with a promise that the borrower will repay the loan at a specified point in the future and the lender will return the asset.  Example: a borrower exchanges an asset worth $100 for $98 of cash.  At an agreed point in the future, the borrower buys back the asset for $100.  Notice that the borrower must provide $2 of equity, which is the “haircut”.  If the borrower is unable to repay, then the lender keeps the asset.  The “haircut” compensates the lender for the risk of price changes and default.

	Residential Mortgage-Backed Security (RMBS)
	Another name for a CMO, but explicitly based on residential rather than commercial mortgages.  Many mortgages are for houses which people live in and therefore there may be laws protecting the borrower so that they cannot be made homeless.

	Retail banking
	Banking to individuals and small and medium sized enterprises (in the UK referred to as “High Street” banking).

	Risk pooling or diversification
	The principle that assets with risky returns can be combined to form a portfolio whose return is less risky than the return of its components.  This is possible so long as the returns on the assets are not perfectly correlated.

	Secured lending
	A form of loan where the borrower must own an asset (referred to in this context as “collateral”) which the lender can claim if the borrower does not repay the loan.  During the term of the loan the borrower usually keeps the asset: the exception is a REPO.  The simplest example of secured lending is a mortgage – if the borrower defaults then the lender claims the house.  How easy it is for the lender to get the asset depends upon the jurisdiction and legal system.

	Securitisation
	The combination of assets (securities) into a portfolio.  Unlike in a mutual fund, the returns from these assets are then distributed in a complicated fashion through tranching.

	Shadow banking sector
	Any financial institution which is involved in some banking activities but is not fully regulated like a conventional retail bank, eg a conduit.

	Short selling

to short = vendere allo scopert0
(nb un diverso significato di “short”: short-term = breve termine)
	A promise to sell an asset, which the seller does not yet own, at a given price at some point in the future .  The seller will have to purchase the asset by the delivery date, but the price at which it will be bought is currently unknown: if prices rise then the seller will make a loss.  Note that prices cannot fall below zero but there is no upper limit.  In this sense short selling is riskier than going long.

	Special Purpose Vehicle (SPV)

Sometimes called a Special Purpose Entity (SPE).
	A financial institution with a separate legal existence but possibly no physical existence (no staff, no buildings, no computers).  Its purpose is to own assets and then distribute the return from these assets.

	Spread
	The difference between an interest rate payable on a loan and a safe rate of interest.  The benchmark is often LIBOR for short-term loans: for long-term loans it might be the interest rate on AAA government debt.  Spreads are normally measured in basis points (1/100 of a %), so if a spread is 50 basis points and LIBOR is 1% then the interest rate on the risky asset is 1.5%.

	Structured Investment Vehicle (SIV)
	See Conduit.

	Sub-prime mortgage
	A mortgage where normal underwriting standards are relaxed: the borrower may have a poor credit history or irregular income.  Sub-prime is the worst level of mortgage.

	Swap
	A financial transaction where two firms exchange a stream of financial payments.  For example, firm A owns an asset yielding a certain return of 2%, while firm B owns an asset yielding a return averaging 2.5% but uncertain.  Neither firm wishes to sell their asset (or they may be unable to sell), but firm B would prefer a constant income stream.  So (for a fee) a financial intermediary arranges that the yield in A’s asset is paid to B and the yield on B’s asset is paid to A.  The difference between a swap and just exchanging the assets is most obvious when an asset goes insolvent.

	Term structure
	How interest rates depend upon the maturity (or term) of a loan.  So the yield on a two-year bond may be different from that on a one-year bond.

	Tranche
	Literally a “slice”.  Refers to the complicated way in which the returns to securitised loans are distributed (unlike in a mutual fund, the returns are not shared equally).  The first tranche (super-senior) gets repaid first, then the next tranche (senior), then the mezzanine tranche(s).  The final tranche (junior) may receive nothing and is a junk bond.

	Vanilla (= vaniglia)
	Literally a flavour of ice cream (gelato alla vaniglia).  The phrase “plain vanilla” is widely used to describe traditional (and usually simple) financial products, in contrast to more modern and complicated products.



