Glossary of Relevant Investment and Economic Terms

From: Wall Street Words: 3rd Edition
 (unless otherwise noted)

The Bull vs. The Bear – Long-Term trends in the investment markets
Bull market – An extended period of generally rising prices in an individual item, such as stock or gold; a group of items, such as commodities or oil stocks; or the market as a whole.  Because security prices are often subject to reversals, it may be difficult to know whether there has been a temporary interruption in or a permanent end to a bull market.  Thus, the opinion of whether a bull market is in progress may be subject to individual interpretation.  

Bear market – An extended period of general price declines in an individual security or other asset, such as silver or real estate; a group of securities; or the security market as a whole.  Nevertheless, even during widespread bear markets (secular bear), it is possible to have bull markets (cyclical bull) in particular stocks or groups of stocks.  
Secular trend – A relatively consistent movement of a variable over a long period; an extended period of rising or falling security prices.    
Security – An instrument that, for a stock, shows ownership in a firm; for a bond, indicates a creditor relationship with a firm or with a federal, state, or local government; or signifies other rights to ownership.  

“Going long,” i.e., taking a long position – Buying an investment.  The investor’s expectation is that the value of the asset will increase over time.  

“Selling short,” i.e., taking a short position – Selling an investment asset that is not owned, usually through borrowing it from a broker with the promise to replace the asset at some point in the future.  The investor’s expectation is that the value of the asset will go down, at which time she can buy the replacement asset at a lower price than she “sold” it for initially, thus making a profit.  

Alternative (Non-Traditional) Investments 

Traditional Investments – Stocks (ownership or equity in a business) and bonds (a long-term promissory note or promise to pay).
Non-Traditional Investments – Everything other than traditional investments, from collector grade art to timberland, all kinds of structured financial products, hedge funds, even fractional ownership of race horses (which I don’t recommend).  (ASP)

Derivative – An asset whose value is derived from the value of some other asset (known as the underlying), e.g., forwards and futures, swaps, options, securitized debt obligations.  The link between the derivative and the underlying commodity or financial asset is one of value, i.e., derivatives have value of their own separate from the value of the underlying.  (Ed. note: think of a Wee game…it’s really not tennis.  It is a derivative of the real thing.)
Hedge fund – A very specialized, volatile, open-ended investment company that permits the manager to use a variety of investment techniques usually prohibited in other types of funds.  These techniques include borrowing money (using leverage), selling short, and using options.  Hedge funds offer investors the possibility of extraordinary gains with above-average risk.  
Leverage (gearing) – The ability to control an asset with an initial payment equal to a small portion of the total value of the asset.  Illustration: buying a home with 20% down or buying a security with 1% of the value of the asset and borrowing the rest.  (ASP)

Structured Finance
Securitized – Of, related to, or being guaranteed with the pledge of assets.  Similar to “collateralized.”    Securitized financial products are derivatives, which makes them non-traditional investments.  They are often levered with the expectation that returns will be multiplied.  The risk of losses is also multiplied. (ASP)
Collateralized bond obligation – A derivative security collateralized by a pool of high-yield bonds.  Several classes of these obligations are issued for a single pool of bonds with different classes offering different rates of return based on different degrees of credit risk.  
Collateralized debt obligation (CDO) – A debt security collateralized by a variety of debt obligations including bonds and loans of different maturities and credit quality.  

Collateralized mortgage obligations (CMO) – A security collateralized with mortgage loans and issued by Freddie Mac.  A CMO provides principal and interest payments from the mortgages to the investors.  CMOs are structured in groups or tranches, which are classified according to expected time of maturity and risk.  See tranche (below).  

Freddie Mac – Federal Home Loan Mortgage Corporation, a (formerly) stockholder-owned corporation chartered by Congress in 1970.  (Ed. note: Freddie Mac and Fannie Mae are Government Sponsored Entities or GSEs.  In 2008, a federal bailout gave controlling ownership of both of them to the U.S. government.)
Fannie Mae – Federal National Mortgage Association, a (formerly) private, shareholder owned company created by Congress in 1938 to bolster the housing industry during the Great Depression.  Fannie Mae facilitates homeownership by adding liquidity to the mortgage market when it purchases loans from lenders who use the funds received to make additional loans.  Fannie Mae finances mortgage purchases by issuing its own bonds or by selling mortgages it already owns to financial institutions.    

Tranche – A class of bonds with similar maturities and risk related to probability of repayment.    
Residential Mortgage Backed Securities (RMBS) – A series of residential mortgages, categorized into tranches and sold to investors as collateralized debt obligations.  An illustration of a structured financial product.  
Subprime Mortgage – Debt collateralized by a residential property with a lower than normal probability of repayment or a higher than normal probability of default. (ASP)
Swap or interest rate swap – A contract in which two parties agree to exchange periodic interest payments.  In the most common type of swap, one party agrees to pay fixed interest payments on designated dates to a counterparty who, in turn, agrees to make return interest payments that float with some reference rate, such as the rate on Treasury bills or prime rate. 

Counter party risk – The risk that a party to a transaction will fail to fulfill its obligations.  The term is often applied specifically to swap agreements in which no clearinghouse guarantees the performance of the contract.  (Ed. note: until recently, this was just a theoretical concept considered to be mathematically insignificant as a probability, but since summer 2007, with bankruptcies like Merrill Lynch and Lehman, this has become the big ugly “black swan.”  This wasn’t supposed to happen.  It’s now a real concern in the creation of financial transactions.)
The Black Swan: The Impact of the Highly Improbable by Nassim Taleb focuses on probabilities and predicting the future, particularly as related to financial markets.  The problem, Nassim explains, is that we place too much weight on the odds that past events will repeat, when really important events are rare and unpredictable. He calls them Black Swans, a reference to a 17th century philosophical experiment. In Europe only white swans were known; indeed, "all swans are white" had long been used as the standard example of a scientific truth. So what was the chance of seeing a black one? Impossible to calculate, at least until 1697, when explorers found the black swan in Australia, making the original premise not a little untrue, but totally untrue.  (Amazon.com)
General Economic Terms (Source: Scott) 
Inflation – A general increase in the price level of goods and services.   (Ed. note: This is a definition of inflation from the Keynesian School of Economics.  The Austrian School of Economics defines inflation as an increase in the money supply, as controlled by the Federal Reserve in the U.S.  This difference defines a critical debate between the schools on monetary and economic policy.)
Deflation – A reduction in consumer or wholesale prices.  The term generally applies to more than just a temporary decline.  
Consumer Price Index (CPI) – A measure of the relative cost of living compared with a base period (currently 1982-1984) and based on the spending patterns of an urban family of four.    
Higher Education Price Index (HEPI) – An inflation index designed specifically to track the main cost drivers in higher education.  
Gross Domestic Product (GDP) – The dollar output of final goods and services in the economy during a given period (usually one year).  GDP is one measure of economic vitality of a country and provides some indication of the health of near-term corporate income.  
Money Supply – The amount of money in the economy.  Since the money supply is considered by many to be a critical element in determining economic activity, the financial markets attach great importance to Federal Reserve reports of changes in the supply.  For example, consistently large increases in the money supply bring fears of future inflation.  
General Economic Terms  (Source: Wikipedia)
Recession – a general slowdown in economic activity over a sustained period of time, or a business cycle contraction. 

Depression – a sustained, long downturn in one or more economies. More severe than a recession, which is seen as a normal downturn in the business cycle. Considered a rare and extreme form of recession, a depression is characterized by abnormal increases in unemployment, restriction of credit, shrinking output and investment, numerous bankruptcies, reduced amounts of trade and commerce, as well as highly volatile relative currency value fluctuations, mostly devaluations. Price deflation or hyperinflation are also common elements of a depression.

Shadow banking system – The shadow banking system or the shadow financial system consists of non-bank financial institutions that play an increasingly critical role in lending businesses the money necessary to operate.  Many "shadow bank" like institutions and vehicles have emerged in American and European markets, between the years 2000 and 2008, and have come to play an important role in providing credit across the global financial system.  By definition, shadow institutions do not accept deposits like a depository bank and therefore are not subject to the same regulations. Familiar examples of shadow institutions included Bear Stearns and Lehman Brothers. Other complex legal entities comprising the system include hedge funds, SIVs, conduits, money funds, monolines, investment banks, and other non-bank financial institutions.  Shadow banking institutions are typically intermediaries between investors and borrowers. For example, an institutional investor like a pension fund may be willing to lend money, while a corporation may be searching for funds to borrow. The shadow banking institution will channel funds from the investor(s) to the corporation, profiting either from fees or from the difference in interest rates between what it pays the investor(s) and what it receives from the borrower.

Bretton Woods – A system of monetary management (which) established the rules for commercial and financial relations among the world's major industrial states in the mid 20th Century. The Bretton Woods system was the first example of a fully negotiated monetary order intended to govern monetary relations among independent nation-states, creating the International Monetary Fund (IMF) and the International Bank for Reconstruction and Development (IBRD), which today is part of the World Bank Group. These organizations became operational in 1945 after a sufficient number of countries had ratified the agreement.  The chief features of the Bretton Woods system were an obligation for each country to adopt a monetary policy that maintained the exchange rate of its currency within a fixed value—plus or minus one percent—in terms of gold and the ability of the IMF to bridge temporary imbalances of payments. In the face of increasing financial strain, the system collapsed in 1971, after the United States unilaterally terminated convertibility of the dollars to gold. This action caused considerable financial stress in the world economy and created the unique situation whereby the U.S. dollar became the "reserve currency" for the (nations) which had signed the agreement.”  Ed. note:  When the U.S. gold standard was removed in 1971, it became possible to increase the amount of money in circulation without a corresponding increase in the amount of underlying real asset reserves.    The dollar became “fiat money.”  It is a global phenomenon that the political class endorses fiat currency, because paper can be expanded infinitely by fiat (below) but hard assets cannot be.  
Fiat money – Money decreed by a government to be legal tender.  The term derives from the Latin fiat, meaning "let it be done".  Fiat money achieves value because a government accepts it in payment of taxes and decrees it can be used within the country as a "tender" (offering) in payment of all debts. In effect, this allows it to be used to buy goods and services and to pay taxes. Where fiat money is used as currency, the term fiat currency is used. The presently most widely-held reserve currency, the US dollar, is a fiat currency. 
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