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30/360 day-counting convention 32—4, 99, 156,
190-1, 249-50
130/30 long-short equity fund 289-91

ABSs see asset-backed securities
accounting data 268-9, 270-3, 305-27
see also balance sheets; cash flow statements;
income statements
banks 305-22
investors 268-9, 270-3
accrual tranches in sequential-pay CMOs 242
accruals accounting 23, 304, 61-2, 270-3
accrued interest 33—4, 55
see also dirty prices
Act/360 day-counting convention 32, 43-70,
76-8, 81, 89-91, 99-100, 1522, 168, 172,
185-6, 249-50
Act/365 day-counting convertici 33
Act/Act day-counting ccrivention 32—4, 168
active fund managers
see also hedge funds
performance analysis 289
active investors 265-86, 299, 336-8
see also investors
definition 265-6
fundamental valuation methods 265-6, 267,
270-3, 2802
risk-budgeting processes 336—8
actuarial science 205, 220-1
adjustable mortgages 7, 225
adjustable rate mortgages (ARMs) 225
agents 1-2, 6-7, 1619, 265-86
see also players; speculators
agriculturals 47-8, 57-8, 59-62, 73-4, 8§14
AIG 11,17, 183
ALCOs see asset-liability committees
algorithmic trading
see also investors
definition 266

aliases around the world, commercial banks 305

Index

allocations of scarce rcsouarces, savings 1-2,
12-13, 120, 265-», 303-5
ALM see asset-liaciiity management
alpha 18, 26268, 280-2, 288-302, 338
see alsel.edge funds
CAPIvi uses 280-2
acf nition 266, 288
o table alpha 298-9, 338
alternative investments 287-302, 329-38
see also hedge funds; private equity; real estate
alternative risk transfers (ARTs) 219-21
American options 3-5, 121, 126-7, 140-2, 164,
175-6
see also options
definition 121-2, 126, 164
amortization tables, mortgages 225-6
amortizing bonds 23, 27-8, 205, 206, 212-13,
228-31
definition 27-8
valuations 27-8, 228-31
angel investors 3334
see also venture capital
annual calculations 23
annual percentage rate (APR) 30-1, 225
annual percentage yield (APY) 301
annuities 17, 1668
ANOVA models 279-80
Apple 266, 313
APR see annual percentage rate
APT see arbitrage pricing theory
APY see annual percentage yield
arb desks see proprietary trading desks
arbitrage 7, 8-12, 17-18, 50-1, 126-8, 148,
172-81, 1834, 251-3, 267-8, 282,
288-302, 329
see also hedgers; pure...; relative value...
basket credit derivatives 251-3
definition 8, 17
no-arbitrage conditions 11, 172-81, 184-200,
251-2
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arbitrage (Continued)
private equity 329
put—call parity 119-20, 127-54, 160
triangular arbitrage law 50-1
arbitrage pricing theory (APT) 267, 282
arbitrage-free interest rate models 172-81
ARMA analysis 297
Arnott, Rob 284
arrears swaps 168—72
ARTSs see alternative risk transfers
Asian options 216, 294
asset allocations
concepts 265-9, 298-9, 329, 336-8
risk-budgeting processes 329, 336-8
asset class-linked structured notes 205, 213-18
see also structured finance
asset managers 18, 243-9, 287-302, 335-8
asset swaps 186-200
asset transformers 12—-13, 265, 303-27
see also commercial banks; financial
institutions; insurance companies; mutual
funds
definition 12, 3034
functions 12-13, 265, 303-5
regulations 12-13
asset-backed securities (ABSs) 6, 204, 223-42,
243-9
see also collateralized debt obligations;
mortgage-backed securities
asset-liability committees (ALCOs) 212
asset-liability management (ALM) i< 303-27
see also banks
duration gap management-204; 308-13, 320-2
interest-sensitive (mafuiity) gap management
304, 308-20, 322
asset-pricing models 267-86
see also investors
AstraZeneca 293
at-the-money options 121, 148-50, 159, 204-5,
213-15
ATMs 303
auctions, private equity 335
Augsburg Air 250-1
Australia 329

backward step-by-step discounting sweep
method 26-7, 29, 36
backwardation 82—4, 205
see also contango
balance sheets 12—13, 304, 305-22, 324-7
see also net worth
banks 304, 305-22, 324-7
duration gap management 304, 308—13, 320-2
Bank of America 13, 244
Bank for International Settlements (BIS) 323
see also Basel accord

Bank of New York 244, 312
bankruptcies, private equity 332
banks 1, 6, 11, 12-15, 17-18, 203-21, 223-42,
243-9, 265, 303-27
see also asset-liability management;
commercial...; investment...; loan...;
mortgage...; primary markets; secondary
markets; structured finance
bailouts 33, 310-12
balance sheets 304, 305-22, 324-7
Basel accords 303-5, 323
concepts 1, 6, 12-14, 17-19, 223-4, 265,
303-27
duration gap management 304, 308-13,
320-2, 323
fees 305-13
financial crisis from 2007 1-2, 13, 183—4, 243,
248-9, 259-60, 304, 313, 327, 332
functions 1, & 12-14, 17-19, 223-4, 265,
303-5
historical background 13-14
inzome statements 305-22
interest-sensitive (maturity) gap management
304, 308-20, 322
internal risk models 3034
maturity gaps 313-20
multipliers 303-5
regulations 12-13, 303-5, 314, 323
TARP bailout funds 310-12
types 1, 12-14, 304-13
VaR 303-5, 308, 320, 322-7
Barings 11
BARRA 267, 282
barrier options 140-1, 181-2, 214-16
see also exotic...
definition 181
Basel accords 303-5, 323
basis, CDSs 187, 188-90
basis (correlation) risk 116, 150, 205, 249-61
basis points 39-47, 87-8, 101, 207-13, 231-2,
249-61, 295-6, 324-7
basis trades 10, 47, 296
see also modified duration; speculators
basket credit derivatives 184, 200, 243, 247,
249-61
see also synthetic CDOs
arbitrage 251-3
definition 184, 249-52
first-to-default baskets 249-53
hedging 250-3
last-to-default baskets 251-2
Nth-to-default baskets 251-3
valuations 243
Bayesian statistics 269
bazaar of finance 6-8
BBA see British Bankers Association
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Bear Stearns 244
behavioral theory see psychology of finance
‘benchmark’ bonds, relative value arbitrage 9
Bermudan options 164, 180-1
Bermudan swaptions 1801
Bernoulli framework 184, 191-3, 196, 199-200
see also default risk; survival probabilities
BestBuy 251-2
beta risks, portable alpha 298-9
betas 266, 267, 280-2, 289-302
see also capital asset pricing model
BGM see Brace, Gatarek and Musiela
bid—ask spreads 10, 111-12, 115-16, 119-20
see also transaction costs
binary options 125-6, 131, 140-1, 181-2
see also exotic...; options; range...
binomial option pricing model 119, 129-54
Black—Scholes model 141-3
critique 145-54
definition 129-41
multistep example 13641
one-step examples 129-36, 1534
real-life option pricing exercise 150—4
binomial trees 177-8, 182, 184-200, 257-9
BIS see Bank for International Settlements
Black Diamond Energy 293
Black and Karasinski model 174
Black Model 143-4, 156-82
caps/floors 1634, 168
definition 1434, 156
limitations 168, 172
swaptions 167-8, 172
black-box allocation tools see tactical allocation
investors
Black—Litterman model-26&-Q
Black—Scholes option pricing formula 119-20,
141-54, 155-82, 183, 2934
see also delta; gamma; implied volatility; vega
assumptions 141-4
binomial model 141-3
caps/floors 163—4
concepts 119-20, 141-54, 155-82
critique 145-54
currency options 143—4, 148
definition 141-4
dividends 141-3, 1514
limitations 145-54
no dividends 141-3
parameters 141-3, 145-6, 151-3, 2934
real-life option pricing exercise 150—4
swaptions 167-8, 180-1
blipping 102-5, 107-12, 171, 231-2, 324-7
see also dynamic hedging; yield curves
Bloomberg 71-3
Bogle, John 285
Bond Math 23-55, 183-4, 191, 206

bond price futures 62-3
see also interest rate futures
bond prices, options 156—8
bonds 1-2, 4-5, 7-9, 12, 13-15, 17, 23-55,
62-3, 81, 86, 88-93,96-117, 155-6,
183-200, 203-21, 223-42, 243-9,
266-302, 3034, 338
see also amortizing...; corporate...; coupon...;
debt finance; floating rate...; government...;
loan...; repos; structured finance;
Zero-coupon...
accrued interest 334
‘benchmark’ bonds 9
Black Model 143—4, 156-82
callable bonds 8-9, 203, 205, 206, 211-12
CDOs 15, 18, 184, 182, 204, 243-61
classes 2234, 232-4.
compounding 23--34
contingent claiias’7
convertible'honds 4, 7, 183, 287-8, 294-302,
334
credit covenants 7
day counting 23, 30, 31-4
dehtimition 23, 62-3
aiscount factor bootstrap 368, 88-92,
98-112, 156-82, 183-200, 206-13, 324
duration 39-47, 63-9, 157-82
embedded options 467, 204-5
equity swaps 112-14
hedging 5, 9, 96-117
interest rate risk 5, 12, 39-47, 225-6, 228-31
intra-year compounding 23, 30-1
inverse floaters 18, 91, 205, 206-11, 241-2
options 172-3
OTC 14
price volatility 157-82
ratings 17, 188-200, 219, 244-5, 256-60, 327
risk types 39—47
short selling 54-5
structured bonds 112-13, 203—4, 206-13
term structure of interest rates 23, 34-8,
156-82, 190-3
types 23-9, 39-47, 62-3, 91-2, 2234
valuations 4, 23-55, 86, 91, 197-200, 228-31
yield volatility 157-82
Brace, Gatarek and Musiela (BGM) 180-1
Brent crude 47
Bridgewater Associates 287
British Bankers Association (BBA) 634
broker-dealers 1, 12, 13, 17-18, 119-20, 129-54,
203-21, 266, 304-5
see also financial institutions; hedgers;
investment banks; secondary markets;
sell-side...; structured finance
definition 13
fees 17
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broker-dealers (Continued)
functions 1, 12, 13, 17-18, 119-20, 148,
2034, 266, 304-5
insurance companies 17
regulations 13
VaR uses 304-5, 327
brokerage houses 51-5
see also securities lending/borrowing
bundled single-name credit derivatives 186-90
see also credit derivatives
bundling strategies, Eurodollars 68-9
businesses 1-2, 6-7, 1215, 205, 218-19, 265-6,
303-5
see also primary markets
capital flows 1-2, 12-15, 265-6, 303-5
butterflies 295-6
buy-side market participants 17-18, 119-20,
265-86, 287-302
see also institutional investors; investors
buy—write option strategy, definition 124-5
buyers, credit derivatives 184-200

CAC-40, stock index futures 69
calendar spreads, definition 124
calibration issues, interest rate models
172-6
call options 3-9, 18, 119-54, 157-82, 214-18;
293-302
see also options; swaptions
combinations 123-6
concepts 3-8, 119-54, 157-82
definition 119-21, 164-5
expiry payoffs 120-2
payoffs 3—4, 5, 119-54
put—call parity 119-20..127-54, 160
state-contingent claitns 3—4, 7-8
call spreads 123-6
see also options
callable bonds 8-9, 203, 205, 206, 211-12
see also structured finance
definition 211-12
capital
see also financial institutions
cost of capital 16, 270, 274-6
flows 1-2, 12-15, 265-6, 303-5
opportunity cost of capital 16
private equity 330-5
structured finance 203-21
WACC 270, 274-6
Capital Asset Pricing Model (CAPM) 267, 273,
276-82, 284
see also betas; security market line; two-fund
separation theory
alpha searches 280-2
critique 282, 284
definition 267, 280-1

screening uses 280-2
systematic risk 279-82
capital expenditure (CAPEX) 271-3, 281
capital gains 1, 47-51
capital market line (CML) 278-9
see also efficient frontiers
capitalism 13-14
caplets 158-82
CAPM see Capital Asset Pricing Model
capped floaters 205, 206, 211
see also structured finance
definition 211
caps 7, 18, 158-82, 205, 206, 209-13, 327
see also options; range options; swaps
definition 7, 158-63
example applicatiozn.160-3
FRAs 159-60
implied volatility 163—4, 166
put—call paricv. 160
valuatiors 163—4, 166, 168
car lease ag-cements, contingent claims 7
car lzans 7, 204
Cahar! four factor model 267, 283-4, 296-7
Cash accounting 61-2
~ash CDOs 243-7, 248
see also collateralized debt obligations
cash flow diagrams 18-19, 206-21, 265-6,
303-5
cash flow discounting, free cash flow discounting
47-51, 266, 269-86, 2934
cash flow engineering
basket credit derivatives 184, 200, 243, 247,
249-61
CDOs 15, 18, 184, 189, 204, 243-61
MBSs 1, 6, 18, 204, 223-42
overview 18-19
structured finance 18-19, 203-21, 22342,
243-61
cash flow statements 270-6
see also free...
cash settlements 6-7, 57-8, 121-2
cash-and-carry arbitrage 10-11, 57-9, 73-93,
114-15, 120, 143-4, 1514, 157-82, 291,
295-302
see also dynamic...; financing costs; static...
commodities 73-81
currencies 79-81
definition 10, 59, 734
futures not subject to cash-and-carry 814
stock indexes 76-8, 114
cash-settled fixed-for-floating swaplets 867,
105, 111-12
catastrophe bonds (CATs) 203, 205, 219-21
see also structured finance
CBOE see Chicago Board of Options Exchange
CDOs see collateralized debt obligations
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CDs see certificates of deposits
CDSs see credit default swaps
CDX... 260
central banks 303-5
central limit theorem 175
certainty equivalence 85-6, 88, 98—105
certificates of deposits (CDs) 12, 16, 301, 64-5,
203-4, 213, 303-5, 313-20
cheapest-to-deliver alternatives, bond price
futures 63
checking accounts 12-13
Chicago Board of Options Exchange (CBOE) 15
Chicago Board of Trade (CBT) 59-60
Chicago Mercantile Exchange (CME) 15, 59-60,
62-3, 64-70, 72-3, 99
CIR see Cox, Ingersoll, and Ross
CIRP see covered interest rate parity
Cisco 276-82, 290
Citigroup 244, 290
clean prices, definition 34
clearing houses 58-93, 260-1
see also futures
clearing trends, exchanges 15
Clever Alpha Fund 298-9
CLNSs see credit-linked notes
clustering problems, hedge funds 288, 302
CME see Chicago Mercantile Exchange
CML see capital market line
CMOs see collateralized mortgage obligations
CMS options 170-2
CMSs see constant maturity swaps
co-kurtosis 267-8
co-skewness 267-8
coffee futures 83—4
COFI see Cost of Funds Ludex
collateralized debt obligations (CDOs) 15, 18,
184, 189, 204, 243-61
see also credit-linked notes
cash CDOs 243-7, 248
concepts 15, 204, 243-61
definition 204, 243-9
loss analysis 25660
market growth 243—4, 256
players 243-7, 256-60
synthetic CDOs 15, 243, 246-9, 256-60
tranching 243-9, 256-60
types 243-4, 2567
valuations 243-9, 256-60
collateralized mortgage obligations (CMOs)
223-4,232-42
see also mortgage-backed securities
accrual tranches in sequential-pay CMOs 242
classes 2234, 232-42
definition 2234, 232
interest-only/principal-only (I0/PO) classes
224,232,237-42

multiclass combinations 241-2
non-accelerating senior (NAS) sequential-pay
CMOs 242
planned amortization class CMOs (PAC
CMOs) 224, 232, 23340, 241-2
sequential-pay CMOs 224, 232-5, 241-2
structures 224, 232-42
tranching 232-42
combination cross-currency swaps 110-12
combinations, options 123-6
commercial banks 1, 6, 12-14, 17, 223-4, 265,
303-27
see also asset transformers; asset-liability
management; banks; financial institutions
aliases around the world 305
balance sheets 304, 305-22, 324-7
concepts 1, 6, 12-1+, 17, 223-4, 265, 303-27
deposit insurance scaemes 12
duration gap menzgement 304, 308-13,
320-2, 323
fees 305-:15
functivns 1, 6, 12-14, 17, 2234, 265, 303-5
incHme statements 305-22
ini<rest-sensitive (maturity) gap management
304, 308-20, 322
loan types 314-22
maturity gaps 313-20
regulations 12—13, 303-5, 314, 323
risk management 303-5, 308
securitization trends 13, 303-5
VaR 303-5, 308, 320, 322-7
commercial paper 6, 11-12, 97
commodities 13, 47-51, 57, 58-62, 73-93, 95-7,
114-15, 182, 205, 21618, 266, 298-9,
323
see also agriculturals; convenience...;
currencies; energy...; interest rates; metals;
stock indexes
cash-and-carry arbitrage 73-81
definition 47-8, 49, 58-9
futures 59-62, 73-93, 115, 205, 21618
structured finance products 205, 216-18
types 47, 49, 58-62, 81-2, 114-15
valuations 47-8, 49-50, 82
commodity exchanges 13
Commodity Math 47-51
commodity swaps 95-7, 114-15
see also swaps
commodity-tracking ETNs 216-18
see also structured finance
compounding 23-34, 143-54, 157-82
see also day counting; intra-year...
conditional prepayment rate (CPR) 2267
confidence levels, VaR 323-7
constant default probability model 190-3,
196-200
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constant maturity swaps (CMSs) 168-72
see also swaptions
CMS options 170-2
definition 169, 170
contango 824, 115, 205
see also backwardation
contingent claims 2-5, 7-8, 203
see also options
contingent delivery time 7-8
see also optionality
continuous models 141-54
see also Black—Scholes option pricing formula
discrete-to-continuous conversions 151
convenience assets 81-2
see also commodities
convenience yields 814
see also backwardation; commodities
conversion factors 63, 151, 157-82
convertible bond arbitrage 295-6
convertible bonds 4, 7, 183, 203, 287-8,
294-302, 334
convexity 3947, 87-8, 99-105, 155-82, 225,
228-31, 324-7
see also duration; interest rate risk; price...;
yield...
adjusted models 168-72, 180-1
CMSs 169-72
definition 3940, 45-6
effective convexity 46—7
FRAs 87-8, 99-105, 156, 168-72
LIBOR forwards 168-72
quantos 168-72
copulas 184, 200, 243, 25241
critique 255-6
definition 184, 2524
corporate bond spread, CDSs 185-6
corporate bonds 5, 9, 11, 14-15, 23, 183-6,
243-9, 292-302
see also bonds
corporate finance see investment banks
corporate reorganizations 329
correlations 116, 150, 184, 199-200, 205,
249-61, 276-82, 288, 299-302, 322-7,
336-8
basis (correlation) risk 116, 150, 205, 249-61
default risk 184, 199-200, 249-61
hedge funds 288, 299-302
protection-seller/reference-issuer default risk
184, 199-200
cost of capital 16, 270, 274-6
see also weighted-average...
cost of debt, definition 270
cost of equity, definition 270
Cost of Funds Index (COFI) 97, 225, 323
cost-of-carry 10-11, 57-9, 73-93, 115, 135-41,
296

counterparties, swaps 95-117
counterparty risk 58-9, 185-200, 260-1
coupon bonds 23, 25-7, 3947, 88-91, 97-117,
156
definition 25-7
valuations 25-7, 40-1
coupon frequency, price—yield relationships 40-7
coupon rates, price—yield relationships 40-7, 156
coupons 6, 9, 10-11, 25-9, 34-47, 51-2, 81,
95-117, 157-82, 190-200, 203-21, 244-9,
294-302
see also interest payments
definition 25-6
swaps 95-117
covariance 200, 267-8, 324
covered calls 5, 119, 124-54
covered interest ratc parity (CIRP) 79-81, 110-12
definition 79
LIBOR rates 8()—1
Cox, Ingercoly ‘and Ross (CIR) 173
CPR se~ conditional prepayment rate
credit cards 13, 81, 204
credit.covenants, bonds 7
cr2dit default swaps (CDSs) 95, 184-200,
246-61, 287, 2924, 327
see also credit derivatives; synthetic CDOs
asset swaps 187, 188-90
basis 187, 188-90
clearing houses 2601
corporate bond spread 185-6
definition 184-7
terminology 184-5
valuations 198-200, 247
credit derivatives 14, 18, 183-200, 219-21, 243,
247, 249-61
see also credit default swaps; total rate of
return swaps
basket credit derivatives 184, 200, 243, 247,
249-61
bundled single-name credit derivatives 186-90
clearing houses 2601
CLNs 188-9, 219-21, 256-60
concepts 183-200, 243, 249-61
credit spread options 189-90
definition 183
indexes 260-1
valuations 183-200, 243
credit events 183-200, 219-21
see also credit derivatives
credit ratings 17, 188-200, 219, 244-5, 25660,
327
credit risk 86-7, 204-21, 223-42, 303-5
see also default risk
credit spread options, definition 189-90
credit spreads 5, 8, 45, 183-200, 256, 323-7
credit structure arbitrage 288, 2924, 302
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Credit Suisse 299-302
credit VaR 303-5, 327
see also Value at Risk
credit-linked notes (CLNs) 188-9, 205, 219-21,
256-60
see also collateralized debt obligations
cross ratios 49-51
see also currencies
cross-currency swaps 95-7, 105-12
see also swaps
definition 95-6, 105-7
fixed-for-fixed cross-currency swaps 105,
108-12
floating-for-floating exchanges 105-12
forwards 109-12
hedging 107-12
multicurrency/combination cross-currency
swaps 110-12
settlement methods 107-12
valuations 107-12
CRSP database 283
currencies 10-11, 14, 47-51, 58-9, 69, 70-3,
79-81, 95-117, 128-9, 143-4, 156, 168-72,
182, 205, 266, 323, 327
see also commodities; cross-currency swaps
cash-and-carry arbitrage 79-81
cross ratios 49-51
definition 48, 49
forwards 70-3, 79-81, 109-12, 1434
futures 59, 70-3, 79-81
quantos 69, 156, 168-72, 205
quote conventions 49-50, 71-2
structured finance products 205
transaction costs 51
triangular arbitrage law 20-1
valuations 48, 49-51, 107-12
vehicle currencies 49-51
currency cocktail swaps 112
Currency Math 47-51
currency options 128-9, 1434, 148, 155-6, 182,
183
see also options
Black—Scholes option pricing formula 1434,
148
definition 128-9
implied volatility rates 148-9
currency swaps 70-3, 95-7, 105-12, 182, 183
see also cross-currency swaps
currency-linked notes 204-5
customer trading desks 11-12
see also trading desks

DAX 69
day counting 23, 30, 31-4, 76-8, 87-8, 98-105,
156, 158-9, 1634, 166-8, 249-50
see also 30/360...; Act...; compounding

conventions 31-3
definition 314
D.E. Shaw Group 287
dealing 13, 17-18, 119-20, 129-54, 203-21
see also broker-dealers; trading
definition 13
debentures 6
debt finance 1-2, 23-55, 1834, 203-21,
243-61, 269-302, 329-38
see also bonds; loan markets; structured
finance
debt/equity financing 183—-4
default risk 11, 16, 18, 39, 120, 183-200,
204-21, 223-42, 243-61
see also credit risk
Bernoulli framework 184, 191-3, 196,
199-200
concepts 183-200, 243-61
constant defaulv.n’obability model 190-3,
196-200
copulas. 184, 200, 243, 252-61
correlations 184, 199-200, 249-61
deterministic credit migration model 193-5
maodeling approaches 183—4
“oisson model 183—4, 195-200, 254-6
protection-seller/reference-issuer correlations
184, 199-200
survival probabilities 183—4, 191-200, 254-6
default-free term structure of interest rates
190-3
defined benefit pension funds 1, 11, 16, 17, 18,
219-20, 298-9, 329-38
see also pension funds
delistings 331-2
see also private equity
delivery methods in financial markets 2, 6-8
see also forward markets; options;
settlement...; spot/cash markets
delta 9, 10, 102-5, 119-20, 138-41, 144-5,
149-50, 1524
see also gamma
definition 144
implied delta rates 149-50
Delta airline 2501
delta hedging 9, 102-5, 119-54, 158-82
see also binomial...; Black—Scholes...;
dynamic...; hedging; options
critique 145-6
definition 9, 120
delta-cum-vega hedgers 147-8
DEM 285-6
Denmark 303
deposit insurance schemes, commercial banks 12
deposit rate futures 62-9
see also interest rate futures
depreciation 271-6



P1: TIX/XYZ
JWBKS523-IND

P2: ABC

JWBKS523-Dubil July 21,2011 13:1

350 Index

Printer: Yet to come

derivatives 1-12, 14-15, 17-19, 119-54,
155-82, 183-200, 287-8, 310-13, 317-27
see also credit...; forwards; futures; options;
swaps
deterministic credit migration model 193-5
Deutsche Bank 244, 305
Deutsche Borse 14-15, 69
developing nations, stock exchanges 1, 15
diffusion 179-81
digital options see binary options
DIM 285-6
Dimensional Fund Advisors 283
dirty prices
see also accrued interest
definition 34
discount curves 23, 88-91, 156-82
see also term structure of interest rates
discount factor bootstrap 368, 88-92, 98-112,
156-82, 183-200, 20613, 324
see also Poisson model; spot zero rates; term
structure of interest rates; yield curves
definition 36
discount factors 23-51, 71-2, 80-1, 84-93,
98-112, 156-82, 183-200, 206-13,
269-86, 336
see also term structure of interest rates
definition 24-5
discount rates, considerations 269-70
discounted cash flows 23-51, 183, 269-&G
see also free cash flow...
discrete models 142, 151-4
see also binomial option pricing model
discrete-to-continuous conversions 151
disintermediation
see also securitizatiomn
definition 13
distressed turnarounds 329, 331-2
distributions, private equity 330-5
diversification 6, 12, 15-16, 183-4, 219-20, 232,
266-86, 334
see also insurance...; modern portfolio theory
dividend weighting fundamental indexing 284-6
dividend yields 1514, 285
dividends 1, 2-3, 6, 47-55, 76-8, 81, 141-3,
1514, 269-86, 304, 332-5
Black—Scholes option pricing formula 141-3,
1514
concepts 47-51, 266, 269-86
DJ Stoxx 50 69
DLN 285-6
DLS 285-6
Dodd—Frank Reform Act, USA 260-1
Dow Jones 69
drawdowns, private equity 330-5
Drexel Burnham Lambert 15
drift 173-82

dual nature property of swaps 96, 114
duration 5-6, 9, 10, 12—-13, 18, 39-47, 63-9,
157-82, 190, 225, 228-31, 304, 313, 320-7
see also convexity; interest rate risk;
Macaulay...; modified...; price...; yield...
definitions 3940, 41-2, 43, 304, 313, 320-2
effective duration 467
floating rate bonds 43, 206—13
heuristics 43—4
portfolio duration 44-5
valuations 43-7
weighted average time to the cash flows 41-5,
320-2
zero-coupon bonds 43
duration gap management 304, 308-13, 320-2,
323
see also asset-liahility management; balance
sheets
definition 304. 313, 320-2
duration matening 5-6, 9, 10, 12-13, 18, 45, 47,
304 3.20-7
dyneniic arbitrage 8-9, 95-117
dynamic cash-and-carry arbitrage 10-11
dynamic hedging 97, 102-5, 107-12, 119-54,
155-82, 298-302
see also delta hedging; hedging
blipping 102-5, 107-12, 171
multistep example of the binomial option
pricing model 13641

EAR see effective annual rate
earnings before interest, taxes and depreciation
(EBITDA) 271, 275-6, 331-2
earnings before interest and taxes (EBIT) 270-3,
275-6
EBITDA see earnings before interest, taxes and
depreciation
ECNs 15
economics 1-2, 52-5, 57, 203, 205, 218-21
see also short selling
effective annual rate (EAR) 225
effective duration/convexity 46—7
efficient frontiers 267, 276-86
see also capital market line; modern portfolio
theory; returns; standard deviations
efficient market hypothesis (EMH) 267,
276-86
electronic platforms, exchanges 15, 70
electronically traded notes (ETNs) 203—-18
see also structured finance
critique 218
definition 2034, 216-17
embedded options, bonds 467, 204-5
emerging market indexes 69, 260-1, 285-6,
287-302
EMH see efficient market hypothesis
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endowments 17, 335-8
see also pension funds
energy 15, 47-8, 58-9, 814, 115, 205
Enron 15
enterprise values 271-6, 2934
entrepreneurs, venture capital 333—4
EPS 286
equal weighting fundamental indexing 2846
equations of motion, definition 173—4
Equifax 224
equity finance 1-2, 47-51, 1834, 266, 269-86,
329-38
see also securities markets; stocks
equity indexes see stock indexes
Equity Math 47-51
equity options 112—14
see also options; structured bonds
equity participation notes (EPNs) 213-16
equity swaps 95-7, 112-14, 205-21
see also swaps
definition 112-13
floating rate bonds 114
S&P 500 113-14
valuations 114
equity-linked notes 204-5, 213-16
see also structured finance
ETFs see exchange-traded funds
ETNss see electronically traded notes
Eurex 62, 69
Euribor 65, 88-9, 168-9
Eurocurrency futures 63-9, 84-93,.96-7
99-105, 156, 168-72, 206-12
see also forward rate agreements, interest rate
futures
Eurodollars 33, 63-9, 84-25%,90-105, 156,
168-72, 206-13, 322
certainty equivalence 85-6, 88
convexity adjustments 169-72
definition 63—4
futures 64-9, 84-93, 96, 156
LIBOR 63-9, 84-93, 96-105, 156, 168-72
regulations 63—4
rollover/bundling lock-in strategies 68—9
Euroeuros 64
European debt crisis from 2010 183
European options 121-54, 164-82, 189-90
see also options; swaptions
definition 121-2, 126, 164-5
values prior to expiry 1267
European Union, Directives 2006/48/EC and
2006/49/EC and 2010/76/EU 324
euros 64, 73, 79-81, 105
Eurosterling 88-9, 168-9
Euroswiss 64, 65
Euroyen 64, 65, 168-9
EWRI 286

ex-dividend stocks, short selling 54-5
Excel functions
NORMDIST 141
RATE 36
real-life option pricing exercise 150—4
excess returns 16-19, 266, 288
see also alpha
definition 16
exchange-traded funds (ETFs) 13, 18, 69-70, 82,
266, 284-6, 287, 298-302
exchanges 1, 13-15, 69, 70
see also bond...; Chicago...; commodity...;
Deutsche Borse; International Securities
Exchange; New York Stock Exchange;
stock...; Tokyo Stock Exchange
changes 15, 70
clearing trends 15
developing natiers 1, 15
electronic platforras 15, 70
historical background 15
NASDAQ e :change/OTC hybrid entity 14
exit straicaics, private equity 329, 332, 334-5
exctic options 181-2
Sec also barrier...; binary...; range...
taverian 224
oXxpiry dates of options 120-2, 157-82
see also American options; European options
extension risk 231
Extreme Value Theory 256
Exxon Mobil 276-82

face values see par values
Facebook 15
failure parameters, Poisson model 195-200,
254-6
fair value prices 73-83, 88-93, 153-4, 172,
280-2
Fama and French three-factor model 267-8,
2834, 296-7
Fannie Mae (FNMA) 224, 225-6, 228
FCFEs see free cash flow to equity holders
FCFFs see free cash flow to the firm’s claimants
Federal Deposit Insurance Corporation (FDIC)
12,64, 310-11, 315, 318, 321
Federal Home Loan Banks (FHLBs) 2234, 311,
316, 319, 321
Federal Reserve 52, 58-9, 64, 97, 148-9, 225,
305, 323
fees
banks 305-13
broker-dealers 17
cash-and-carry arbitrage 73-93
hedge funds 287-9, 299
FHLBs see Federal Home Loan Banks
FICO scores 224, 225, 304
Fidelity Management 268
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financial crisis from 2007 1-2, 13, 183—4, 243,
248-9, 259-60, 304, 313, 327, 332
financial engineering 23-55
financial institutions 11-19, 287, 30327
see also asset transformers; banks;
broker-dealers
financial markets 1-19, 119-20, 329-38
see also primary...; secondary...
bazaar of finance 68
concepts 1-19, 329-38
delivery methods 2
historical background 13-14, 266-9
informational content perspectives 8
overview 1-2
purposes 1-19
segments 1-2
short-termism problems 329
spot—futures—options, primary—secondary, risk
transfer—driven design aspects 1-2, 15
structures 1-19
time of delivery dimension 6-8
transactional structure 6—8
‘Financial Products’ terminology, insurance
companies 17
financial ratios 7, 11
financial statements 270-6, 305-27
see also balance sheets; cash flow...; incomc ..
banks 305-22
free cash flow discounting 270-6
financing cash flows 271-3
financing costs
see also cash-and-carry arbitiage
arbitrage concepts 8-12
FINRA 218
first-to-default baskets 242--33
see also basket credivderivatives
fixed income arbitrage 288, 295-6
fixed income securities see bonds
fixed legs, swaps 95-117, 164-82, 187-200,
203-21, 31720
fixed-for-fixed cross-currency swaps 105,
108-12
see also cross-currency swaps
fixed-for-floating swaplets 86—7, 105, 111-12
flat volatilities 163—4
see also caps; floors
floating interest rates 7
floating legs, swaps 86, 95-117, 164-82,
187-200, 203-21, 317-20
floating rate bonds 23, 28-9, 86, 91-2, 97-117,
160-3, 164-8, 181, 184-200, 20613,
2412
see also credit default swaps; revolving loans
definition 28-9
duration 43, 20613
equity swaps 114

interest rate risk 40-7
valuations 29, 40-1, 86, 91-2, 206-13
floating-for-floating exchanges, cross-currency
swaps 105-12
floorlets 158-82
floors 7, 158-82, 205, 21718
see also options; range options; swaps
definition 7, 158-63
FRAs 159-60
implied volatility 163—4, 166
put—call parity 160
valuations 163—4, 166, 168
FNMA (Fannie Mae) 223, 225-6, 228
foreign exchange (FX) see currencies
forward buys, definition 6-7
forward discount 71-2; 801, 88
forward interest rates 27, 368, 88-92, 98—112,
156-82
forward markews 7., 3-4, 6-8, 18-19
forward on-pzriod discount factors 36
forward one-period zero rates 36
forwaid premium 71-2, 80-1
forward rate agreements (FRAs) 8-9, 86-91, 96,
98-105, 156, 159-60, 166-72
see also Eurocurrency futures
certainty equivalence 88, 98—105
convexity 87-8, 99-105, 156, 168-72
definition 86-7
maturity conventions 86-7, 159-60
standardized agreements 86—7
swaps 96, 98-105, 159-60, 166-8
forward sells 6-7, 10-11
forward swaps, swaptions 165-6
forwards 24, 6-8, 10-11, 18-19, 57-93,
109-12, 120, 127-8, 135-41, 1504,
156-82, 204-21
see also over-the-counter transactions;
put—call parity; settlement methods
concepts 67, 8, 57-93, 109-12, 120, 156,
165-6, 168-72
cross-currency swaps 109-12
currencies 70-3, 79-81, 109-12, 1434
definition 6-7, 8, 57-8
fundamentals 57-9
futures contrasts 67, 58, 86-7
importance 57
LIBOR forwards 168-72
mechanics 57-9
options 127-8, 135-41, 150-4, 156-82
predictions markets 59
repo rates 93
state-contingent claims 3—4, 7-8
swaps 96, 109-12, 165-8
types 6, 70-3
framing bias 268
France 303
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FRAs see forward rate agreements
free cash flow discounting 47-51, 266, 269-86,
2934
see also investors
definitions 269-76
financial statements 270-6
terminal multiple models 2746
free cash flow to equity holders (FCFEs) 269-76,
281
definition 272
free cash flow to the firm’s claimants (FCFFs)
269-76
definition 2724
FTSE 100 69, 171-2, 216
fundamental indexing 284-6
see also investors
definition 284-5
historical background 285
rebalancing strategies 285-6
sample list 286
fundamental valuation methods, active investors
265-6, 267, 270-3, 280-2
funds-of-funds 335
futures 1-2, 6-11, 15, 18, 57-93, 96, 115, 120,
156, 168-72, 205, 217-18, 287-302
see also interest rate futures; margin accounts
cash-and-carry arbitrage 10-11, 57-9, 73-93,
114, 120, 1514
commodities 59-62, 73-93, 115, 205, 21618
concepts 67, 8, 57-93, 120, 168-72
currencies 59, 70-3, 79-81
definition 6-7, 8, 58, 73—4
Eurodollars 64-9, 84-93, 96,156, 168-72
forwards contrasts 6-7, 58 84--7
fundamentals 57-9
importance 57
mechanics 58-73
multipliers 59-69, §9-93
not subject to cash-and-carry futures 814
physical commodities 59—62
predictions markets 59
quantos 172
relative value building blocks 57-93
speculators 57-62, 734, 82-3
spot—futures—options, primary—secondary, risk
transfer—driven design aspects of financial
markets 1-2
stock index futures 59-60, 69-70, 76-8,
149-50, 296-302
futures convexity 87, 99-105, 168-72
see also convexity
FXrisk 111-12
see also currencies

GAAP 317
gambling 2, 11, 59, 276

gamma 144-54, 2524
see also delta; risk measures
Gaussian copula model 184, 200, 243, 252-61
GDP 203, 205, 303
GE 297
general partners (GPs) 330-5
see also private equity
geographical locations, buy-side/sell-side market
participants 17
Germany 16, 62, 223, 249, 287, 291
Glass—Steagal Act, USA 13
Glaxo 251-2
GlaxoSmithKline (GSK) 10
global macro funds 287, 289, 291, 302
GLOBEX 65, 69-70
GNMA 223
gold 74-6, 81-2, 115
see also metals
Goldman Sachs 15243, 248-9, 268-9,
299-302, 305
see also invesiment banks
government vonds 1-2, 5, 6, 9, 11, 14-15, 16,
23,45, 62-9, 170-2, 243-9, 291,
295-302
cee also bonds
‘yraham, Benjamin 267, 274, 280
greed 1, 11, 734
the Greeks see delta; gamma; vega
Green Diamond Corp. 293
growth stocks, definition 48
GSEs 223-42

half-smile increases 150
hazard insurance, definition 7, 183
Heath—Jarrrow—Morton (HIM) 173, 176-81
hedge funds 9, 17-18, 219-21, 266, 286,
287-302, 3034, 335
see also buy-side...; relative value arbitrage;
sell-side...

alpha 266, 288-302

betas 266, 289-302

classifications 287-9

clustering problems 288, 302

concepts 17-18, 287-302

correlations 288, 299-302

critique 288-9, 299-302

definition 17-18, 287-9

fees 287-9, 299

historical background 18

industry statistics 287

liquidity premiums 288, 299-302

market-neutral plays 298-302

merger arbitrage 288, 2924, 300-1

performance analysis 288-9, 299-302

portable alpha 298-9

relative asset value funds 287-8, 289-91



P1: TIX/XYZ
JWBKS523-IND

P2: ABC

JWBKS523-Dubil July 21,2011 13:1

354 Index

Printer: Yet to come

hedge funds (Continued)
relative corporate/credit structure funds 288,
2924
replication attempts 286, 299-302
statistical relative value arbitrage funds 288,
2967
strategies 287, 289-302
strategy indexes 299-302
style drift problems 288-9, 302
theoretical relative value arbitrage funds 288,
294-6
hedge ratios 10, 47, 13141, 147-54
see also delta; duration...
definition 10
hedgers 2, 5, 6-8, 11, 15-19, 82-3, 119-54, 183,
203-4, 205-21, 287-302
see also arbitrage; broker-dealers; investors;
sell-side...
definition 2, 6-7, 17, 119, 120
functions 2, 6-7, 15, 17-19, 82-3, 119-20
short-term risks 2
speculators 6-7, 15-19, 120-54
hedging 5, 6, 8-9, 11, 15-19, 82-3, 96-117,
119-54, 155-82, 205-21, 241-2, 308-13,
317-27
see also delta...; dynamic...; gamma; relative
value arbitrage; static...; vega
basket credit derivatives 250-3
bonds 5,9, 11,96-117
cross-currency swaps 107-12
definition 5
interest rate options 156
interest rate swaps 101-5-217:-20
interest rates 5, 11, 101:5,217-20
options 119-54, 155-&2
swaps 96117, 317-20
volatility swaps 116
heuristics, duration 43—4
historical volatility 115-16, 147-9, 338
see also volatility
HJM see Heath—Jarrrow—Morton
Ho-Lee model 174
Hull-White model 174, 176
hybrid debt 203, 205

IG Metallgesellshaft 11
IIC see International Index Company
illiquidity risk 329
implied volatility 9, 120, 147-54, 1634,
166-72, 295-302, 323-7
see also Black—Scholes option pricing
formula; volatility...
caps/floors 1634, 166
currency options 148-9
definition 120, 147-8
stock index futures 149-50

swaptions 166, 171
in-the-money options 119, 121, 127-8, 146-7,
150, 159-60, 181
income statements (I/Ss) 270-6, 304, 305-22
see also free cash flow discounting; net
interest margin
banks 305-22
interest-sensitive (maturity) gap management
304, 308-20, 322
index amortizing rate swaps see index principal
swaps
index futures 10, 59-60, 69-70, 768, 296-302
index options 7
index principal swaps (IPSs) 17, 116-17, 206,
212-13
see also structured finance
index-tracking ETFs ¢9
indexes 7, 10, 11°-12), 58-60, 69-70, 76-8,
113-14, 114950, 155-6, 169, 171-2, 203,
214, 216, 284-6, 296-302, 327
see allo stock...
credit Gerivatives 260—1
IncexIQ 299-302
infation 16, 115, 205, 300-1
niflation futures markets 115
inflation-linked structured notes 205
informational content perspectives, financial
markets 8
initial margin 52-3
initial public offerings (IPOs) 14, 128, 293, 329,
332,334-5
insider-trading 292-3
institutional investors 1-2, 8, 11, 12—-13, 16-19,
112-13, 119-20, 200, 203-21, 287-9
see also financial institutions; insurance
companies; mutual funds; pension funds;
university endowments
functions 1-2, 12-13
regulations 112—13
insurance companies 1, 2-5, 12-13, 17, 1834,
303-4, 329, 335-6
see also financial institutions; primary markets
broker-dealer competition 17
‘Financial Products’ terminology 17
insurance contracts 2-6, 7, 183-4, 205, 219-21
see also hazard...; life...
reinsurance concepts 205, 219-21
state-contingent claims 2-5
insurance markets, options contrasts 119-20, 126
insurance risk-transfer structured notes 205,
219-21
see also structured finance
Insurance Service Office (ISO) 220
interest payments 1, 6, 12—13, 23-55, 224-42,
305-27
see also coupons
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interest rate futures 59, 62-9, 84-93, 96-7,
99-105, 112, 168-72
bond price futures 62-9
certainty equivalence 85-6, 88
definition 62-5
deposit rate futures 62-9
Eurocurrency futures 63-9, 84-93, 96-7,
99-105, 156, 168-72
yield curves 84-93, 99-105
interest rate indexes, caps 7
interest rate models 155-6, 168-81
arbitrage-free interest rate models 172-81
BGM 180-1
Black and Karasinski model 174
calibration issues 172-6
CIR 173
discount factor bootstrap 368, 88-92,
98-112, 156-82, 183-200, 206-13, 324
HIM 173, 176-81
Ho-Lee model 174
Hull-White model 174, 176
LIBOR market model 173, 176-81
trinomial trees 173-6
two-factor models 173, 179-81
interest rate options 148-9, 155-82, 206-13
exotic options 181-2
hedging 156, 206-13
swaps 206—-13
interest rate risk 5, 12, 39-47, 225-42, 312 -27
see also convexity; duration
definition 39
mortgages 225-6, 228-31
price—yield relationships 40-7. 228-31
interest rate swaps 9, 95-105° 111, 183,
187-200, 317-27
see also swaps
blipping 102-5, 107-8, 171
concepts 95-105, 111, 187-8, 317-20
definition 95-6, 97-9
hedging 101-5, 317-20
valuations 99-101
interest rate and yield curve-based structured
notes 205-13
see also structured finance
interest rates 4, 5, 7, 8-9, 11-12, 23-55, 58-9,
62-70, 74-81, 82, 84-93, 95-115, 125, 131,
143-54, 155-82, 183, 187-200, 203,
205-13, 305-27
see also caps; commodities; floors; term
structure...
hedging 5, 11, 101-5, 317-20
LIBOR 7, 8-9, 29, 33, 63-70, 74-81, 84-93,
95-115, 151-4, 156-80
special repos 82, 93
interest revenue/cost, net interest margin 304,
308-20

interest-only/principal-only classes (I0/PO
classes), CMOs 224, 232, 237-42
interest-sensitive (maturity) gap management
304, 308-20, 322
see also asset-liability management; income
statements
critique 317, 320
definition 304, 313-17
intermediaries
see also investment banks
types 1-2, 14, 265-6, 303-5, 329
internal rate of return (IRR) 245-6, 330
internal risk models, banks 303—4
International Index Company (IIC) 260
international index factors, investors 284
International Securities Exchange (ISE) 15, 62
International Swap Dealers Association (ISDA)
14, 200
Internet 303
intra-year cor pounding 23, 30-1, 34
see also compounding
intrinsic value of an investment 267
intriniic.value of an option 121-2, 1267
Sec also moneyness...; options
inverse floaters 18, 91, 205, 206-11, 241-2
see also structured finance
definition 206-9
leverage inverse floaters 91, 205, 209-11
valuations 91, 206-9
investment banks 1, 13, 14, 17-19, 266, 30413
see also broker-dealers; Goldman Sachs;
Morgan Stanley; primary markets
definition 13, 14, 305
functions 1, 13, 14, 17-19, 266, 304-5
historical background 14
VaR uses 304-5, 327
investment cash flows 271-3
Investment Company Act, USA 12
investor-to-investor transactions 1-2, 13—15
see also secondary markets
investors 1-2, 6-8, 11-19, 119-20, 1834,
203-21, 265-86, 329-38
see also buy-side...; hedgers; primary markets;
secondary markets; speculators
accounting data 268-9, 270-3
active/passive investors 265-86, 299, 336-8
algorithmic trading 266
angel investors 333—4
APT 267, 282
attitudes 265-86
CAPM 267,273, 276-82, 284
Carhart four factor model 267, 283-4, 296-7
characteristics 265-6
concepts 1-2, 6, 11-12, 15-16, 119-20,
265-86
efficient frontiers 267, 276-86
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investors (Continued)
Fama and French three-factor model 267-8,
2834, 296-7

functions 1, 6, 11-12, 15-16, 119-20, 265-86

fundamental indexing 284-6
historical background to investment theory
13-14, 266-9, 285
international index factors 284
momentum investing 266, 267, 2834, 2967
MPT 266, 267-8, 276-82
multifactor index models 266, 273, 282-6
optimal consumption-investment bundles
265-6
private equity 18-19, 288, 329-38
psychology of finance 265-6, 267-8, 299
rationality theory 268, 284
risk aversion 265-9, 279
risk-budgeting processes 329, 336-8
statistical models 268-86
tactical allocation investors 265-6, 268-9,
286
two-fund separation theory 265-6, 267,
274-6, 278-82
types 1-2, 6, 11, 15-16, 119-20, 265-6,
329-38
IO/PO classes see interest-only/principal-only
classes
iPad 2667
iPhone 266-7
IPOs see initial public offerings
IPSs see index principal swaps
IRR see internal rate of return
IS... see interest-sensitive (maturity) gap
management
ISDA see International Cve2p Dealers
Association
iShares 285-6, 300-1
ISO see Insurance Service Office
issuer-to-investor transactions 1-2, 13—15,
203-21, 334-5
see also primary markets
Ito’s lemma 157-8
see also stochastic calculus; Taylor series
iTraxx CDS Europe index 260-1

J-curves 330-1, 335
Japan 13, 14, 16, 64, 65, 69, 72-3, 79-80, 111,
128-9, 155-6, 168-9, 171-2, 216, 266
J.P. Morgan Chase 287, 290, 305-27
jumps 174-82, 195-200, 254-6
see also Poisson model
junior debt 2234, 244-9, 259-60, 331-2
junk bonds 327

Kahneman and Tversky 268
Keynes, John Maynard 82

knock-ins/knock-outs 181, 216
see also barrier options
kurtosis 267-8

last-to-default baskets 251-2
see also basket credit derivatives
LBOs see leveraged buyouts
legs, swaps 86, 95-117
Lehman 183
leverage 6, 52-5, 91, 124-6, 204-5, 209-11,
214-16, 303-5, 320-2, 329, 331-3, 338
leverage-adjusted duration gaps, definition 321-2
leveraged buyouts (LBOs) 329, 331-3, 338
see also private equity
definition 331-2, 333
leveraged equity-linkzd notes 204-5, 214-16
leveraged floaters S, 205, 209-11
LIBID, definitier. 6:—4
LIBOR 7, 8-9,2€, 33, 63-70, 74-81, 84-93,
95-115, 151-4, 156-81, 185-99, 203,
206-1.3,219-20, 225, 249-50, 295-6,
522-7
CIRY 80-1
cefinition 63—4
Eurodollars 63-9, 84-93, 96-105, 156,
168-72
forwards 168-72
locked-in future LIBOR rates 67-9, 87-8
swaps 95-115, 159-80
LIBOR market model (LMM) 173, 176-81
life insurance 2-6, 7, 219-20, 336
LIFFE 62-3, 65-6, 69
see also NYSE Euronext
limited partnerships (LPs) 329-35
see also private equity
liquidity premiums, hedge funds 288, 299-302
loan markets 1-2, 6, 23-55, 183-200, 204,
223-42, 243-6, 266, 303-27
see also banks; bonds; commercial banks;
debt finance; mortgage...
concepts 1-2, 303-27
loan types 314-22
players 1-2, 303-27
loan-to-value ratios (LTVs) 223, 224-42
log-normal distributions 141-3, 148, 164, 172,
174-81, 322-7
long gilts 62-3
long positions 16, 18, 23, 57-8, 61-9, 81-3,
96-117, 122-6, 146-54, 217-18, 265,
287-302
long volatility positions 14654
long-term bonds 1-2
longs 5-6, 9
lookback options 205, 216
loss analysis 256-60, 322—7
see also Value at Risk
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lottery tickets 2

LPs see limited partnerships
Lufthansa 240-1

Lynch, Peter 268

Macaulay duration 41, 43
see also duration
maintenance margin 52-3
Malkiel, Burton 285
managed futures hedge fund strategies, definition
287-8, 296
margin accounts 6, 52-5, 58-93, 205, 218
see also futures; short selling
margin buyers, definition 52-3
margin calls 52-5
see also short selling
marginal risk contribution (MRC) 337-8
marked-to-market settlements (MTM) 6-7,
58-93, 96, 104-5, 109-12, 127-8
see also variation margin settlement
definition 58
market risk 8-9, 16-19, 95-117, 119-54,
155-82, 183-200, 219-21, 279-86, 303-5
see also hedgers; speculators; Value at Risk
market segments 18-19
market swaps, definition 96
market value of assets/liabilities, net worth 304,
308-13, 320-2
market VaR see Value at Risk
market-makers
see also exchanges; specialists
functions 14-15
market-neutral plays, hedge funds 298-302
Market.com 260
Markit Group 260
Markov processes 176—7
Markowitz, Harry 267, 276
maturity gaps 313-20
see also interest-sensitive (maturity) gap
management
MBSs see mortgage-backed securities
mean reversion 149, 174
mean-variance analysis 267-8, 276-82, 284,
336-8
MedImmune 293
Merck 290
merger arbitrage 288, 292—4, 300-1
Merrill Lynch 13, 244, 327
metals 47-8, 57-8, 74-6, 81-2, 115
mezzanine debt 223-4, 244-9, 259-60, 331-2,
334
Milken, Michael 15
Miller—-Modigliani argument 270
Mini Nasdaq 100 69
minority interests 275-6
mispriced ETFs, portable alpha 298-9

modern investment theory 265-86
see also investors
modern portfolio theory (MPT) 266, 267-8,
276-82
see also diversification; efficient frontiers
definition 267
modified duration 41-7, 157-82, 232, 320-2
see also basis trades; duration; hedge ratio;
price...; yield...
definition 41, 434
momentum investing 266, 267, 2834, 2967
see also investors
money markets 67, 11-12, 112, 217-18, 267-8,
313-27
moneyness of options 119, 121-2, 146-9,
159-60
see also at-the...; in'the...; intrinsic value;
out-of-the...
Monte Carlo simu!afions 324
monthly accreal and compounding periods 30-1
Moody’s 219, 2¢0
Morgar-Ctatley 305
see alsy investment banks
Morngstar matrix 289
morigage bonds 116-17
mortgage servicing contracts 11, 224-5, 241
mortgage-backed securities (MBSs) 1, 6, 18,
204, 223-42
see also collateralized mortgage obligations;
structured finance
definition 204, 224-5
market growth 224
tranching 18, 204, 224-5
mortgages 1, 6, 7, 12-13, 18, 116-17, 181, 204,
223-42
amortization tables 225-6
concepts 22342
contingent claims 7
CPR 226-7
definition 2234
financing basics 223, 224-5
interest rate risk 225-6, 228-31
international comparisons 223-7
maturities 224-5, 227-31
players 223-5
pool information 227-31
prepayment risks 2234, 226-31, 233-42
PSA 226-42
terms 224-5
types 224-6
MPT see modern portfolio theory
MRC see marginal risk contribution
MSCI EAFE index 284
multiclass combinations, CMOs 241-2
multicurrency cross-currency swaps 110-12
see also cross-currency swaps
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multifactor index models 266, 273, 282-6
multipliers
banks 303-5
futures 59-69, 89-93
multistep example of the binomial option pricing
model 13641
multivariate copula-based modeling 184, 200,
243, 252-61
mutual banks 305-27
see also commercial banks
mutual funds 1, 11, 17, 204, 266, 287, 289, 301,
3034
see also asset transformers; financial
institutions; unit investment trusts
regulations 287
style drift problems 289

NASDAQ
hybrid exchange/OTC virtual entity 14
stock index futures 69
net asset values (NAVs), private equity
330-1
net interest margin (NIM) 304, 308-20
see also income statements; interest-sensitive
(maturity) gap management
definition 313-17
net worth 304, 308-13, 320-2
see also balance sheets; duration gap
management
definition 313, 320, 322
neural networks 268
New York Stock Exchange (NYSE) 14-15
Newbie, Jane 85-6
Nikkei 225 69, 155-6, 167, 171-2, 216
no-arbitrage conditiong 1i..172-81, 184-200,
2512
non-accelerating senior (NAS) sequential-pay
CMOs 242
non-price financial variables, options 121-2,
155-82
NORMDIST Excel function 141
notional principles, swaps 95-117
Nth-to-default baskets 251-3
see also basket credit derivatives
numeric methods 174-82
see also binomial...; trinomial...
NYMEX 75, 84
NYSE see New York Stock Exchange
NYSE Euronext 15, 62, 65, 69
see also LIFFE

off-balance sheet transactions 2234

off-market swaps 96, 108-12, 187-200
see also total rate of return...

oil 10, 834, 115

on-market swaps 96, 160, 188-200

one-sided cash-and-carry 59
one-step examples of the binomial option pricing
model 129-36, 1534
OneChicago electronic exchange 70
operating cash flows 271-3
opportunity cost of capital 16
optimal consumption-investment bundles
265-6
optimal design of securities and institutions 1-2
option writers, definition 121-2
option-theoretic evaluations, definition 294
optionality
see also contingent delivery time
definition 7
options 2-10, 18-19, 85, 112-14, 119-54,
155-82, 189-90,203-21, 287, 293-302
see also American..; call...; contingent claims;
delta hedgirig; Zuropean...; exotic...; put...;
swaptions
arbitrage -free interest rate models 172-81
Asian ‘opiicns 216, 294
bariier options 140-1, 181-2
Bermudan options 164, 180-1
vinary options 125-6, 131, 140-1, 181-2
binomial pricing model 119, 129-41
Black—Scholes option pricing formula
119-20, 141-54, 155-82, 2934
bond prices 156-8
bonds 172-3
caps 7, 18, 158-82
CMSs 170-2
combinations 123-6
composite payoffs at expiry 122-6
concepts 3-5, 119-54, 155-82
covered calls 5, 119, 124-54
credit spread options 189-90
currency options 128-9, 143-4, 148, 155-6
definition 2, 119-22, 155-6
expiry dates 120-2, 157-82
floors 7, 158-82
forwards 127-8, 135-41, 1504, 156-82
hedging 119-54, 155-82
insurance market contrasts 119-20, 126
interest rate options 148-9, 155-82, 206-13
investment timing decisions 124-5
linear/non-linear functions 155-82
lookback options 205, 216
non-price financial variables 121-2, 155-82
OTC 121-2, 181-2
payoffs 3-4, 5,7, 119-54, 155-82
on prices 119-54
quantos 69, 156, 168-72
range options 125, 181-2, 212
real-life option pricing exercise 150—4
risk-sharing roles 5, 8, 120, 127-8
settlement provisions 121-2
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spot—futures—options, primary—secondary, risk
transfer—driven design aspects of financial
markets 1-2
spreads 123-6, 180-1, 294
stock index futures 149-50
straddles 1226
strangles 1226
terminology 119-22
underlying assets 119-54, 155-82
valuations 3—4, 119-20, 126-54, 155-82,
293-4
values prior to expiry 126-7
variance-reduction error-reducing method 154
Oracle 290
Orange County 11
original-issue segment of financial markets 1-2,
13-15
see also primary markets
OTC see over-the-counter transactions
out-of-the-money options 119, 121, 146-7, 150,
159, 204-5
over-the-counter transactions (OTC) 1, 9, 14-15,
70-3, 86-93, 121-2, 125-6, 181-2, 260-1,
291
see also exotic options; forwards; NASDAQ
concepts 9, 14-15, 70-3, 86-7, 121-2, 125-6,
181-2
hedging 9
options 121-2, 181-2
overconfidence bias 268
overview of the book 18-19
overview of financial markets 1-2

P/Es see price/earnings ratio:
PAC CMOs see planned 2incrtization class
CMOs
pairs trading, definition 10, 290-1
‘paper’, historical background 13-14
par forward swaps, definition 166
par values, definition 24, 62
pass-through certificates 204, 22342, 243-6
see also mortgage...; special purpose vehicles
passive investors 265-86, 299, 336-8
see also investors
asset allocations 265-6, 298-9, 336-8
definition 265-6
portfolio optimization tools 265-6, 267-9
risk-budgeting processes 3368
two-fund separation theory 265-6, 267,
274-6,278-82
patents 333—4
path dependency 176-7
path-dependence problems, definition 5
Paulson, John 249, 287
payoffs 34, 5,7, 69, 119-54, 155-82
see also options

composite payoffs at expiry 122-6
definition 120-1
diagrams 121-2
exotic options 181-2
quantos 69, 156, 168-72, 205
state-contingent claims 2-5
pension funds 1, 11, 16, 17, 18, 219-20, 298-9,
329-38
see also private equity
concepts 329, 335-8
functions 329, 335-6
rebalancing strategies 3367
risk-budgeting processes 329, 3368
periodic caps 181
perpetual nature of stocks 269-70
Pfizer 10, 290, 293
physical settlement 6.57+-62, 121-2
PIPEs see private investments in public equities
plain vanilla swapz
see also swaps
definitiot 99
planned-amortization class CMOs (PAC CMOs)
224.232,233-40, 241-2
planied amortization schemes 18
pleyers 1-2, 6-7, 11-19, 51-5, 119-20, 2034,
243-7, 256-60, 265-86, 287-302, 303-27,
329-38
see also agents; banks; commercial banks;
hedge funds; hedgers; investors; pension
funds; private equity; sovereign funds;
speculators
CDOs 243-7, 256-60
mortgages 223-5
structured finance 203—4
types 1-2, 6, 11-19, 119, 203-4, 265-86,
287-302
Poisson model 1834, 195-200, 254-6
see also default risk; discount factor bootstrap;
jumps
definition 195-6
politicians 19, 335
see also sovereign funds
pooling concepts 219-20, 22442, 265-6,
3034
see also insurance...; mortgage...
portable alpha 298-9, 338
portfolio duration 44-5
see also duration
portfolio immunization see duration matching
portfolios 44-5, 265-86, 298-9, 322-7, 329,
336-8
asset allocations 265-9, 298-9, 329, 336-8
investors 266—86
MPT 266, 267-8, 276-82
optimization tools 265-6, 267-9
risk-budgeting processes 329, 3368
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portfolios (Continued)
riskless—risky portfolio returns example
276-82
risky-risky portfolio returns example 276-82
VaR 322-7, 336
Poulin, Kyle 338
PowerShares family 285-6, 301-2
predictions markets
see also forwards; futures
definition 59
preferred stock 183, 203, 270, 275-6, 292-302
premiums 3947, 71-2, 80-1, 119-54, 183-200,
247-61
definition 122-3
risk 268-9, 279-86
prepayment risks, mortgages 223—-4, 226-31,
233-42
present values 23-55, 86-93, 96-117, 133-41,
143-54, 157-82, 183, 187-200, 206-13,
225-42, 269-86, 295-302, 322-7
Bond Math 23-55, 183, 191, 206
VaR 322-7
PRF 286
price certainty/uncertainty factors, risk 16
price risk 9, 11
see also delta hedging
price value of a basis point (PVBP) 39, 47,
231-2, 295-6, 324-7
see also duration
price volatility of bonds 157-82
price—yield relationships 40-7, 7-5;.156,
228-31
see also convexity; duraticn
price/earnings ratios (P/Eu) a8, 268, 274, 281
pricing currency, definition./1-2
primary markets 1-2, 12-15, 329, 334-5
see also initial public offerings; original-issue
segment of financial markets; private
placements; seasoned offerings
definition 1-2, 13, 14
spot—futures—options, primary—secondary, risk
transfer—driven design aspects of financial
markets 1-2
primary risks 1-2, 11
principal-at-risk notes 205, 216-18
see also structured finance
principal-protected equity-linked notes 204-5,
213-16
principles, swaps 95-117
private contracts 14
see also over-the-counter transactions
private equity 18-19, 288, 329-38
arbitrage 329
auctions 335
bankruptcies 332
concepts 329-35

definition 329-31, 333
equity 330-1
exit strategies 329, 332, 334-5
functions 329-31
1POs 329, 332, 334-5
J-curves 330-1, 335
LBOs 329, 331-2, 338
life cycles 330-1
NAVs 330-1
partnership structures 330-1
PIPEs 333
returns 329-35
secondary markets 329, 335, 338
venture capital 15, 18, 329, 333-5
private investments in public equities (PIPEs)
333
private mortgage irisurance (PMI) 224-5
private placemen's )4, 334
see also quaiifizd investors
probabilitics 12941, 184, 191-200, 252-61,
268-9.276-86, 322-7
sec also copulas; Value at Risk
¢urvival probabilities 183—4, 191-200,
254-6
transitional probabilities 194-200
prop desks see proprietary trading desks
proprietary trading desks 9, 11-12
see also relative value arbitrage; trading desks
prospectuses 14
protection sellers
credit derivatives 184, 199-200
reference issuer default correlation 184,
199-200
PSA see Public Securities Association
psychology of finance 265-6, 267-8, 299
Public Securities Association (PSA) 226-42
pure arbitrage 8—12, 17-18, 86117
see also arbitrage; dynamic...; hedgers; static...
definition 8-9
speculation contrasts 11
pure financial assets
see also bonds; currencies; stocks
definition 81
put options 3-7, 119-54, 157-82, 189-200,
205-21,293-302
see also options; swaptions
combinations 123-6
definition 119-21, 164-5
expiry payoffs 120-2
payoffs 120-54
state-contingent claims 3—4
put spreads 123-6
see also options
put—call parity 119-20, 127-54, 160
see also forwards
caps/floors 160
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definition 119-20, 127

real-life option pricing exercise 150—4
put-protected stocks 124-5
PVBP see price value of a basis point

qualified investors 14, 287-9
see also hedge funds; private placements
quantos 69, 156, 168-72, 205
see also options
definition 169, 171
quarterly accrual and compounding periods
30-1, 158-82, 207-13
quote conventions, currencies 49-50, 71-2

R&D 281
rainbow multi-asset-linked notes 205, 216
see also structured finance
range collars 205
range floaters 205, 206, 212
range options 125, 181-2, 212
see also binary...; caps; floors
RATE Excel function 36
ratings
bonds 17, 188-200, 219, 244-5, 256-60, 327
financial crisis from 2007 259-60
rationality theory, investors 268, 284
real estate 183, 288, 314-27, 335
realized volatility see historical volatility
rebalancing strategies
fundamental indexing 285-6
pension funds 3367
tactical allocation investors 265 -¢. 208-9,
285-6
recombinant trinomial trees 175-0
recovery rates 184, 196-250,251-3
see also default risk
reduced-form approach to default modeling
183-200
see also credit derivatives
reduced-form no-arbitrage models 173-82,
184-200
see also interest rate models
redundant securities
see also options
definition 120
reference assets, structured finance 203-21
reference issuers
credit derivatives 184, 199-200
protection seller default correlation 199-200
references 339-40
regional banks 305-27
see also commercial banks
regression tests 267-8, 301-2
regulations
asset transformers 12-13
banks 12-13, 303-5, 314, 323

Basel accords 303-5, 323
broker-dealers 13
commercial banks 12-13, 303-5, 314, 323
credit derivatives 260-1
ETNs 218
Eurodollars 63—4
European Union Directives 2006/48/EC and
2006/49/EC and 2010/76/EU 324
Glass—Steagal Act 13
institutional investors 112—13
margin buyers 52-3
mutual funds 287
SEC 14, 204, 243, 293, 305, 314-15
reinsurance concepts 205, 219-21
reinsurance sidecars 219-20
reinvestment opportunitics 16
relative asset value furds; hedge funds 287-8,
289-91
relative corporate,<redit structure funds, hedge
funds 288, 2624
relative price rziationships of risk 2
relative-volue arbitrage 5, 8-12, 17-19, 23-55,
05-117, 1504, 287-302
Sec also arbitrage; hedge funds; hedgers;
proprietary trading desks
alpha 18, 288-302
definition 8-9, 10, 17-18
speculation contrasts 10, 11
relative value building blocks
credit derivatives 18, 183-200
default risk 18, 183-200
futures 18, 57-93
hedge-based valuations 119-54
options on non-price variables 18, 121-2,
155-82
options on prices 18, 119-54
overview 18-19
spot markets 18, 23-55
swaps 18, 95-117
replication attempts, hedge funds 286, 299-302
repos 55, 74, 82, 93, 188, 291
see also bonds; reverse...
definition 55
forwards calculations 93
special repos 82, 93
resale segment of financial markets 1-2, 13-15
see also secondary markets
Research Affiliates 284-5
retail commodity ETNs 115
retained earnings 2734
returns 16-19, 329, 338
CAPM 267, 273, 276-82, 284
Carhart four factor model 267, 2834,
2967
efficient frontiers 267, 276-86
excess returns 16—19, 266, 288
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returns (Continued)
Fama and French three-factor model 267-8,
283-4, 296-7
IRR 245-6, 330
MPT 266, 267-8, 276-82
opportunity cost of capital 16
private equity 329-35
risk 1618, 172, 193-200, 244-5, 247-9,
267-86, 2934, 338
Sharpe ratios 288
Reuters 71-3
reverse cash-and-carry arbitrage 74, 79-80, 8§1-2
reverse collars, definition 124
reverse repos 55, 74, 93
see also repos
revolving loans 7, 28-9, 313-27
see also floating rate bonds
risk
see also credit...; default...; interest rate...;
market...; standard deviations; systematic...
aversion 265-9, 279
diversification 6, 12, 15-16, 1834, 219-20,
232, 266-86, 334
MPT 266, 267-8, 27682
premiums 268-9, 279-86
price certainty/uncertainty factors 16
relative price relationships 2
returns 16-18, 172, 193-200, 244-5, 247-9;
267-86, 2934, 338
risk arbitrage 11-12
see also relative value arbitrage
risk management 1-5, 6-8, 11-12, 15-19, 120,
183-200, 219-20, 243-2 267-8, 276-82,
284, 303-5, 308, 320 522-7, 329,
336-8
see also credit derivasives; insurance...
commercial banks 303-5, 308
mean-variance analysis 2678, 276-82, 284,
336-8
methods 15-16, 183—4, 219-20, 303-5, 308
spot—futures—options, primary—secondary, risk
transfer—driven design aspects of financial
markets 1-2, 15
VaR 303-5, 308, 320, 322-7, 336
risk measures 144-54
see also gamma; standard deviations; vega;
volatility
risk transfer/sharing 2-5, 6-8, 15-19, 120,
183-200, 243-9
definition 2, 5
forms 5, 15-16
options 5, 8, 120, 127-8
secondary markets 5, 8, 15, 120, 127-8, 243-9
risk-budgeting processes 329, 3368
see also investors; pension funds
definition 336-7

risk-free returns 1618, 172, 193-200, 244-5,
247-9, 278-82,293-4

risk-neutrality 130-41, 164-9, 177-81, 195-200,
255-61

risk—return management 18-19

riskless—risky portfolio returns example 276-82

risky-risky portfolio returns example 276-82

Rockefeller Center 266

rollover/bundling lock-in strategies, Eurodollars
68-9

Ross, Stephen 267, 282

RSP 285-6

Rule 144-A, USA 14

Rydex/SGI 285-6

S&P 1007
S&P 500 69-70, 77-5; 113-14, 149-50, 155-6,
171-2,203,214, 216, 285, 297, 298-9
equity swaps.1.3-14
stock index futures 69-70, 77-8, 149-50, 297,
298 -9
S&Pietings 219, 260
savings 1-2, 12-15, 16, 120, 265-6, 303-27
Saxon, Joe 298-9
scarce resources, savings 1-2, 1215, 120,
265-6, 303-5
Schering—Plough 293
seasoned offerings 14
secondary markets 1-2, 1315, 119-20, 329,
334-5, 338
see also resale segment of financial markets
definition 1-2, 13, 14
private equity 329, 335, 338
risk transfer/sharing 5, 8, 15, 120, 127-8,
243-9
spot—futures—options, primary—secondary, risk
transfer—driven design aspects of financial
markets 1-2, 15
secondary risks 1-2, 11-12
see also spread risk
securities dealers 1
Securities and Exchange Commission (SEC) 14,
204, 243, 293, 305, 314-15
Securities Industry and Financial Markets
Association (SIFMA) 224
securities lending/borrowing 52-5, 57-93,
139-54
see also brokerage houses; short selling
securities markets 1-2, 11-19, 51-5, 119-20,
2034, 243-7, 256-60
see also debt finance; equity finance; financial
markets
brokerage houses 51-5
players 1-2, 11-19, 51-5, 119-20, 2034,
243-17, 256-60
state-contingent claims 2-5, 7-8
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securitization 13, 219-21, 223-42, 303-5
see also disintermediation
definition 13
security market line (SML) 280-2
see also Capital Asset Pricing Model
sell-side market participants 17-18, 119-20,
287-302
see also broker-dealers; hedgers
semi-annual bond equivalent yield, definition 31
semi-annual coupon 31-47, 88-91, 99-112,
151-4, 157-82, 190
senior debt 223-4, 244-9, 256-60, 327, 332
sequential-pay CMOs 224, 232-5, 241-2
servicing concepts, mortgages 11, 224-5, 241
settlement methods 6-7, 57-62, 69-70, 107-12,
1212
see also cash...; delivery...; physical...
shadow costs see opportunity cost of capital
Sharpe ratios 288
short bias funds 287, 291
short positions 16, 18, 23, 45, 51-5, 57-8,
96117, 122-6, 135-41, 142-54, 265,
287-302
short rate models 173-82
see also interest rate models
short selling 5-6, 9, 23, 51-5, 57-8, 76-8, 82-3
see also securities lending/borrowing
bonds 54-5
critique 54
definition 51-2
stocks 51-4
short volatility positions 146-54
short-term bonds 1-2
short-term deposit rates 62—
see also interest rate futures
short-term risks, hedgers 2
short-termism problems, financial markets 329
SIFMA see Securities Industry and Financial
Markets Association
single monthly mortality rate (SMM) 226-31
Skywest 250-1
small/large stocks, performance analysis 285-6
Smart Bank 85-6
SML see security market line
SMM see single monthly mortality rate
Soros Fund Management 287
South Sea Company 266-7
sovereign funds 329, 333, 335-8
special purpose vehicles (SPVs) 203-5, 243-9,
256-60
see also asset-backed securities
special repos 82, 93
see also interest rates
specialists
see also market-makers
functions 14-15

specialty banks 312
speculators 2, 6-8, 10-12, 15-19, 57-69, 734,
82-3, 119-54, 2034
see also buy-side...; investors
definition 2, 6-7, 10, 11, 15-16, 119, 120
examples 10
functions 2, 6-7, 15-17, 119-23
futures 57-62, 734, 82-3
hedgers 6-7, 15-19, 120-54
pure arbitrage contrasts 11
relative value arbitrage contrasts 10, 11
spot discount factors 25, 36-8, 88-92, 156-82,
183-4, 206-13
see also discount factor bootstrap
spot prices, options 121-54
spot volatilities
see also caps; floors
definition 164
spot zero rates 36-.8 88-91, 98-105, 156-82
see also dis-ourt factor bootstrap
definitiot 30
spot—futures—options, primary—secondary, risk
t-ansier—driven design aspects of financial
warkets 1-2, 15
see also futures; options
spot/cash markets 2, 5, 6-8, 9, 10-11, 18-19,
23-55,57-93, 1212
concepts 2, 8, 18, 23-55, 73-4
definition 2, 57-8
informational content perspectives 8
relative value building blocks 18, 23-55
spread analysis 294
spread risk 9, 11, 45, 295-6
spreads 5, 8, 10, 11, 45, 123-6, 180-1, 183-200,
256, 294, 295-6, 327
CDSs 184-200, 246-9, 256
options 123-6, 180-1, 294
SPVs see special purpose vehicles
SPY 285-6
SSGA 299-302
standard deviations 141-54, 267-8, 276-86
see also efficient frontiers; risk...; variance...
State Street Bank 312
state-contingent claims 2-5, 7-8, 203
static arbitrage 8-9, 86-91, 119-54
see also forward rate agreements; swaps
definition 8-9
static cash-and-carry arbitrage 10-11, 57-9,
73-93
static hedging 101-5, 112
see also hedging
statistical models, investors 268—86
statistical relative value arbitrage funds, hedge
funds 288, 296-7
stochastic calculus 142-54, 157-8, 173-6
see also continuous models; Ito’s lemma
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stock exchanges 1, 13-15, 69, 70
stock index arbitrage 76—8
stock index futures 59-60, 69-70, 76-8, 149-50,
296-302
see also futures
definition 69
implied volatility rates 149-50
major indexes 69
options 149-50
stock indexes 11-12, 58-60, 69-70, 76-8,
113-14, 149-50, 155-6, 169, 171-2, 203,
214, 216, 284-6, 296-302, 327
see also commodities; index...
cash-and-carry arbitrage 76-8, 114
emerging market indexes 69, 2601, 285-6
FTSE 100 69, 171-2, 216
fundamental indexing 284-6
Nikkei 225 69, 155-6, 169, 171-2, 216
Russell 2000 297
S&P 500 69-70, 77-8, 149-50, 155-6, 171-2,
203, 214, 216, 285, 297, 298-9
stocks 1-6, 7-8, 47-51, 59-60, 69-70, 76-8,
1834, 266-86, 289-302, 3034
see also dividends; equity finance; growth...;
value...
definition 47-8
free cash flow discounting 47-51, 266, 26986
perpetual nature 269-70
short selling 51-4
small/large stocks 285-6
state-contingent claims 2-5, 7—
valuations 47-51, 266, 267-2, 269-86
voting rights 269, 270
straddles 1226
see also options; strangles
strangles 1226
see also options; straddles
strategies, hedge funds 287, 289-302
strategy indexes, hedge funds 299-302
strike prices 7, 121-54, 189-90
see also options
definition 121
structural approach to default modeling 1834
structured bank deposits, definition 203—4
structured bonds 112-13, 2034, 206-13
see also electronically traded notes; equity
options; equity swaps
structured finance 1-2, 18-19, 184, 200, 203-21,
223-42,243-61
see also asset-backed securities; collateralized
debt obligations; mortgage-backed
securities
asset class-linked structured notes 205,
213-18
basket credit derivatives 184, 200, 243, 247,
249-61

benefits 204
classifications 203-5
concepts 1-2, 18-19, 203-21, 22342,
243-61
critique 204-5
definition 18, 2034, 213
insurance risk-transfer structured notes 205,
219-21
interest rate and yield curve-based structured
notes 205-13
players 203—4, 243-7, 256-60
structured notes 91, 203-21
see also electronically traded notes
definition 204
structures of financial markets 1-19
student loans 204
Student ¢-distributicns 256
style drift probleins. definition 288-9, 301
sub-prime mori2ages 225, 248-9, 260
sum-of-the pa-ts’ present values 26-7, 28, 36
survival probebilities 183—4, 191-200, 254-6
sec also Bernoulli framework; default risk;
Poisson model
survival problems 5, 183—4, 191-200, 254-6
survivorship bias 299
swap spread arbitrage, definition 288, 295-6
swap spread risk 9, 11, 327
swaplets 86-7, 105, 111-12, 166
swaps 9, 11, 14, 18, 58-9, 634, 70-3, 86-7,
95-117, 158-82, 183, 184-200, 203-21,
241, 243-61, 287, 295-302, 317-20
see also caps; commodity...; credit default...;
cross-currency...; equity...; floors; index
principal...; interest rate...; relative value
arbitrage; volatility...
arrears swaps 168—72
CMSs 168-72
concepts 9, 70-3, 95-117, 164-82, 183,
184-200, 206-13, 295-302, 317-20
currency swaps 70-3
definition 95-6, 112
dual nature property 96, 114
forwards 96, 109-12, 165-8
FRAs 96, 98-105, 159-60, 166-8
fundamentals 95-7, 112
hedging 96-117, 317-20
interest conventions 99
interest rate options 206—13
lessons 112
LIBOR 95-115, 159-80
off-market swaps 96, 108—12
relative value building blocks 95-117
total rate of return swaps 1868
types 95-117
valuations 86, 96-117, 200, 206—13
yield curves 96-117, 167-8, 180-1, 295-6
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swaptions 8-9, 11, 164-8, 170-2, 176, 1801,
327
see also options
Bermudan swaptions 180-1
Black—Scholes option pricing formula 167-8,
180-1
CMS options 170-2
definition 164-5, 170
forward swaps 165-6
implied volatility 166, 171
options to cancel swaps 165
valuations 166, 167-8
SWIFT payment clearing system, currency codes

Swiss banks 299-302, 312
Swiss Re Financial Products 17
Swiss SMI 69
synthetic CDOs 15, 243, 246-9, 256-60
see also basket credit derivatives;
collateralized debt obligations; credit
default swaps
financial crisis from 2007 259-60
loss analysis 256-60
valuations 256-60
systematic risk 267, 279-82, 298-9

T-Bills 16, 65, 95, 97, 225, 276-82, 322-7
t-distributions 256
tactical allocation investors
see also investors
definition 265-6, 268-9, 286
rebalancing strategies 265-6, 208--9, 285-6
tail events 25660, 322-7, 338
see also Value at Risk
definition 322-3
TARP bailout funds 310-12
taxes 271-3, 303-5, 330
Taylor series 102-5, 320, 3234, 327
see also Ito’s lemma
TED spreads 323-7
term structure of interest rates 23, 34-8, 88-91,
156-82, 190-3
see also discount factor...; yield curves
definition 34-6
terminal multiple models of cash flow
discounting 274-6
Thaler 268
theoretical relative value arbitrage funds, hedge
funds 288, 294-6
tick sizes 62-9, 182
time of delivery dimension of financial markets
6-8
time to maturity, price—yield relationships 40-7
Tokyo Stock Exchange 14
total earning assets, net interest margin 304,
308-20

total rate of return swaps 1868
see also off-market swaps
trading 9, 11-12, 13, 17-18
see also broker-dealers; dealing
definition 13
trading desks 9, 11-12
see also customer...; proprietary...
trading floors, relative value arbitrage 11-12
tranching 18, 204, 224-5, 232-42, 243-9,
256-60
see also collateralized...; special purpose
vehicles
definition 204
transaction costs
see also bid—ask spreads
currencies 51
transactional structure o1 financial markets 68
transitional probabiiiti¢s, credit ratings 194-200
TransUnion 224
Treynor—Sharpe- Lintner Capital Asset Pricing
Model se> Capital Asset Pricing Model
trial-and-error method 36
triangular arbitrage law, currencies 50-1
trincauial trees 173-6
cee also interest rate models
crusts 17, 204-21, 223-42, 243-9
see also special purpose vehicles
two-factor models, interest rate models 173,
179-81
two-fund separation theory 265-6, 267, 2746,
278-82
see also Capital Asset Pricing Model; money
markets; passive investors
definition 267, 278-9

UBS 305
UK 17, 33, 62-3, 69, 97-8, 105-12, 168-9,
171-2, 216, 224-6, 251, 291, 336
underlying assets, options 119-54, 155-82
underwriters
CDOs 244-7
mortgages 224-5
unhedged risks 5, 8-9
unit investment trusts 12—13
see also mutual funds
universal banks 305-27
see also commercial banks
university endowments 17, 335-8
‘unlocking value’, alternative investments 329
unsecured debentures 6
unwinding mechanisms 58-9, 61-2, 86-7,
108-12
USA 7,9, 12-13, 14-16, 17, 30-3, 59-60, 62-3,
64-73,97, 99, 105-12, 128-9, 171-2, 204,
216, 223-7, 243, 244-51, 2601, 285-302,
303-27, 329, 332, 335-8
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valuations 3-5, 18, 23-55, 91, 99-101, 107-12,
114, 119-20, 141-54, 155-82, 198-200,
206-9, 228-31, 243-9, 256-60, 2934

APT 267, 282

binomial option pricing model 119, 129-41

Black Model 1434, 156-82

Black—Scholes option pricing formula
119-20, 141-54, 155-82, 2934

Bond Math 23-55

bonds 4, 23-55, 86, 91, 197-200, 228-31

CAPM 267, 273,276-82, 284

commodities 47-8, 49-50, 82

credit derivatives 183-200, 243

currencies 48, 49-51, 107-12

duration 43-7

enterprise values 271-6, 2934

floating rate bonds 29, 40-1, 86, 91-2, 20613

free cash flow discounting 47-51, 266,
269-86, 2934

options 3—4, 119-20, 126-54, 155-82, 2934

P/E ratios 48, 268, 274, 281

real-life option pricing exercise 1504

state-contingent claims 3-5

stocks 47-51, 266, 267-8, 269-86

swaps 86, 96-117, 200, 20613

zero-coupon bonds 24-5, 401, 177-81

Value at Risk (VaR) 256, 303-5, 308, 320,

322-7
concepts 303-5, 308, 320, 322-7
credit VaR 303-5, 327
critique 303-5, 327
definitions 322-7

Value Line 268

value stocks 48, 267, 268

Vanguard 285-6

VaR see Value at Risk

variance 115-16, 154, 200, 267-8, 276-82, 324,
336-8

see also mean-variance...; standard deviations
variance swaps 115-16
see also volatility...

variance—covariance matrix 324

variance-reduction error-reducing method,
options 154

variation margin settlements 58-93

see also futures; marked-to-market settlements
definition 58, 60-2, 63
vega 10, 115-16, 144-54
see also risk measures; volatility
definition 144
vehicle currencies 49-51
venture capital 15, 18, 329, 333-5
see also private equity
definition 3334
VIX futures 115-16

volatility 9, 46-7, 115-16, 135-54, 157-82,
293-302, 322-7, 329, 336-8
see also historical...; implied...; vega
price volatility of bonds 15782
risk-budgeting processes 329, 336-8
yield volatility 157-82
volatility arbitrage, definition 295-6
volatility skews 148-50, 172-3, 267-8, 327
volatility smiles 148-50
see also implied volatility; strike prices
volatility swaps 115-16
see also variance...
volatility of the yield 46-7
voting rights, stocks 269, 270

WACC see weighted-average cost of capital

Wachovia 244

WACs see weighted average coupons

wages 303-13

WAL see v.eighted average life

WAMs see weighted average maturities

warraits 17, 334

wa'er.marking, definition 287

weather contracts 58-9, 115, 155, 203, 205,
219-21

weighted average coupons (WACs) 227-33,
245

weighted average life (WAL) 231-2, 237,
241-2

weighted average maturities (WAMs) 227-31,
245

weighted average time to the cash flows, duration
41-5, 320-2

weighted-average cost of capital (WACC) 270,
274-6

West Texas Intermediate (WTI) 47, 834

Wikipedia 204

Wisdom Tree 285-6, 301-2

yield curve arbitrage, definition 295-6
yield curves 11, 36-8, 3947, 84-93, 96-117,
156-82, 1834, 190-200, 205-13, 228-42,
282, 295-6, 308-27
see also blipping; discount factor bootstrap;
duration; yield-to-maturity
construction methods 84-93, 99-105, 156-82,
183-4, 190-3, 206-13
default-free term structure of interest rates
190-3
interest rate futures 84-93, 99-105
interest rate and yield curve-based structured
notes 205-13
liquid instruments 168-9
recovered forwards 91-2
shapes 180-1, 205, 206, 295-6, 313-20, 327
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swaps 96—-117, 167-8, 1801 zero-coupon bonds 23-9, 30-1, 34-8, 40-7,
tilts 11, 173, 180-1 88-91, 105-12, 177-81, 183-4, 191-200,
yield volatility 157-82 204-5
yield-to-maturity (YTM) 23-9, 34-47, 62-9, definition 23-5
157-82, 183-4, 189-200, duration 43
205-13 interest rate risk 40-7
see also convexity; duration; yield curves valuations 24-5, 40-1, 177-81
definition 234 Zions Bancorporation 305-27

volatility 46-7, 157-82
Yuan, Huan 338 Index compiled by Terry Halliday
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