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Recently, in a well written column in the Business
Education section of Financial Times newspaper
Didier Cossin, a professor of Finance at IMD talked
about the famous Miller-Modigliani (MM) hypothesis
that every business school finance student would
know by heart. He ascribed our present day woes to
this one grand and beautiful theorem of finance. He
thinks that this theorem has seduced academics and
practitioners alike with its sweeping dictum that
financial markets are a substitute for the real world
comprising the corporates, governments and
regulatory authorities and has led to the widespread
belief that the choices made in the financial markets
by the various players — bankers, traders, investors,
and salesman — can replace actual decision making by
corporates. In other words, we have created a world
where financial markets matter and reign supreme.
The real economy with corporates and small
businesses, the other stakeholders such as employees
and the society at large do not matter.

In a series of papers between 1958 and 1963 Merton
Miller and Franco Modigliani, both Nobel Laureates
in Economics, established four propositions or results
which have collectively come to be known as the
Miller-Modigliani theorem. These four results were
the first attempt at modeling a firm’s capital structure
decision making vis-a-vis the financial markets. It was
also one of the first attempts, together with Harry
Markowitz to introduce the concepts of “equilibrium”
and “linearity” to the field of financial economics. Of

course, the concept of equilibrium, under its seductive mathematical garb of differential calculus,
had already been integrated in the mainstream economic thought around seventy years before
Messers Miller and Modigliani appeared on the scene. But the MM theorem was concerned with
the micro level of the economy, the level at which the corporates and businesses operated, where
economic thought needs to be merged with the nitty-gritty of corporate finance. A new discipline
of financial economics was about to be born.

Miller and Modigliani theorem (via its first two propositions) essentially argued, with
mathematical precision, that the debt on a company’s balance sheet is irrelevant and does not
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affect the value of that company. MM theorem said that the debt-equity ratio of the firm was not
relevant in establishing that firm’s market value. In 1991 Miller explained the crux of the MM
theorem with the following analogy*

“Think of the firm as a gigantic tub of whole milk. The farmer can sell the whole milk as it is. Or
he can separate out the cream, and selititt considerably higher price than the whole milk
would bring” He continues, “The ModiglianiMiller proposition says that if there were no costs

of separation, (and, of course, no government dairy support program), the cream plus the skim
milk would brirg the same price as the whole milk

Read carefully the above passage and you’ll see that Miller is pointing towards the two pillars of
modern financial theory: the concepts of equilibrium and linearity. We will talk more about these
in other issues.

Anne P. Villamil of the University of Illinois explains in The New Palgrave Dictionary of
Economics, while interpreting the above passage likens the debt of a firm to “cream” and the
equity to “skimmed milk”; if one increases the amount of debt, i.e. cream, then the value of the
outstanding equity, i.e. the skimmed milk, will be lowered. In other words, if the managers
running the company were to sell off safe cash flows to debt-holders then the firm will be left
with more lower valued equity thereby keeping the total value of the firm unchanged. Debt is
almost always cheaper than equity and hence if managers want to profit from using cheaper debt,
then that gain will be offset by the higher cost of equity which is more risky. The weighted
average costs of the two sources of capital, the debt and the equity, remains unchanged for a
fixed amount of total capital hence rendering any allocation between debt and equity irrelevant.

And so, with that tub of milk, Messers Miller and Modigliani gave us the concept of weighted
average cost of capital (WACC). The corporate mantra became: think of WACC and not how
much debt you have. The financial analysts, the CFAs, the CFOs and the like would rejoice in
the glory of this concept as if the electron has been discovered all over again. The investment
bankers would see their nirvana in this concept. Corporate America would go nuts on debt and
all through the decades of 1970s and 1980s there would be one debt-led party: junk bonds,
LBOs, and what have you. Debt, debt and more debt, and when in the 1990s the corporate
balance sheets can hold no more debt, just package it out as CDOs, CLOs, and the like. Today,
the economy is busted, the job market is busted. Average Americans have problems sending their
kids to school and keeping their mortgages. Today, there is so much financial pain all around.

And, all because of that tub of milk!

Rahul Bhattacharya
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Implied Volatility Estimation

Newton-Raphson Method: The Newton
Raphsormethod solves a one dimensional nhon
linear equation iteratively:

o =0 _C(O-k)_cmkt

k+1 k oC/o,
Clo,)-C,,

:>Gk+1:(7k_%2ramk

In the above formulaC, ,, is the market price
of a traded call option andr, is the
theoretical volatility (or the implied volatility

estimate) of the underlying asset for thiéa k
iteration, o, ., is the implied volatility estimate

for the k+Lliteration andC(c, ) is the

theoreticali model dependeiitprice of the
call option for the k th iteration.

The NewtorRaphson method is a very efficient
numerical algorithm that requires the
knowledge of the vega of the option.

Manaster & Koehler have devised a formula
for the Seed Value to start with in a Newton
Raphson algorithm that more or less
guarantees convergence to implied volatility.
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Tutorial #4.1

Estimating Implied Volatility Numerically

In the last tutorial we looked at the Brenner-
Subrahmanyam closed form formula to estimate
the implied volatility. Brenner-Subrahmanyam
formula assumes a very specific case, where the
option is at the money forward and the rates are
almost zero (theoretically zero). There are some
other closed form formulas which try to estimate
implied volatility as a closed form solution, that is,
in the form of a well-defined formula, in a more
generalized setting than Brenner-Subrahmanyam
formul by assuming out of the money or near the
money strikes. Of course, these formulas only give
approximations for the implied volatility and not
any exact value. Two of these are the Corrado-
Miller approximations and Li’s approximations.
We shall talk about them in the following tutorials.

However, in all commercial valuation software
that the banks use implied volatility of assets are
estimated using numerical methods, and not by
any closed form formulas. A theoretical closed
form model for estimating the price of an option is
the Black-Scholes formula. In this formula,
volatility enters as a parameter (or a variable). To
get an exact estimate of implied volatility of an
asset, one has to match the theoretical option price
that comes out of the Black-Scholes model with
the observable price of the option that is traded in
the market by adjusting the volatility parameter in
the model. This adjustment of the volatility is done
iteratively using numerical techniques.

There are two main numerical techniques to back
out the implied volatility from the option pricing
formula: (i) Bisection method (ii) Newton-
Raphson method.

Of the two methods, even though it is more
complex mathematically, the Newton-Raphson
method is most widely used in commercial
software used by banks and financial institutions
to estimate implied volatility. This is because
Newton-Raphson is a very efficient mathematical
method. In this method one solves for a one
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dimensional non-linear equation using an iteration technique and the method is so efficient that
within 3 to 4 iterations the theoretically adjusted volatility converges to the implied volatility.
However, one needs to have knowledge about the vega — the partial (mathematical) derivative of
the option price with respect to the volatility — of the option. Starting with a seed value of the
theoretical volatility (the one that goes as an input in the Black-Schole formula) and comparing
the market price of the option and the theoretical price of the option (using this seed volatility)
one moves to the next value of the theoretical volatility that brings the convergence of the market
value and the theoretical value closer. And so on with the iteration, till the two values converge.
The iteration takes into account the vega of the option. Manaster and Koehler in 1982 developed
an efficient seed value to start with in the Newton-Raphson method that more or less guarantees
convergence for European style options valued using Black-Scholes formula. Espen Haug’s
brilliant textbook, The Complet Guide to
Option Pricing Formulas discusses this
— algorithm.

Implied Volatility Estimation
Bisection method is much simpler than the
Newton-Raphson method that any rookie

Bisection Method: The Bisection method trader or quant can use it within minutes
chooses two initial (seed) values for the using an Excel spreadsheet. Bisection
estimated implied volatility, a high value,, method does not require the knowledge of

dal | At | vega of the option and hence its
and a low valueg;, and then linearly atractiveness, Many exofic options  and

interpolates between these two values to arrive  American style options do not have analytic

for vanilla call and put options using a

Black-Scholes formula) and therefore

C)x (6, -0,) Newton-Raphson method cannot be used in
1 such cases. In a bisection method two initial
seed values for the theoretical volatility are
assumed, one a low estimate of implied
volatility and the other a high estimate of
the implied volatility. The market price of
the option will be between these two values
of the estimated volatility. The exact
estimate of the implied volatility is then

Oy =0y "'(C

mki

The Bisection method is much simpler to use
and does not require the knowledge of the vega
of the option. .

] found out using a linear interpolation

between these two theoretical (estimated)
volatility values. It is a simple method of
linear interpolation

Team Latte
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Using Logarithm to create an Asset:
the Log Contract

The Log contract was introduced by Anthony
Neuberger in 1994.

The Log contract pays the natural logarithm of
theasset price (either spot or the forward).The
payoff is given byPayoff = Log S for spot and
for the forward we havBayoff = Log F .

The closed form solution for a Log contract on
the spot price of an asset is given by:

L= {Log S - (%O‘z = r} (T - :)}e-"(i" -1)

The Closed form solution for a Log contract on
the forward price of an asset is given by:

L, =LogF—%02(T—r)

Down the History Lane
Using Logarithm to create an Asset:
The Log Contract

Of all the assets that we
/ trade and invest in
i today, none is more
ot esoteric and mysterious
: — and if we made add,
~r complex - than
' ‘ “volatility”. How did
) - volatility become an
ﬁ\\ A asset from being a
’ mathematical parameter

in an option pricing formula?

-«~—

In 1994, Anthony Neuberger, then at the
Institute of Finance and Accounting at the
London Business School, introduced a
simple, yet a very peculiar product, the Log
contract. The publication of his paper, “The
Log Contract in the Journal of Portfolio
Management has since then become a
watershed event in the history of quantitative
finance. This contract would forever change
how we look at volatility and lay the
foundation for the introduction of variance
swaps in the late 1990s and the new volatility
index, VIX by CBOE in 2003. Though
Neuberger may not have realized it then but
what he had done was initiated the process by
which volatility would no longer remain a
mathematical and an abstract concept but
become a tangible — well, almost tangible —
asset. Perhaps, the last frontier of quantitative
finance was about to be conquered.

Something was bothering Neuberger and it may have come as flash of imagination. In a recent
interview he said to me, “One of the things that always bugged me about vanilla options was
their kinked payoff; the BlackScholes approach to option pricing works with any -tinear
pay-off, and it would surely be easier to work with smooth curvedoffaywhich did not have
infinite derivatives. From a mathematical perspective, the formulae weuthipler, and that is

a great advantage because it focuses attention on what is fundamental. From a practical
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perspective, it would get round the
problem of buying a risk management
instrument that will almost surely become

Using Logarithm to create an Asset: eithe:c iﬂﬂOCUOUS)(if it ends _umelep_ ir; O{f _
out of the money) or excessively risky (If it
the Log Contract ends up close to the money). With a smooth

curved payoff, your option would remain
close to the money whatever happgns

The Delta and th&amma of a Log contract are

given by: Was such a simple product possible, which
behaved like an option, retained all its

derivatives like characteristics and yet was

1 oL, 1 far simpler to manage in terms of its risk?

oF F I'= aF? | F? The log contract was _indeed such_ a
product. In hindsight, it is truly amazing
that none of the great minds in the field of
Quantitative Finance never ever thought of
this product. Even though it would be
another five years before Emanuel Derman
and his colleagues at Goldman Sachs
would formalize the concept and theory of
variance swaps by incorporating the notion

of Log contract in their model, Neuberger
The Gamma and the Vega of a Log contract are a4 yshered in a silent revolution. Without

far more stable and predictable than that of the Log contract, there would be no

regular vanilla options. variance or volatility swaps and no VIX,
the volatility index.

The Log contract is truly unique as a financial
derivative contract because unlike options or
other financial derivatives is that iBelta, the
hedge ratio, does not depend on the volatility.

The Log contract forms the basic building block What Neuberger had done was to create a
for the Variance Swaps andetiVolatility index, contract whose payoff was simply the

VIX. natural logarithm of the spot price of the
asset. If the underlying was the forward,
instead of the spot, then the contract
became a log forward, and it is the log
forward that forms the backbone of a
variance swap. The Log contract did not
look like an option at all and yet retained
all characteristics of an exotic option. Its payoff was a non-linear function of the underlying
asset. As Neuberger explained to me in the same interview, “The obvious claim to look at is a
power@ntr act (that pays the ndéth power of the t
that looks most interesting is the limit case as the power goes te wéioh turns out to be the
Log Contract”

The delta or the hedge ratio of a log forward is simply the reciprocal of the forward price of the

asset. Such is the simplicity of this derivative contract. If the forward price of an asset is $1.00
then the investor trying to replicate the log forward would have to buy one forward contract. In
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the next period if the forward price moves to $1.20 then she should reduce the hedge to 1/1.20 or

0.8333 forward contracts. Apart from the simplicity of the hedge ratio what is striking about the

log contract is that the delta of this contract, unlike a vanilla call or a put option, does not depend

on the volatility of the asset. Any wrong estimation of the volatility — or the future volatility —

will cause hedging errors in a call option. Not so in a log contract. The delta is no longer a
complex function of time to maturity, future volatility and asset price. The delta is simply the

inverse of the forward. As Neuberger further explained to me, “l had also been doing some work

on hedging errors with Blae®choles, where it is easy to show that the hedge error ghiypu
proportional to the integral of the gamma times the difference between realized and forecast
variance. So the Log Contract with its constant gamma had obvious potential as a risk
management instrument

Further, the gamma and the vega of a log forward contract are also highly stable and predictable
unlike options. This makes gamma hedging and volatility trading a much more tractable task for
the investors. The Log contract is indeed a wonderful product, not just because it is so simple to
understand in terms of its payoff and risks, but because underneath that veneer of simplicity lies
a very complex and rich tapestry of mathematics that has made creation of volatility swaps, the
VIX index and the transformation of volatility into an asset possible.

.Team Latte

Product Idea for the Equity Market
Pay Later Option

A Pay Later option is also known as a Contingent
Premium option. It is a vanilla option whose
premium is paid only if the option finishes in the
money at maturity. If at maturity the option is out of

Product Idea
Pay Later Option

A Pay Later option can be constructed as:

. PayLater = Vanilla — P* Digital

WhereP is the price (premium) of the Pay
Later option.The above renders it a
structured product.

Using the cumulative Normalistribution
probability measure with Blae8choles
notation, a Pay Later option can be thought
of as:

PxN(d,)xe"" =Vanilla
e " xVanilla

=T,

Where, N(d, )is the probability that the asset
will finish in the money.

Vanilla Times

the money then the buyer of the option pays nothing
to the seller of the option. Given this kind of a
payoff, a pay later option displays the characteristics
of both a vanilla as well as digital (binary) option.
Despite higher cost, a Pay Later option can be very
appealing to some retail investors, especially now.

A Pay Later option is a long Vanilla option and
short P times a digital option, where P is the price
of the Pay Later option. In this respect the Pay Later
option, even though a single option, behaves like a
structured product (a combination of two financial
derivatives). This is what makes this product so
unique. In simple terms, one can think of the
premium of a Pay Later option as related to the
probability of the asset finishing in the money.
Premium times the probability of the asset finishing
in the money is equal to the Vanilla option.
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The Silent Mafioso - IV
Edson Mitchell The Man who Once Ruled Deutsche Bank

The Man who Once Ruled
Deutsche Bank

How does one bid
farewell to a man like
Edson Mitchell? How
does one say Goodbye

€ é .Mitchell looked out ofthe cockpit to an era?

window and saw the face of Estelle, the woman
who had taken him to great heights of ecstasy : Saddleback Mountain
and joy. He saw his kids, all five of them, which is the site 0];
looking back at him, sad and teary eyaad Saddleback ski resort
beseechingihimito hold on tojthemsiiinally. e is a picturesque stretch of rock and snow in

:\?vvgerlﬁegligi;lgd;rﬁ ?iII?: dSv(\:/?t(r)\OI:)ve for him Rangeley, Fanklin County, in the state of Maine.
and looking at him as:kance From the cockpit .of a p_Iane _flylr!g cI_ose to the
: mountain the terrain at night time in winter looks

surreal. Heavy snow blankets the entire landscape

L . in a drape of white, which, amidst the darkness of
é é It was a magical moment when all those night, gives it a deathly glow. On the night of

who loved him and cared for him in life came December 22, 2000 as Mitchell was headed for

toggtherin one pIaceAt tha.t moment .he Rangeley on the small Beechcraft airplane, he
realized that the magic of éfwas coming to must have seen this landscape from the cockpit of
an end his plane and must have shuddered. But then he

would have cheered up, for he was going home
and his family was waiting for him: his wife,

Modern history of Deutsche Bank is really a Suzan, who was his high school sweetheart, his
history of its investment bank. And that daughters Katie, Becky and Elle and his sons Erik
investment bank once had a name, Edson and Scott. As the small plane sputtered and
Mitchell. swayed in turbulence he could almost see the

runway at the Rangeley airport, which is at a of
around 1,900 feet. His pilot, Stephen A. Bean, the

lan Kerr, the famous banker turned financial man after whom they’ve named the airport at
gossip columnist, once commenttbeit there Rangeley, was going to take him to his destination
are wo eras in Deutsche Bank, the {itdson safely. Mitchell however was headed for a very
Mitchell era and the podtdson Mitchell era. different place.

They were almost there, about 5 miles from
Rangeley airport when Mitchell looked out of the
cockpit window and saw the face of Estelle, the
woman who had taken him to great heights of ecstasy and joy. He saw his kids, all five of them,
looking back at him, sad and teary eyed, and beseeching him to hold on to them; finally, he saw
the love of his life, his wife Suzan, distraught, filled with love for him and yet looking at him
askance. It was a magical moment when all those who loved him and cared for him in life came
together in one place. At that moment he realized that the magic of life was coming to an end.
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Within minutes, the plane would crash on
the summit of Beaver Mountain, near
Rangeley plantation. And then it would be

Edson Mitchell curtains, for a $25 million-a-year character
e — that might as well have come out of a work
The Man who Once Ruled Deutsche of fiction; and in many ways, it would be
Bank curtains for a big European bank as well.

Modern history of Deutsche Bank is really
The man, with a movie star looks, a shock of red a history of its investment bank. And that

. . investment bank o name, Egdson
haranda s mi |l e t hat coul d mel\jletS QA'Eé\(am@Mﬁda?&g% ﬂ%art

could have as well come straight out of a Hollywood itchell. T, the famous banker

move ancDevtsch an k 05 London o1 YIek B gosly ol o
have as well been a movie.set :

Bank, the pre-Edson Mitchell era and the
post-Edson Mitchell era. It was this second
era, which started in 1995, that truly
defines the bank as it stands today and
indulges our intellect; it is this stretch of
time that sets our imagination on fire and
poses a question that will perhaps haunt us,
in a variety of contexts, for many more
years to come: Can one man truly become
an institution? The wild trades in bonds,
securities and foreign currencies with
hundreds of millions of dollars in notional,
the risky financial derivatives bets, the tens
of millions of dollars of employee bonuses,
the mind numbing dawn to midnight work
schedule, the endless machinations to
corner the European investment banking
markets, the grandiose Christmas parties

The loyal coterie of muktultural senior employees
on the trading floor who cared out all his orders,
the few trusted lieutenants to whom he would lend
his ear and who would do anything for him, the
senior German bankerboth inside and outside
Deutsche Bankvho would wonder if
fiswashbuckler is just another American name for a
fibankeo, his golf buddies who would balk at the
bets he placed on a game and those starry eyed
underlings who would marvel at how a man can
actually fly across the Atlantic in a Concorde to
keep an appointment with his dentist, all these
people created thpersona of Edson Mitchell

It was at Deutsche Bank, thilitchell displayed his with 1,500 plus guests and an incessant
true mettle, both as a leader and a manager. It is and maniacal push to reach for the skies
hel‘e,at DeUtSChaNhere he discovered gOId for h|m, were a” the handlwork of thls one nomad
his team and for the bank as well. prince, who may have been staying in the

City of London but who was forever
searching for a home across continents and

—  —————————————————— oceans.

He defied Deutsche Bank’s old guard in
Frankfurt when it came to running his global markets and sales and trading division, he scuttled a
big investment banking deal with Dresdner bank when it suited the collective good of his team,
he hired people, including senior members of his team, with careless abandon and paid them
princely salaries but made them deliver a thousand times more, he raided the bank’s capital in
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Edson Mitchell

The Man who Once Ruled
Deutsche Bank

Mitchell was an American playing the part of
Deut sche
Court immersed in glitter, glamour, opulence
and chicanery, witthoyal courtiers, both men

Henry VI I | at

and women, yet yearning to go back to his
Catherine on the other side of the Atlantic

He wasa loving father of five who cared for
nothing more in life than being with them,
whose world was actually within the space

joined by five dots, Katie, Becky, Elle, Erik and

Scott.

Today nothing much remains of this man, at
least in the public dmain. There is a new King
at the Hampstead Court and most of the old

courtiers have left.

We believe there is a photograph of Edson

Mi tchell hanging on
room at the
That and a few Google images aréthht
remains of The Silent Mafioso today.

Deut sche

10

search of ever more exotic derivatives trades,
he made his way into the bank’s management
board and fell in love with a French woman
named Estelle. What a life it was.

He grew up in Maine, attended Colby
College there, then went to Tuck Business
School at Dartmouth, started his career at
Bank of America, went to Merrill Lynch and
transformed that shop and finally came

acEpss nth%_ (@;%anti% W wo%| g)rmgje(l#sghg a d

Bank™ In on and became on the
biggest superstars of investment banking. It
was at Deutsche Bank, that he displayed his
true mettle, both as a leader and a manager. It
is at Deutsche Bank where he discovered
gold for him, his team and for the bank as
well. But this isn’t the man. This is just the
CV. The man, with a movie star looks, a
shock of red hair and a smile that could melt
any woman’s heart could have as well come
straight out of a Hollywood movie and
Deutsche bank’s London office could have
as well been a movie set. The loyal coterie of
multi-cultural senior employees on the
trading floor, who carried out all his orders,
the few trusted lieutenants to whom he would
lend his ear and who would do anything for
him, the senior German bankers. both inside
and outside Deutsche Bank, who would
wonder if ‘“swashbuckler” is just another
American name for a ‘“banker”, his golf

t h duddiesswhd wouldrbalkAtrthe Hetsihe plaget
B @amakgén® andl those tarny eyed furfderliags

who would marvel at how a man can actually
fly across the Atlantic in a Concorde to keep
an appointment with his dentist, all these
people created the persona of Edson
Mitchell. And then there was Estelle, the
mysterious French woman with whom he

was having an affair, who was like a beautiful chimera wrapped around Mitchell, visible at times

to many of the employee but present all along.

And even this was just a part of the man, a facade, a slice of a picture that was torn. Here was a
man tormented by the separation from his wife, Suzan, his sweetheart, whom he had loved all his
life. Here was an American playing the part of Henry VIII at Deutsche Bank’s own Hampstead
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Court immersed in glitter, glamour, opulence and chicanery, with loyal courtiers, both men and
women, yet yearning to go back to his Catherine on the other side of the Atlantic. Here was a
loving father of five who cared for nothing more in life than being with them, whose world was
actually within the space joined by five dots, Katie, Becky, Elle, Erik and Scott.

Today nothing much remains of this man, at least in the public domain. There is a new King at
the Hampstead Court and most of the old courtiers have left. Interns and associates don’t know
who Edson Mitchell was, for they don’t need to know. Most of the people who have survived the
ravages of the last decade and are still at Deutsche Bank, and who once knew him or worked
with him, have collective amnesia. Some are even scared for talking about Mitchell might upset
the present King. Money still flows like fine wine and there is still some showbiz at the Great
Winchester Street.

We believe there is a photograph of Edson Mitchell hanging on the wall in Anshu Jain’s room at
the Deutsche Bank’s London office. That and a few Google images are all that remains of The
Silent Mafiosdoday.

Rahul Bhattacharya

Certificate in Financial Engineering (CFE)
Excel™/VBA based, 100% applications course covering
guantitative modeling for derivatives valuation and risk
Certificate in mean[m[ analysis, financial risk management, portfolio analysis & asset
4 allocation models, algorithmic & derivatives trading and
Engineering financial mathematics. Write to cfeschool@risklatte.com for
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Book Review

The Return of Depression Economics, Paul Krugman Penguin Books, 1999.
Rating: **** (four stars)

We will review this book in two parts. Here is the first part of our review.

We are not in a state of economic depression and most likely will not be
in a depression for the foreseeable future. We may, however, experience
prolonged phase of economic recession that may just as well be quite
painful. Ever since the Asian Financial Crisis happened in 1997, the
spectre of a deep and painful economic recession has haunted us. Times
were good, very good during the period of 2002 to 2007 but the fear of
recession was always there in the background.

Should that be the only reason for us to read a book titled The Return of
June Depression Economicand first published more than ten years ago? Of
| A course, the author is one of the finest minds in economics today.

7l Paul Krugman’s book, The Return of the Depra&isn Economicswas first

published in 1999. In the aftermath of Asian financial crisis of 1997, as
America was lecturing Asian leaders on how to run their monetary policy and as the Asian
Central bankers were looking for possible explanations for the unraveling of the Asian miracle,
Krugman was trying to resuscitate a branch of economics that had almost died in past two
decades. This was the “demand side” economics, popularly known as Keynesian economics.
Ever since Arthur Laffer allegedly drew the now famous “Laffer Curve” on the back of a napkin
in 1974 the Supply siders have been on full assault on two fronts: throughout the eighties and
nineties they more or less established a stranglehold on American policy makers’ imagination,
including that of some of the U.S. Presidents; secondly, a whole generation of “cranks”, as
Krugman calls them, including journalists with no formal training in economics, had come up
waving the supply side banner. The idea became so powerful in the eighties and nineties that to
many it alone became the reason for the well-being of the American middle class and the
Affluent Society.

By 1997, it was clearly evident that the demand side economics had failed and the global
economy in the late nineties was “lurching from crisis to crisis”. Krugman, writing this book in
1999, reminded us then that failures in the demand side of the economy in the decades of 1980s
and 1990s have placed great limitation on the prosperity of the future generations. His thesis was
that a steady drift of economic thinking away from the demand side to the supply side
economics, both within the academia as well as, and more so, within the American policy
making circles has created a world that is perched on the edge of a precipice.

The book review continues in the next i ssueéé
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Notes & References:

=

Edson Mitchell’s photograph is courtesy of Google images

2. The cover image of the book TheReturn of Depression Economisscourtesy of Google
images.

3. The math equations in the article on the Log Contract is referenced from The Log
Contract and other PoweContracts Anthony Neuberger as it appears in The Handbook
of Exotic Options, edited by Israel Nelken (Irwin Professional Publishing, 1996).

4. The editorial on Miller-Modigliani theorem has references from The New Palgrave
Dictionary of Economicby Anne P. Villamil, University of Illinois.

5. More on Pay Later option can be found in Uwe Wystup's excellent work FX Options and

Structured Productglohn Wiley & Sons, 2006).
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