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AA yield curve, 564
Abnormal return, 147
Absolute prepayment speed (ABS), 543
Absolute priority rule, 476–477
Absolute return, 769
Accelerated seniors, 533
Accelerated sinking fund provision, 465–466
Access Rule, 138
Accounting Principles Board (APB), APB Opinion 

No. 19, 224
Accounts receivable

collection, 215
cycling, number, 214
management, 213–214

Accounts receivable turnover ratio, 213–214, 215
Accrued interest (AI), 462–463

absence, 577
calculation, 484–486

Acid-test ratio, 208
Active equity strategies, 175
Active management

full-blown active example, 647
larger risk factor mismatches, 646
return, 186

Active mutual funds, 56
Active portfolio strategy, 9
Active return

calculation, 300, 301t
data, 301t

Active risk decomposition, 314–315
fl owchart, 315f

Active strategies, classifi cation (Volpert), 646
Active systematic-active residual risk decomposi-

tion, 315
fl owchart, 316f

Active U.S. Treasury issue, benchmark, 478
Activity, evaluation, 194
Activity ratios, 213–215
Actual/actual day count convention, 485
Additive growth model, 257–258
Additive stochastic DDM, 258
Adjustable rate loans, securitization, 529
Adjusted cash fl ow, example, 226t
Adverse stock price movements, hedging, 381–389
Affi rmative covenants, 475
After-acquired property clause, 491

Agency CMOs, 518–528
structuring techniques, 529

Agency debentures, 636
embedded options, inclusion, 665

Agency incentive arrangement, 337
Agency MBS, 509
Agency pass-throughs, adjustable-rate mortgages 

backing, 637
Agency pool, 509
Agency RMBS, 508, 509–528

market, 487
Agency securities, 487

market, 487
Agency stripped MBS, 516–518
Agent-distributed funds, 731
Agent-distributed stock mutual fund, 734t
Algorithmic trading (algo), 338–339

dark pools, comparison, 339
All-or-nothing options, 425
Alpha

average active return, 304
data/calculation, 301t
tracking error, combination, 304

Alternative assets, 767
Alternative display facility (ADF), 139–140
Alternative electronic markets, 134–137
Alternative return measures, 176–179
Alternative trading systems (ATS), 135–139
Amazon.com, adjusted cash fl ow, 226t
American listed options, 421–422
American option, 398

contracts, obligations/rights, 398t
American Stock Exchange (Amex), 130, 152

ETF trading, 741
Amortization, 510
Amortizing securities, 463
Angel investing, 794
Annualized returns, historical performance (usage), 

42t
Annualized standard deviations, historical perfor-

mance (usage), 44t
Annual management fee, sum, 733
Annual operating expenses, 729–734

expense ratio, 732–734
Annual premium, 755–756
Annual term life insurance, cost, 747
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828 INDEX

Annuities, 756–762
disadvantages, 759
inside buildup advantage, 758–759
IRS tax advantage, 759
phases, 756
tax advatnages, 758

Applied equity valuation, 245
Appropriation-backed obligations, 497, 498
Arbitrage, 771

mechanism, 740–741
opportunity, production, 103–104
principle, 103–105
profi t, capture, 376
term, usage, 777

Arbitrage pricing theory (APT), 89
model, 102–107

derivation, 114–117
formulation, 105–106

Arithmetic average (mean) rate of return, 179–180
Arithmetic random walk, 284
Artifi cial intelligence (AI), 288
A shares, 731–732

front-end load, 733
Asian option, 421–422
Asian-Pacifi c Aggregate Index, 638
Asking prices, 122
Ask prices, sorting, 348
Asset allocation

decision, 4
implementation, stock index futures/Treasury 

bond futures (usage), 715
division, 4
portfolio theory, application, 46–53

Asset-allocation models, transaction costs (incor-
poration), 355–356

Asset-backed securities (ABS), 503, 507
asset classes, 545
credit support mechanisms, usage, 535
market, 487
sectors, 651–652
structures, 534

fundamentals, 534–537
Asset-based factors, 354–355
Asset classes, 5–7, 46

classifi cation, 6–7
defi nition, 5

Asset correlations, importance, 28
Asset manager

CDX usage, 720
short hedge, usage, 382
single-name CDS usage, 718–719

Asset pricing model, characteristics, 90–91
Asset pricing theory, 89

principles, 107–108
Asset returns

correlation, 26
distribution, 66
probability distribution, specifi cation, 21

Assets
alternatives, 767
book value, 268
cash price, 378
inclusion, 27
inputs, 46
management, 1, 214–215
market price, 413
variability, defi nition (Sharpe), 99
variance, 99

As-you-like-it option, 424
Atlantic option, 398
At-the-money market price, 411
Authorized participant, 740
Autocorrelation, 285–286
Auto loan-backed securities, 508, 542–543

cash fl ows/prepayments, 542–543
structures, 543

Autoregressive (AR) model, 291
Autoregressive conditional heteroskedasticity 

(ARCH), 71
hidden-variable model, relationship, 292

Average credit sales per day, 206
Average day’s cost of goods sold, 204–205
Average day’s purchases on credit, amount (deter-

mination), 206–207
Average life, 516

variance, 522–523
Average measures, 349–350
Average price per performance-measure dollar, 

computation, 269
Average yield measure, 584

Bachelier, Louis, 278
Back-end loads, 731
Backward-looking tracking error, forward-looking 

tracking error (contrast), 303–304
Bail-out provision, 760–761
Bait and switch practices, 761
Balance sheet, example, 195t
Balloon maturity, 465

provisions, 539
Balloon risk, 539
Bank-backed bonds, 499–500
Bank-related entity, 564
Bankruptcy, 476–477

event, 717
prediction, cash fl ow analysis (importance), 240

Barbell portfolio, risk, 675–676
Barbell strategy, 651
Barclays Capital Asian-Pacifi c Aggregate Index, 

640t
Barclays Capital Global Aggregate Bond Index, 

638
Barclays Capital Global Aggregate Index

issuer currency, 639t
Barclays Capital Global Aggregate Index, sectors, 

639t
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Index  829

Barclays Capital Municipal Bond Index, long-term 
tax-exempt bonds (inclusion), 638

Barclays Capital portfolio, 647
Barclays Capital U.S. Aggregate Index, 635

intra-month cash fl ows, reinvestment (absence), 
636

mortgage sector, percentage composition, 637t
sectors, 636

ranking, 636t
Barra E3 model risk defi nitions, 311t
Barra fundamental factor model (E3 model), 310
Barrier options, 423
Base interest rate, 549
Basic earning power

calculation, 199–200
ratio, 196

Basis risk, 383
Basket options, 424–425
Basket trades, 336
Bayesian approach, 280
Behavioral fi nance, 80–82

theory, 160
Benchmark, 3–4

broad-based bond market index, 651
construction, 172–173
credit quality, 662t
exposure, portfolio exposure (material mis-

match), 669–670
index

agency responsibility, 7
exposure (measure), duration (usage), 663

optionality exposure, 665t
portfolios, 184

market cap/style, relationship, 306
risk characteristics, relationship, 659–667

risk, 770
sector composition, 662t
sector deviation, 306
selection, 170–171

Benefi cial interest certifi cate, 507
Berkshire Hathaway, 275
Bermuda option, 398
Best bid and offer (BBO), 141
Beta, 91, 307–308

ratio estimate, 101
tracking error, relationship, 308f
values, 92

Beta testing, 795
Biased expectations theory, 561, 562–563
Bid-ask spreads, 342–343, 481, 688
Bid-offer costs, 714
Bid-offer spread, 143, 713–715
Bid prices, sorting, 348
Bid quote, 121
BIDS, 136
Binary options, 425
Binomial interest rate tree, 623f
Binomial model, 613

Binomial option pricing model, 438–447
Binomial stochastic DDM, 257
Binomial stochastic model, 257–259
Binomial tree, evidence, 630
Black boxes, 782
Black-Derman-Toy model, 824
Black-Karasinski model, 824
Black model

implied volatilities, uses, 822–825
limitations, 822

awareness, absence, 823
Black-Scholes call option price, comparison, 435t
Black-Scholes option pricing model, 432–436, 696

adjustment, 438
assumptions, 436–438, 696–697
drawbacks, 431–432
option price, derivation, 433
taxes/transaction costs, 438

Block trades, 144, 335–336
Board of directors, 738
Bond-equity view, 679
Bond-equivalent basis, 577

internal rate of return, 584
Bond-equivalent yield, 577
Bondholders, options (grant), 466–467
Bond issues

features, 552
liquidity, expectation, 555–556
refunding, 464

Bond market indexes, 635–640
specialization, 638

Bond-only view, 679
Bond portfolio management

applications, 687–692, 698–703
derivatives, usage, 683
interest rate options, usage, 692–703
interest rate swaps, usage, 704–715
Treasury bond/note futures contracts, usage, 

683–692
Bond prices

change, reasons, 573–574
complications, 574–575
computation, 569
fl uctuation, 468
present values, equivalence, 570
quotes, 575–576
sensitivity, 469–470

estimation, 599–600
time, relationship, 573

Bond price volatility, 593
degree, 459
factors, 596
impact, 596
total return, relationship, 591–592
yield to maturity, impact, 596

Bonds
arbitrage-free value, obtaining, 622
capital appreciation, 470
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830 INDEX

Bonds (Cont.)
cash fl ows, 568–569

present value, 576–577
convexity, 607
discount sale, 573
dollar return, sources, 580–583
embedded options, inclusion, 602
features, 457–467
fundamentals/risks, 457
indexing, popularity, 642
instantaneous percentage price change, example, 

595t
investment

alternatives, 586t
risks, 467–482

issuers, creditworthiness, 736
management risk spectrum, 641f
maturity, 458–459
payoff, provisions, 463–466
percentage price change, approximation, 605–606
pools, backing, 463
portfolio strategies, 635

classifi cation (Volpert), 640
spectrum, 640–647

position risk, neutralization, 600
price/yield relationship, 571
pricing, 567

assumptions, 568
sale, premium, 573
security, 491–493
seller, 462–463
structures, 499–500
total dollar return, 585
total return

computation, 587–589
discovery, 588–589

valuation, embedded options
inclusion, lattice model (usage), 625–630
usage, 613

valuation, extensions, 630–634
value, computation, 619
volatility, 689

Book value, example, 217
Borrowing

dependence, 236
rates, lending rates (contrast), 379–380

Bottom-up approaches, top-down approaches 
(contrast), 152–153

Boundary conditions, tightening, 431
Bowie bonds, 508
Break-even recovery price, 420
Bridge fi nancing, 796–797
Broad-based bond market index, 635–637

benchmark, impact, 651
Broad-based securities portfolio, acquisition, 734
Broad-based stock market index, 390
Brokerage fi rm, 337

trade execution, 337–338

Broker-dealer, disadvantages, 340
Broker loan rate, 334
B shares, 731–732

back-end load, 733
Buffett, Warren, 275
Bullet maturity, 463
Bullet strategy, 651
Burlington Large Order Cross (BLOX), 136
Business plan, 788–789

parts, 789
Business risk, 215–216
Buy hedge, 382
Buying on margin, 334
Buy limit order, 332–333
Buy orders, sell orders (imbalance), 129
Buy stop order, 333
Buy-write strategy, 420

Calendar effects, 164
Callable bond, 464, 552

cash fl ow pattern, 470
example, 628, 630
nodes, highlighting, 628f
noncallable bond, spread, 656
price-yield relationship, 601–602

illustration, 601f
sale, premium, 579–580
valuation, 625–626

example, 627f
Callable issue, 464
Call auction, 122
Call futures options, 694t
Call money rate, 334
Call option, 397, 464

illustration, 820t–821t
profi t/loss profi le, comparison, 405
purchase, 402, 405
sale, 402
valuation, 438
value

computation, 626
increase, 787–788

writing, 405–406
Call option price

computation, 433–436
derivation, 443–444
expected stock return volatility, relationship, 

451–452
solution, 445
time to expiration, relationship, 451

Call price, 579
Call protection, 464, 538–539
Call provisions, 463–465, 552–553
Call risk, 470
Call schedule, 464, 579

types, 465
Cap, 462

pricing, 822
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Index  831

Capacity, 472, 474
Capital appreciation, 470
Capital asset pricing model (CAPM), 89, 91–102

assumptions, 92–94
derivation, 92–102
empirical analogue, 290
formula, 91
modifi cations, 93
r generation, 250
systematic risk statement, 106
tests, 102
zero-beta version (Black), 109–112

Capital assets, 800
Capital calls, making, 790
Capital commitment, 792
Capital expenditures coverage ratio, 238
Capital gain, 581–582

call/sale, 580
Capital gains

distribution, 737–738
ordinary income, contrast, 760
tax, 341–342
treatment, 718–719

Capital injection, 789
Capital investment, 792
Capitalization method, 174
Capital loss, 580
Capital market line (CML), 94–99

illustration, 95f
no risk-free asset/zero-beta portfolios, 111f
optimal portfolio, relationship, 96f
risk premium, 98–99

Capital markets, investors, 110
Capital municipal bond indexes, 638
Capital spending, fi nancing sources, 236
Capital structure arbitrage, 775–776
Carry (cost of carry), 378
Cash-and-carry strategy, 685
Cash-and-carry trade, 376
Cash-burn rate, 788
Cash concept, 225
Cash conversion cycle (CCC), 207
Cash enhancement, 545
Cash fl ow

allocation, 536f
analysis, 193, 223–235

importance, 240
change, absence (assumption), 601
company classifi cation, 228
company comparisons, 231
direct method, 225
discount rates, application, 575
estimates, 224
FCDF, contrast, 266
indirect method, 225
information, usage, 238–240
interest coverage ratio, 219, 236, 238
interest expense, relationship, 225

knowledge, absence, 574–575
management, 796
matching process, illustration, 678f
matching strategy, 677–679
measurement, diffi culty, 223–234
measures, usage, 238–239
present value, 568–569

calculation, 577
reporting, 223
schematic, 530f
sources, patterns, 227t
statement, 224–229, 797

example, 197t
reformatting, 227, 228t

structure, present value (difference), 663t–664t
uncertainty, 510–511
usage, 540
waterfall, schematic representation, 537f
yield, requirement, 622–623

Cash fl ow generating performance measure, 
266–267

Cash fl ow to capital expenditures ratio, 238
Cash fl ow to debt ratio, 238

cash fl ow estimates, usage, 239f
Cash market price, usage, 389
Cash market transaction, 378
Cash-or-nothing options, 425
Cash-secured put strategies, 419–420
Cash settlement contracts, 369

stock index futures contracts, comparison, 
373–374

Cash taxes, deduction, 234–235
Cash value buildup, 754
Cash value life insurance, 744, 747

introduction, 753–756
life insurance appearance, 756

Cash value whole life insurance (CVWLI)
characteristics, 753
construction/performance, 750
overview, 750–752
policies, 754

Cash yield, 377–378
Central value/location, measure, 61
Chaos theory, 156
Chapter 7 bankruptcy, 476
Chapter 11 bankruptcy, 476
Character, 472, 474

analysis, 474
Characteristic line, 101
Charge-offs, 541
Cheapest-to-delivery (CTD) issue, 686

determination, 687
presence, 718
target yield, 690–691

Chicago Board of Trade (CBOT)
constraints, 694
conversion factors, publication, 685
delivery guidelines, 686
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832 INDEX

Chicago Board of Trade (Cont.)
traded call options, 819
Treasury bond/note futures contracts trading, 

683–684
Treasury bonds trading, 692

Choice, economic theory, 16
Chooser options, 424
Citigroup World Government Bond Index, 645
Classical immunization

principles, 674f
strategy, assumption, 675
theory, extension, 675

Classical safety-fi rst, 76
Clawback covenant, 788
Clean price, 463
Clearance, 142
Clearinghouse, role, 369
Client-imposed constraints, 8
Closed-end funds, 727–729

listing, 739
NAV, 727–728
open-end funds, contrast, 728

Clustering, 288
Cognitive biases, 81
Coherent risk measure

axiomatic properties, 72–74
property, 74

Collars
design, 418
profi t equation, 419
strategy, 419f

Collar strategies, 418–419
Collateral, 472, 474, 507

average life, variance, 522–523
impact, 519

Collateralized mortgage obligations (CMOs), 509
Collateral trust bonds, 492
Commercial mortgage-backed securities (CMBS), 

507, 508, 537–539
call protection, 539
market, 487
sector recommendations, spread duration, 

654t–655t
sectors, 651–652

Commission, 729
arrangements, 336–337

Commission broker, 127
Commissions, 144
Commodities

asset class, 798
status, 800–801

holding, monetary benefi t, 799
investments, 798–806
market penetration, prospects, 801–806
sectors, 798–799

classifi cation, 799f
storability/availability, 799
super class, 800

Commodities Futures Trading Commission 
(CFTC), 770

Commodity funds, 802–804
management style, differences, 802–803

Commodity futures, 805–806
indexes, 803t

Commodity indexes
certifi cates, 804
ETFs, 804

Commodity stocks, 801–802
risk, 802

Commodity trading advisors (CTAs), 803
Common risk factors, 313
Common shareholder, dividend situation, 248
Common-size analysis, 220–221
Common-size balance sheet

example, 221t
indication, 221

Common-size income statement, 222
example, 222t

Common stock portfolio, management
fundamental factor models, usage, 299
transaction costs/trade execution, 331

Common stocks
purchase price calculation, 495
shorting, 776

Companion bonds, 525
Company, liquidation, 476
Company-specifi c risk, 99
Competitive market makers, 422–423
Competitive transition charge (CTC), 544-545
Component payments, present value, 570
Component percentage ratios, 216–217
Compound growth rate, calculation, 253
Compound options, 423
Conditional expectation, 282–283
Conditional expected value, 283
Conditional mean, 283
Conditional order, 333
Conditional prepayment rate (CPR), 511–512

ramping, 529
Conditional probability, 282–283

distribution, determination, 283
Conditional value at risk (CVaR), 77
Confi dence level, 185
Consolidated Quotation System (CQS), 141
Consolidated Tape Association (CTA), 141

securities, 139
Consolidated Tape System (CTS), 141
Constant annualized yield volatility, 821–822
Constant discount rate, assumption, 249–250
Constant growth dividend discount model, 

251–254
problems, 254

Constant implied volatilities, 822
Constant maturity Treasury (CMT) rate, 704
Constant Proportional Yield Volatility Model 

(CP), 815–816
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Index  833

Constant rate DDM, misvaluation, 254
Constrained effi cient frontier maximum allocation, 

composition, 52f
Constraints, addition, 36
Consumable assets, 800
Consumable/transferable (C/T) assets, 800
Consumer price index (CPI), 461

linkage, 502
Contingent deferred sales charge (CDSC), 731, 733
Contingent immunization strategy, 677
Continuous market, 122
Continuous trading, advantage, 122
Contrarian strategy, 158
Convenience yield, 799
Conventional yield measures, 576–583
Convergence trading hedge funds, 771, 778–784
Conversion

provision, 552, 553
ratio, 495

Converted price, 685
Convertible arbitrage, 783

funds, 779
Convertible bonds, 466–467, 495

arbitrage, 779–780
returns, earning, 780
trading, 780

Convertible debt, 797
Convertibles, 503
Convexity, 606–610

adjustment, 607–608
measure, 606–607

scaling, 609
risk, 665
usage, 598–610

Corporate bondholders, claim priority, 492
ranking, 493t

Corporate bonds, 487, 491–495
embedded options, inclusion, 665
hedging, interest rate swaps (usage), 713t
issues, rating factors, 472–475
market, 487, 642–643

Corporate bond swap hedge, illustration, 712–713
Corporate credit, 713
Corporate debt obligation, 475
Corporate restructuring hedge funds, 771, 775–778
Corporate sector recommendations, spread dura-

tion, 653t
Corporation, liquidation, 476
Correlation, covariance (relationship), 25–26
Cost management, 415
Cost of carry, 378
Cost of goods sold (average day), 204–205
Cost trade-offs, 357f
Counterparty risk, 365

exposure, 372
Countries, payments balance (S&P analysis), 502
Coupon-bearing Treasury securities, 485
Coupon bond, price/yield relationship, 572t

Coupon payment
determination, coupon rate (usage), 617–618
due date, 574

Coupon payment, calculation, 489
Coupon rate, 459–462

bond price
relationship, 578t
volatility, impact, 596

change, 469
current yield, relationship, 578t
price, relationship, 571–573
real rate, 488
required yield, relationship, 571–573
yield to maturity, relationship, 578t

Coupon reset date, 460
Coupon reset formula, 460
Coupon stripping, 489
Covariance, 24–25

correlation, relationship, 25–26
structure, index model approximations, 36–39

Covenants, 472, 474
Coverage ratios, 217–219
Covered bonds, 503–504
Covered calls, 419–420

strategy, 420
writing strategy, 702–703

Cover pool, 503–504
Cox-Ingersoll-Ross (CIR) model, 816–817
Creation/redemption units, 742
Credit

analysis, 472
event, 716
four Cs, 472, 474
rating, 471–472
support

mechanisms, usage, 535
subordination, measurement, 531t

Credit card receivable-based securities, 508, 
540–542

cash fl ow, 540
early amortization triggers, 541–542
portfolio, performance, 541

Credit default swap (CDS), 716
contract life, 719

Credit default swap index (CDX), 719–720
asset manager usage, 720
mechanics, 720

Credit derivatives, 716
Creditor rights, 476–477
Credit risk, 365, 780

management, credit default swaps (usage), 
716–720

reference, 471
Credit-risky bond, 478
Credit spread, 478

change, 652, 656
risk, 471, 478

Cross acceleration, event, 717
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834 INDEX

Cross default, event, 717
Cross hedge risk, minimization, 689
Cross hedging, 383–384

complication, 689
Crossing networks, 135–137
Cross order, 342
C shares, 731–732

level load, 733
C tranches, 536
Cumulative probability distribution, 60–61
Currency denomination, 467
Currency risk, 482
Current assets, level, 209
Currently callable issue, 464
Current portfolio duration, 688
Current ratio, 208
Current yield, 576
Custodial costs, 391–392
Custodian, role, 739
Custody, 733

Daily standard deviation, 453
Dark pools, 137

algos, comparison, 339
Dated date, 484
DAX 20 return time series, 72f
Day count conventions, 484–486
Days payables outstanding (DPO), 207
Days sales in inventory (DSI), 205
Days sales outstanding (DSO), 206
Dealer option, 399
Dealers, 122
Deal size, subordination (measurement), 531t
Death benefi t (DB), 747, 759
Debenture bonds, 492
Debt/equity ratio, 801–802
Debt-for-stock exchange, 230
Debt instruments, 458
Debt obligation issuer, interest payment failure, 551
Debtor-in-possession (DIP), 476
Debt repayment, provision, 465
Debt securities, issues, 471
Debt-to-assets ratio, 216, 219
Debt-to-equity ratio, 216, 219
Debt-to-service coverage (DSC) ratio, 538
Decision trees, 288
Dedicated tax-backed obligations, 497, 498
Deep-in-the-money call option, 451
Default interest rate, 539
Default loss rate, 477
Default probability, forward-looking assessment, 471
Default rate, 477–478
Default risk, 469, 471–478

impact, 551–552
Defeasance, 538, 539
Deferred annuity, 756
Deferred call, 464
Deferred-interest bonds, 494

Deferred interest securities, 460
Defi ned benefi t pension plans, liability-driven 

strategies, 679–680
Delinquency, 541
Deliverable asset, knowledge, 686–687
Deliverable date, implications, 687
Deliverable issues, 684

price adjustment, conversion factors (CBOT 
publication), 685

Deliverable obligations, 718
Delivery date, 367
Delivery options, 686
Delta, 449–451
Depository Trust and Clearing Corporation 

(DTTC), 142
Depreciation rules, artifi ciality, 265
Derivative contracts, risk-reward characteristics, 

399–400
Derivatives

process, 366–367
usage, 683

Descriptors, usage, 310
Designated Order Turnaround (DOT), 125–126
Detroit Edison Securitization Funding a, bonds, 545
Developed market foreign stocks/bonds, 6
Deviations, probability-weighted function, 77
Diffusion process, 437
Digital options, 425
Directional effect, 160–161
Direct Market Access (DMA), 140
Direct method, usage, 225
Directors’ fees, 733
Direct-pay LOC, 499–500
Discount, 573
Discounted cash fl ow (DCF)

methods, RV methods (contrast), 272–275
models, 245–256
sensitivity analysis, necessity, 274–275
valuation, 275

usefulness, 272–273
Discount rates

application, 575
change, 252
expected return, relationship, 262
usage, 250

Dispersion measures, 75
Distressed debt hedge funds, 775
Distressed securities, 775–776
Distributed lag models, 291
Distributor, 738

affi liation, 739
Diversifi able risk, 99

factors, 91
Dividend discount model (DDM), 246, 248–263

calculation, 248–249
complications, 263–264
earnings per share approach, 263–264
expected returns, relationship, 261–263
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Index  835

Dividend payout ratio, 247
Dividends, 437–438

consideration, 410
growth rate, 254
measures, 246–247
models, comparison, 260t
operating cash fl ow classifi cation, 225
payout, 246
stock prices, relationship, 247–248
tax, 341–342
usage, 751
yield, 246–247

Dividends per share, 246
Dollar-denominated CD, issuance, 706
Dollar-denominated issue, 467
Dollar-denominated LIBOR, exchange, 393
Dollar duration, 599–600
Dollar return, sources, 580–583
Dollar-weighted rate of return, 182–183
Double-barreled in security, 497
Dow, Charles, 156
Dow Jones Industrial Average (DJIA), 149, 157

S&P500 Index, relationship, 388–389
Dow Jones Wilshire 5000, usage, 38
Downgrade, 479

event, 717
risk, 471, 478–481

Downside protection, 420
Downside risk, 23, 77

portfolio manager concern, 416
Downward-sloping yield curve, 560–561
Dow Theory

strategies, 156–158
testing, diffi culty, 157–158

Dramatic underperformance, probability 
(increase), 306–307

Drop-lock bonds, 503
DuPont system, 199–202

application, 203f
Duration, 470, 598–606

calculation, illustration, 599
control, 672
duration/contribution, 662t
sector analysis, 662t
usage, 598–610

Dynamic asset allocation, 4–5
Dynamic factor models, 292

E3 model, 310
Early amortization triggers, 541–542
Early stage venture capital, 795–796
Earnings before interest, taxes, depreciation, 

amortization (EBITDA), 224
Earnings before interest and taxes (EBIT), 196, 

218, 268
consideration, 219
reduction, 219

Earnings before taxes, earnings before interest and 

taxes (ratio), 201
Earnings per share (EPS)

approach, 263–264
dependence, 270

Earnings quality, 236
Earnings surprise strategies, 161
Earnings usage (scaling basis), 271
Earnings yield, 264

factor exposures, 327t–329t
Economic development bonds, 496
Economic forecasts, usage, 656
Effective convexity, 609–610, 631–634

calculation, V determination, 633f
Effective duration, 600–602, 631–634

calculation, V determination, 633f
Effective rate basis, 588
Effi ciency, levels, 148
Effi cient frontier, 46–49

composition, 50f
constraining, benefi ts/costs, 53
expansion, 49–53

asset classes, usage, 50f
obtaining, 93
U.S. bonds/U.S. large-cap equity, usage, 47f

Effi cient market, 147–148
Effi cient portfolio, 30, 31–33

construction, 10, 30–31
example, 32f
set, 17–18
solving, 45

Effi cient set, 32
optimal portfolio, selection, 34–36

Electronic communication networks (ECNs), 134, 
339

Electronic markets, alternatives, 134–137
Embedded options

inclusion, 552–553
usage, 613

Emerging market
meaning, 7
transaction costs, 352

Emerging market foreign stocks/bonds, 6
Ending inventory, representation, 205
Enhanced index fund, contrast, 302
Enhanced indexing, 646

minor risk factor mismatches, 646
risk factors approach, 643–646

Enhanced strategy, 643
Equilibrium Model, 823
Equilibrium value, determination, 116
Equity derivative, 365
Equity hedge, 771
Equity indexing, motivation, 169–170
Equity long/short, 773

hedge funds, 770–771
managers, portfolio construction, 773

Equity market, sectors, 152–153
Equity multiplier, 201–202
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836 INDEX

Equity options
pricing models, 429
usage, 397

Equity portfolio management, stock index futures/
equity swaps (usage), 365

Equity REIT, 324
Equity styles, 153

evolution, 166–167
investing, 166–169

Equity swaps, 393–394
structures, 393
usage, 365

Equity trade, usage, 346–347
Equivalent prices/yields, calculation, 699f
Error terms, 284–285

testing, 285
Eurobonds, 502–503

structures, types, 503
Eurodollar bonds, 502
Eurodollar CD, 706
Eurodollar certifi cates of deposit, 460–461
Eurodollar futures contracts, 706
European call, 423

options, valuation, 431–432
European covered bonds, 503–504
European listed options, 421–422
European option, 398

usage, 436
Euro straights, 503
Euroyen bonds, 502
Evaluation period, 176
Event risk, 479, 780
Ex ante return, 20
Ex ante tracking error, 303
Excess returns, predictability (impact), 294–295
Excess risk-adjusted returns, generation, 277
Excess spread, 534–535
Exchangeable bond, 466–467, 495
Exchange market structures, 121–124
Exchange rate risk, 482
Exchanges, 125–133
Exchange-traded derivatives, 365
Exchange-traded funds (ETFs), 725, 739–744

creation/redemption process, 741–744
fl owchart, 743f

mutual funds, contrast, 744
outstanding shares, redemption, 743f
provider, interaction, 741
purchase, 53
shares

creation/redemption, authorization, 742
outstanding, 742

Exchange-traded futures options, 692–696
Exchange-traded options, 399
Exchange trading, priority rule, 332
Ex-coupon, 463
Execution risk, portfolio risk (combination), 358
Executive summary, 789

Exercise price, 397
Exercise style, 398
Exotic equity options, usage, 425–426
Exotics, 422–425
Exotic securities, usage (absence), 779
Expansion venture capital, 796
Expectations, linear predictions, 285
Expectations theories, 561–563

forms, 561
Expected future cash fl ows, concept, 267
Expected portfolio returns, 15, 79
Expected return, 359–360

DDMs, relationship, 261–263
decline, 52–53
dispersion, 22
term, usage, 20

Expected shortfall, 77
Expected stock return volatility, 436–437, 447

call option price, relationship, 451–452
estimation, 452–453

Expected tail loss, 77
Expected terminal price, 250
Expected value, 62–63
Expected volatility, 414
Expense ratio, 729–730, 732–734
Expiration date, 397

inclusion, 399
Explicit costs, 331
Explicit transaction costs, 341–343

bid-ask spreads, 342–343
commission/fees, 341
taxes, 341–342

Ex post tracking error, 303
Extended term insurance, 751–752
Extra-market risk, 114
Ex-U.S. bond indexes, 638

Face value, 459
Factor exposures, 324t–326t
Factor risk exposures, assessment, 317–318
Factor risk models (factor models), 299
Factors, linear regressions, 289
Fair and orderly market, 129
Fair Isaac Corporation (FICO) scores, 542
Fair market benchmark, 349
Fallen angels, 493, 494
Fama, Eugene, 279
Feasible portfolios, 31–33

example, 32f
February-May-August-November (FMAN) expir-

ing options, 400
Federal agency securities, 490–491

classifi cation, 490
Federal Home Loan Mortgage Corporation 

(FHLMC), 509
Federally related institutions, 490
Federal National Mortgage Association (FNMA), 509
Fill-or-kill order, 334
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Index  837

Financial analysis, 193
cash fl ows, usefulness, 235–240

Financial economic theory, 16
Financial Industry Regulation Authority (FINRA), 

142
Financial leverage

evaluation, 194
ratio, 215–220

Financial products, types, 804
Financial ratio

analysis, 193, 194–223
usage, 222–223

usage, 216–217
Financial risk, 215–216
Financial Services Authority (United Kingdom), 768
Financing, stage, 794
Finite life general dividend discount model, 

249–251
constant discount rate, assumption, 249–250
illustration, 261
inputs, requirement, 250
relative value, assessment, 251

Firm valuation, 271–272
First central moment, 62–63
First-generation OTC options, 421–422
First in-fi rst out (FIFO), 753
First-lien fi xed loans, securitization, 529
First par call date, 464–465
Fitch Ratings, rating agency, 471–472, 551
Fixed annual fee, SEC imposition, 733
Fixed annuities, 756, 760–762

characteristic, 761–762
Fixed asset turnover, 214–215
Fixed asset turnover ratio, 215
Fixed charge coverage ratio, 218, 219
Fixed charges, consideration, 218–219
Fixed costs, variable costs (contrast), 331
Fixed income arbitrage, 778–779, 783
Fixed-income securities, 6
Fixed periodic premiums, 756
Fixed premium payment, 753
Fixed principal securities, 487–488

types, issuance, 488
Fixed rate bond, PVBP, 710–711

illustration, 711f
Fixed-rate bond market, 460
Fixed rate bonds, spread duration, 602
Fixed rate mortgage, 509
Fixed rate prime deal, 532t
Flat yield curve, 561
FLexible EXchange (FLEX) Options, 400, 401–402

listed option, 421–422
Flexible periodic premiums, 756
Flexible premium deferred annuity (FPDA), 760–761
Flexible premiums, 755

payment, 753
Flexible Treasury futures options, 694
Floating rate bond, PVBP, 710

Floating-rate bond market, 460
Floating-rate notes, 503
Floating-rate securities, 460
Floor, 462

pricing, 822
Floor brokers, function, 127
Flow-of-funds structure, 498
Forced savings, 747
Forecasting, modeling market (impact), 352–355
Foreign currency, debt obligation, 501
40-bond portfolio, 660t–661t

duration, 659
tracking error, example, 670

Forward contracts
features, 372–373
futures contract, contrast, 372
pricing, 374–378
valuation, 374–375

Forward interest rates, volatilities, 822
Forward-looking forecast, 279
Forward looking inputs, 46t
Forward-looking tracking error

backward-looking tracking error, contrast, 
303–304

non-systematic risk, impact, 667
subcomponents, 668–669
systematic risk, impact, 667

Forward rates, 556–560
examination, 559
future short-term rates, impact, 562
question, 559
realization, failure, 559–560
usage, 706

Fourth central moment, 63
Four-year binomial interest rate tree, 614f

one-year rates, inclusion, 616f
Four-year valuation, fair tree, 623, 625
Frame dependence, 81
Free cash fl ow DCF model, 264–266
Free cash fl ow (FCF), 230–231, 264

calculation, 231–233
cash fl ow, contrast, 266–267
company income, relationship, 233
theory, development, 230

Frequentist interpretation, 280
Frictions, 94
Front-end load, reduction, 732
Front-running, 337

minimization, 338
F shares, 732

fee-based program, 733
Full price, 463
Fully leveraged bond positions, 705
Fully rational approach, 82
Fundamental analysis

strategies, 161–166
Fundamental analysis, technical analysis (con-

trast), 153–154
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838 INDEX

Fundamental factor models, 107
description/estimation, 309–312
descriptors, usage, 310
usage, 299
usefulness, 312

Fundamental long/short hedge funds, 773
Funding ratio, 679
Funds of hedge funds, 785
Future cash fl ows

present value, 625–626
value, discount rates (usage), 706

Future fl oating rates, 705–706
Future interest rates, distribution (representation), 

615
Futures

leveraging, 372
prices, 367

volatilities, 822
pricing, 374–378
valuation, 374–375

Futures contracts
arbitrageur profi t, 377
dollar duration, 688
expense, 392
features, 367–373
forward contracts, contrast, 372
futures prices, 694
options, contrast, 399–400
party choices, 368–369
put option, 692–693
swaps, contrast, 714–715

Futures options, 692
popularity, reasons, 695–696
pricing models, 696–698
trading, mechanics, 694–695

Futures/T-Bill portfolio, 391t
Future values, origination, 617

Gamma, 451
Gaussian distribution, 63
General account products, 749–750
Generalized autoregressive conditional heteroske-

dasticity (GARCH), 292, 784, 817–818
Generally accepted accounting principle (GAAP), 

265
General obligation debt, 497
General redemption prices, 465
Genetic algorithms, 288
Geometric growth model, 257–258
Geometric mean, calculation, 253
Geometric random walk, 286
Global macrohedge funds, 784–785
Good-till-canceled order, 334
Government National Mortgage Association 

(GNMA), 509
Government-sponsored enterprises (GSEs), 

490–491
shelf, 529

Graham, Benjamin, 154, 162, 165
Gross domestic product (GDP), expectation, 774
Gross profi t margin

operating performance, relationship, 211–212
production, 210–211

Gross yield, inclusion, 541
Growth, value (contrast), 354
Growth company, 166–167
Growth stocks, 6

manager, performance, 166–167
Guaranteed cash value, 753

buildup, 751
Guaranteed investment contract (GIC), 3, 749, 

762–763
life insurance company liability, 762

Half spread, 342
Hamilton model, 293
Hard commodities, 798
Hard dollars, payment, 340
Hard puts, 495
Heath-Jarrow-Morton (HJM) model, 824
Hedge, term (usage), 769
Hedgeable rates, 559–560
Hedged portfolio, 438

payoff, 443
Hedged position, return, 382–383
Hedged stock portfolio, effectiveness (determina-

tion), 383
Hedge funds, 767–785

categories, 771
fl owchart, 772f

characteristic, 769
defi nition, 769
investment objective, 785
manager, 778

market exposure, 774
selection, 785

mutual funds, contrast, 770–771
opportunistic category, 771
privacy, 770
strategies, 771, 772–785

Hedge Funds, Leverage, and the Lessons of Long-
Term Capital Management (President’s Work-
ing Group on Financial Markets), 768

Hedge ratio, 384–389, 712–713
calculation, example, 689–692
derivation, 439–442
determination, 700
selection, 689

Hedging, 688–692
futures contracts, employment, 381
futures options, usage, 699f
protective put buying strategy, comparison, 703t
Treasury bond futures buying strategy, compari-

son, 703t
Heuristic-driven biases, 81
Heuristics, concept, 80–81

index.indd   838index.indd   838 7/28/09   8:51:17 AM7/28/09   8:51:17 AM

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



Index  839

Hidden-variable predictive return model (hidden-
variable models), 288, 292–293

High-credit-quality entities, 373
High-expected return stocks, 162–163
High grade, term (usage), 551
High-yield bonds, 472, 551
Historical data, usage, 278–279
Historical performance, usage (problems), 43
Historical returns, usage, 45–46
Historical volatility, 814–818
Holding period, 747

rate of return, 672
return, 19

Ho-Lee Model, 823–824
Homogeneous expectations assumption, 30
Horizon analysis, applications, 589–591
Horizontal common-size analysis, 220
Hulbert, Mark, 155–156
Humped yield curve, 561
Hybrid markets, 123–124

Immediate annuity, 756
Immunization principles, 674f
Immunization risk

measures, 676f
minimization, 675
reinvestment risk, relationship, 676

Immunized portfolio, construction, 674–675
Imperfect substitution, 343–344
Implementation shortfall approach, 351
Implicit transaction costs, 341, 343–346

investment delay, 343
market impact costs, 343–345
market timing costs, 345
opportunity costs, 346
price movement risk, 345

Implied repo rate, 685–686
Implied volatility, 452, 818–825

Black model uses, 822–825
computation, 819

Implied yield volatilities, 819
meaning, 821–822

Incentive fee, 769
check/balance, 788

Income statement, example, 196t
Income taxes, operating cash fl ow classifi cation, 225
Indenture, bond price specifi cation, 578
Independent and identically distributed (IID) 

variables, 283
Independent public accountant fee, 733
Index-based commodity investments, 804
Index certifi cates, disadvantage, 804
Index dollar value, 401
Indexed portfolio

construction, 389–392
design, optimization approach, 644–646

Indexes
options, 400–401

risk factors, 640–641
value, sensitivity, 641

Index fund manager strategies, 390
Index funds, advantages, 804
Indexing

criticism, 642
problem, optimal solution (computational 

technique), 645
Indifference curves, 16–17, 96

example, 17f
Indirect method, usage, 225
Industrial revenue bonds, 496
Infl ation, expected rate, 549
Infl ation-adjusted principal, 488–489
Infl ation-indexed securities, 487
Infl ation risk, 482
Information

contracting/processing, cost reduction, 725
advantage, 734–735

decay, 814
Information ratio, 304

data/calculation, 301t
Initial margin, 369

absence, 375
requirement, 334

Initial public offering (IPO)
fi nancing, 794
status, 789

In-kind transfers, 742
Innovation process, 284–285
Input estimation, historical data (usage), 42–46
Inside buildup, 747, 752

advantage, 758–759
Instantaneous standard deviation, 815
In-state issue, 496
Instinet Crossing Network, 136
Institutional investors

attraction, 523
investment objectives, classifi cation, 2–3
trading arrangements, 335–340

Institutional investors, inclusion, 2
Institutional Network, 134
Institutional trades, types, 335
Insurance company returns, 751
Insured bonds, 499
Integrated portfolio management, 359–360
Intelligent Investor (Graham), 162
Intensity effect, 160–161
Interbank yield curve, 564
Interest

component, 749
coverage ratio, 217–218, 219
rules, 519
taxability, 553–554

Interest-bearing debt, 216
Interest income, operating cash fl ow classifi cation, 

225
Interest-on-interest, 581
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840 INDEX

Interest-on-interest component, 580
level, 582

Interest-on-interest dollar return, determination, 
580–581

Interest-only (IO) class, 516
Interest-only (IO) mortgage strip, 517

price response, expectation, 517–518
Interest-only (IO) securities, 517–518
Interest rate derivatives, usage, 600
Interest rate risk, 467–470, 780

bonds, impact, 468–470
control, 688
measurement, 470, 593

duration/convexity, usage, 598–610
price value of a basis ponit, usage, 596–597

offsetting, 672
Interest rates

basis point change, 604, 608
calculation, 550
change, 601
direction, change, 656
distribution, representation, 615
expectations strategies, 650
exposure, 513
futures contracts, cash settlement, 684
lattice, 614–618
price/changes, inverse relationship, 468
structure, 549
term structure, 458–459, 555–564

economic theories, 561–563
shape, determinants, 560–561

Treasury spot rates, relationship, 557
tree, arbitrage-free characteristic, 613
volatility, spread, 656

Interest rate swaps
callability, 704
characterization, 704–705
hedging, 711–712
pricing, 705–711
usage, 704–715

Interim cash fl ows, 379
absence, 686–687

Intermarket Trading System (ITS), 138
Intermediate-term bonds, 458
Internal credit enhancement, 530

usage, 531
Internalization, 139
Internal rate of return, 182
International bond indexes, 638–640

inclusion, 638
International markets, penetration, 796–797
International Swap and Derivatives Association 

(ISDA), CDS trade documentation, 717
International trading costs, measurement/analysis, 

351
Intersector allocation strategies, 651–658

considerations, 652–656
Intra-day pricing, advantages, 744

Intrasector allocation strategies, 651–658
considerations, 652–656

Intrinsic value, 411
Invariance, 72
Inventory

effects, 343–344
fl ow, 215
illiquidity, 209
management, 213

Inventory turnover ratio, 213, 215
Inverse fl oaters, 461
Inverted yield curve, 560–561
Investible commodity futures indexes, number 

(increase), 803
Investment

advisor, 738
advisory fee, 732–733
companies, 725–739

types, 726–729
constraints, 7–9
delay, 343
dimensions, 107
horizon, 49

bond sale, 586
bond total return computation, 587–588

objective, likelihood, 591
policy, establishment, 4–9
risk measures, features, 68–74
strategy, change, 336
style, requirements, 353
tax considerations, 8–9
vehicle, 739–740

Investment companies, 725
Investment Company Act of 1940, 738, 789

Rule 2a-7, 543
Investment-grade bonds, 472, 529, 551
Investment-grade sector, 472
Investment management

equity options, usage, 397
overview, 1
process, activities, 1

Investment objectives
classifi cation, 2–3
setting, 2–4

Investment-oriented insurance product, 746t
categories, 753–763

Investment-oriented life insurance, 725, 744–763
Investment Technologies Group (ITG), 136
Investors

equity, 369
mental account, maintenance, 81
preference, 35
retirement date, 736
risk-return profi le, alteratoin, 407
venture capitalist constituency, 788

Invoice price, 685
Involuntary bankruptcy, 476
Irrevocable LOC, 500
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Index  841

ISDA Credit Derivatives Defi nitions (1999/2003), 717
Issuer

credit analysis, 472
par yield curve, 618t

Iterative process, 618–619

January-April-July-October (JAJO) expiring 
options, 400

J-curve effect, 793
JPMorgan Global Governments Index, 645
Jump risk, 479
Junior notes, 507
Junior subordinated debt, shorting, 776
Junk bonds, 472, 551

Kahneman, Daniel, 80, 82
Kalotay-Williams-Fabozzi model, 824
Kappa, 451–452
Keynes, John Maynard, 80
Key rate duration, 610–611
Knock-in options, 423
Knock-out options, 423
Konstantinovsky, Vadim, 659
Krispy Kreme Doughnuts, Inc.

cash fl ows, 237f
fi nancial results, 236
income, 237f

Kurtosis, 62
illustration, 66f

Ladder strategy, 651
Lagged values, 291
Lagged variables, 291
Large-cap stocks, active trading, 354
Late stage/expansion venture capital, 796
Lattice, 613–614

calibration, 618–622
usage, 622–625

Law of one price, 103
Leavens, D.H., 27
Legs, 614
Lehman Aggregate Bond Index, 735
Lehman Brothers U.S. Aggregate Index, 635
Lending rates, borrowing rates (contrast), 379–380
Letter of credit (LOC), 492–493

support, 499
types, 499–500

Letter of intent, 732
Level loads, 731
Level-payment mortgage, 509
Leverage, 310

amount, 780
increase, 405

Leveraged buyouts (LBOs), 493, 494
Leveraged portfolio, 95
Liability, 3
Liability-driven objectives, 2
Liability-driven strategies, 9, 672, 679–680

proposal, 680
Lien, 491
Life-cycle fund, 736
Life insurance companies, investment-oriented 

products, 3
Life insurance comparisoni, 757t
Life insurance contract, cash value (development), 

751
Life insurance policy, forefeit/surrender, 751
Life insurance taxability, 752–753
Like-kind fi rms, selection, 269–270
Limited liability companies (LLCs), 790–791
Limited partners, capital, 792
Limited partnerships, 789–790

tests, 790
venture funds, importance, 790

Limit orders, 121, 128, 740
placement, 332–333

Linear autoregressive predictive return model (lin-
ear autoregressive model), 288, 291–292

Linear optimization problems, 356
Linear payoff, 400
Linear regressions, 289

equations, 782
Lipper performance ranking system, 737
Liquidation, 476
Liquidity, 780

concession, 343
evaluation, 194
measures, 208–209
premium, 563
ratios, 209–210
risk, 481, 555

measure, 358
short-term obligation ability, 202–210
theory, 562, 563
transaction costs, relationship, 347–349

LiquidNet, 136
Listed derivatives, 365
Listed equity options

usage, 415–421
Listed equity options, features, 400–402
Listed options, 399

risk/return characteristics, 402–410
Loan-to-value (LTV) ratio, 538
Lockout period, 532, 538–539
Log-normal distribution, 815–816
London Interbank Offered Rate bid (LIBID), 503
London Interbank Offered Rate (LIBOR), 460–462

benchmarking, 704–705
curve, 564
discount rates, 706
LIBOR-based fl oaters, 537
reference rate, 564
three-month cap, 822–823

London Interbank Offered Rate/London Inter-
bank Offered Rate bid, arithmetic mean 
(LIMEAN), 503
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842 INDEX

Long call option, expiration (profi t/loss profi le), 
403t–404t

Long call positions, expiration (profi t/loss profi le), 
406f

Long futures, 367
Long hedge, 381–382

usage, 382
Long-only managers, 158–159

contrast, 770
Long-only portfolios, 36
Long position, 367

fi nancing cost, 430
profi t/loss profi le, 430t

Long put option
expiration, profi t/loss profi le, 407t–408t
position, profi t/loss profi le, 430t

Long put position, expiration (profi t/loss profi le), 
406t, 408t, 409t

Long-short portfolios, 36
Long stock option, expiration (profi t/loss profi le), 

403t–404t
Long-term bond rating systems/symbols, summary, 

473t
Long-term bonds, 458, 497
Long-term budget defi cits, 497
Long-term capital gains tax rate, 759
Long-term capital projects, 497
Long-term Equity Anticipation Securities (LEAPS), 

400, 401–402
Long-term value strategies, 353
Lookback options, 422, 424
Loss allocations, schematic, 530f
Lower partial moment, 76
Low-expected return stocks, 162–163
Low latency, 339
Low-price-earnings-ratio effect, 164

strategy, 165
Lucky saving, 342

Macaulay, Frederick, 601
Macaulay duration, 600–602
Machine learning, 288
Magnitude effect, 160–161
Maintenance margin, 370

requirement, 370–371
Management fee, 732–733

assessment, 787
March-June-September-December (MJSD) expir-

ing options, 400
Marginal contributions, 308–309
Margin requirements, 369–371
Margin transactions, 334–335
Market anomaly strategies, 164–166
Market capitalization, 6, 354
Market-clearing price, generation, 245
Market directional hedge funds, 771
Market direction hedge funds, 772–775

Market effi ciency, 147–148
question, 170
semistrong form, 148
strong form, 148
weak form, 148

Market-if-touched order, 333–334
Market impact

empirical fi ndings, 349–352
measurements, 349–352

approaches, 351
opportunity cost, contrast, 357f
reduction, 137
trading, 356

Market impact cost, 331, 343–345
result, 350
sell order, 344f
trade timing, 353–354
variation, 347

Market index, 7
purchase, 53

Market makers, 122
Market-neutral hedge funds, 780–782
Market-neutral long-short strategy, 162–164
Market orders, 121, 126–127, 740

danger, 332–333
order type, 332

Market overreaction, 160
strategies, 156

Market portfolio, 91
Market risk, 91, 106
Markets

agents, population, 287
forecasters, idealized behavior, 294
forecasting, value, 293–295
impact costs, 343–345
participants, 551
timers, 773–774
trader information, 338
volatility, 306–307

Market segmentation theory, 561, 563
Market timing costs, 345
Market turn, occurrence, 157
Market value-adjusted (MVA) annuities, 761
Market value to book value (MV/BV) ratio, 267
Markov switching-vector autoregressive (MS-

VAR) models, 293
Markowitz diversifi cation

principle, 29–30
strategy, 28

Markowitz effi cient frontier, 109–110
Mark-to-market procedure, 371
Martingales

defi nition, 284
difference sequence, 283
idea, 286
model, application, 287
random walks, relationship, 284
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Index  843

Matching primary risk factors approach, 643–646
Maturity, 458–459, 510

bond price volatility, impact, 596
date, statement, 574–575
par value, 568
spread, 555
value, 459

purchase price, contrast, 571
Mean absolute deviation (MAD), 61, 75
Mean (measure), usage, 61
Mean-standard deviation, 75
Mean-variance analysis, 59

application, 41
Mean-variance effi cient portfolio, 32
Mean-variance framework, extension, 355
Mean-variance optimization, 78

framework, 679–680
Mean-variance portfolio analysis (mean-variance 

analysis), 16, 23
Merger

arbitrage, 776–777
credit event, 717

Mezzanine venture capital, 796–797
Microsoft Corporation, DuPont system (applica-

tion), 203f
Minimum-variance zero-beta portfolio, 112
Minor risk factor mismatches, 646
Modeling market, impact, 352–355
Modeling techniques, asset management fi rm 

adoption, 278
Model risk, 780
Modern portfolio theory, principles, 107–108
Modifi ed duration, 600–602
Modifi ed Endowment Contract (MEC), 753
Moments, 62–63
Momentum portfolios, 159
Momentum strategies, 156, 158–161
Money, time value (consideration), 410
Money machine, absence, 105
Money management, 1
Money managers, performance attribution analy-

sis, 186t
Money market funds, 737
Money market instruments, 458
Monotonicity, 72

property, requirement, 73
Monthly cash fl ow, 514t–515t, 520t–522t
Monthly payment rate (MPR), 541
Moody’s Investors Service, rating agency, 

471–472, 551
Moral obligation bonds, 498
Moratorium, event, 717
Morgan Stanley Capital International (MSCI) EAFE

constraint, 52
Index, 735
index, 42
international equity, inclusion, 49–51

Morningstar performance ranking system, 737

Mortality and expense (M&E) charges, 751, 760
Mortgage ABS

deal, cash fl ow waterfall (schematic representa-
tion), 537f

sectors, 533–534
Mortgage-backed securities, interest payment, 450
Mortgage bond, 491
Mortgaged property, foreclosure/sale, 492
Mortgagee/mortgagor, 509
Mortgage loans, groups (transformation), 509
Mortgage market, increase, 508
Mortgage pass-through security, cash fl ow, 513, 516
Mortgage pool, cash fl ow (projection), 513
Mortgage rate, coupon rate (relationship), 666
Mortgage-related ABS, 533–537
Mortgage sector

investment risk, 666–667
recommendations, spread duration, 654t–655t

Mortgage term, 510
Most distant futures contract, 368
Moving daily average, 812t

deviation, 813t
Multifactor CAPM (Merton), 112–114
Multifactor risk models, 106–107, 303
Multi-index market models, 38–39
Multiphase dividend discount models, 255–257

three-stage growth model, 256–257
two-stage growth model, 255–256

Multiple assets
feasible/effi cient portfolios, example, 33f
portfolio risk measurement, 26

Multiples
bases, selection, 270
determination, 270–271

Multiple-share classes, 734
Multiple step-up note, 460
Municipal bonds, 487, 495–500

issuers, 495–496
market, 487
securities, 553
types, 496–500

Music royalties, securitization, 508
Mutual funds, 726–727

annual operating expenses, 729–734
contracts, 739
direct placement, 731
ETFs, contrast, 745t, 746t
hedge funds, contrast, 770–771
investment, advantages, 734–735
investors, 737–738
market price, NAV excess, 739
professional management, advantage, 735
purchase, 53
sales, growth, 336
sales charges, 729–734
structure, 738–739
taxation, 737–738
tax liability, assumption, 738
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844 INDEX

Mutual funds (Cont.)
trustees, 738
types, investment objective category, 735–737

Mutual insurance companies, 747–749
stock external owners, absence, 748

Narrow-based stock index futures contract, 373
National Association of Securities Dealers 

(NASD), ADF operation, 139
National Association of Securities Dealers Quota-

tions (NASDAQ), 124
BBOs, 141
stock market, 130–132

National Association of Securities Dealers Quota-
tions National Market (NNM), 133

National Association of Securities Dealers Quota-
tions Small Cap Market, 133

National best bid and offer (NBBO), 123, 137
National exchanges, 125–130, 133
National governments, ratings (assignation), 501
National Market System (NMS), SEC (contrast), 

138–139
National Securities Clearance Corporation 

(NSCC), 142
Natural buyers/sellers, 121
Natural resource companies, 801
Nearby futures contract, 368
Negative carry, 378
Negative convexity, 780

meaning, 602
positive convexity, contrast, 608–609

Negative covenants, 475
Negative dollar return, 580
Negative earnings surprise, 161
Negative pledge clause, 492
Neglected-fi rm effect, 164, 165
NER tranche, 536–537
Net asset value (NAV), 481, 726–727

price divergence, 728
Net earnings, 268
Net fi nancing cost, 378
Net free cash fl ow (NFCF), 233–235
Net income, calculation, 200–201
Net operating income (NOI), 538
Net profi t margin, calculation, 212
Net working capital cushion, 210
Net working capital-to-sales ratio, 208–209
Neural networks, 288
New York Stock Exchange (NYSE), 125–129

block trades, 335–336
NYSE-assigned specialists, roles, 128–129
OpenBook, 349
Rule 127, 336
specialists, 128–129

Next futures contract, 368
Nikkei 225, fi nance, 394
No-arbitrage condition, importance, 618
No-Arbitrage Model, 823

Nodes, 614
value

calculation, 617f
determination, 616–618

Noise, assumptions, 285
Noise traders, 68
Nonaccelerated senior (NAS) bonds, 532–533

presence, 533
Nonaccelerated senior (NAS) distribution percent-

age, 533
Nonaccelerated senior (NAS) percentage, 533
Nonaccelerated senior (NAS) tranches, deal face 

value, 533
Nonamortizing security, 540
Noncallable bond, callable bond (spread), 656
Noncash-paying security, 696–697
Nondisplayed liquidity, 137
Nondollar-denominated issue, 467
Nonexchange indexes, 151t
Nonfactor error term, measurement, 312
Nonforfeiture options, 751–752
Nonintermediated markets, naturals involvement, 

122
Noninvestment-grade bonds, 472, 493–495, 551

issuers, types, 493–494
issues, features, 494–495

Noninvestment-grade sector, 472
Nonliability-driven objectives, 2
Nonlinear programming algorithm, 355
Nonmortgage asset-backed securities, 540–545
Nonrecourse loans, 537–538
Nonrenewable commodities, 799
Nonsystematic risk, 99–100, 667

division, 669–670
Nonterm structure risk, 668
Non-Treasury securities

Treasury securities, risk premium, 550
yield, 602

Non-U.S. bonds, 501–504
inclusion, 638
market, 487

Normal credit spread, 656
Normal probability distribution (normal distribu-

tion), 63–64
contrast, 66f
empirical evidence, 65–67
example, 63f
theoretical distributions, 67–68

Normal yield curve, 560
North America Investment Grade Index, 720
Note rate, 509
No-trade price, 349
Number of days of inventory, 205
Number of days of purchases, 207

Odd-lot purchases, problems, 172
Offer quote, 121
Off-exchange markets, 134–137
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Index  845

Offi cial statement, 497
Off-the-run bonds, 779
Off-the-run maturity, 714
Off-the-run U.S. Treasury bonds, 779
One-period illustration, 445
One-period investment horizon, assumption, 93
One-period option pricing model, 442f

illustration, 442f
One-year rating migration table, 480t
On-the-run benchmark, 478
On-the-run issue, one-year rates, 619f, 620f, 622f

derivation, information, 621f
On-the-run pay yield curve, 618
On-the-run Treasury bonds, 779
On-the-run U.S. Treasury bonds, 779
OpenBook, 128, 349
Open-ended mortgage, 491
Open-end funds, 726–727

closed-end funds, contrast, 728
ETFs, comparison, 740

Open interest, 369
Open order, 334
Operating cash fl ow

classifi cations, 225
usage, 240

Operating cycle, 204–207
calculation, 206
information, example, 209
investment conversion, 207
length, measurement, 204
measurement, 205
phases, 204

Operating earnings, 196
Operating expense, 732–733
Operating fi nancial condition, aspects, 194
Operating performance

condition, aspects, 194
evaluation, 211

Operating profi t
decline, example, 200
margin, 211

operating performance, relationship, 211–212
Opportunistic hedge fund strategies, 784–785
Opportunity cost, 331, 346

market impact, contrast, 357f
trading, 356

Optimal execution, models, 358
Optimal portfolio, 17–18

CML, relationship, 96f
implementation, 53–56

active strategies, usage, 56
passive implementation, 53–55

example, 54t
selection, 34–36

example, 34f
indifference curves, usage, 35f

Optimal trading, 356–359

Optimization
approach, 644–646
method, 327

Optimization technology, 78
Option-adjusted basis, 528
Option-adjusted duration, 602

example, 650
Option-adjusted spread (OAS), 630

demonstration, 631f
Optionality exposure, 665t
Option buyer, 397

option position value realization, 412–413
Option-free bonds

cash fl ows, 568
price volatility properties, 593–595
price-yield relationship, 601f
price/yield relationship, example, 594t
pricing, 567–576
valuation, 624f

Option life
anticipated cash payments, 414–415
return, expected volatility, 414
short-term risk-free interest rate, 414

Option position, comparisons, 410
Option price, 410–415

components, 411–413
factors, 413–415

illustration, 413t
sensitivity, 447–452

Option pricing models, 431–447
inputs, 452

Options
cost management applications, 426
delta, 450
features, 397–400
futures contracts, contrast, 399–400
intrinsic value, 412t
involvement, 783–784
positions, profi t/loss (summary), 409
pricing, 444
returns management applications, 426
risk management applications, 426
theta, 451
time premium, 412–413
time to expiration, 414
time value, 412
value, calculation, 434, 436

Option seller, 397
Option writer, 397
Order-driven markets, 121–122

quote-driven markets, contrast, 123–124
Orderly market, maintenance, 128
Order Protection Rule, 138
Orders

list, 347–348
types, 332–334

Ordinary income, capital gains (contrast), 760

index.indd   845index.indd   845 7/28/09   8:51:18 AM7/28/09   8:51:18 AM

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



846 INDEX

Original issuers, 493
Original stock price, 417
Out-of-state issue, 496
Out-of-the-money market price, 411
Out-of-the-money option, 416

strike price, 821
Overcollateralization (OC), 535

structure, 534
turboing, 536f

Overperformance option, 423–424
Over-the-counter Bulletin Board (OTCBB), 133
Over-the-counter (OTC) derivative, 372
Over-the-counter (OTC) equity options, 421–425

fi rst generation, 422
Over-the-counter (OTC) interest rate derivatives, 

822–823
Over-the-counter (OTC) issues, 152
Over-the-counter (OTC) markets, 123–133, 365, 

399
Over-the-counter (OTC) option, 399, 692

cost, increase, 399
structures, 422

Overweighting, 172–173
Overwrites, 419–420

strategy, 420

Paid-up additions (PUA), 754
Pan-European Aggregate Index, 638
Paper portfolio, 351
Par, present value, 569–570
Parallel yield curve shift assumption, 603
Par swap, 704
Participating dividend, 754
Participating policies, 748, 749
Par value, 459
Par value at maturity, 568
Passive management

approach, 644
employment, 643

Passive portfolio strategy, 9
Passive strategies, 169–175
Pass-through certifi cates, 507
Pass-through security

average life, 516
discovery, 643
monthly cash fl ow, 514t–515t

Payment failure, event, 717
Payment-in-kind (PIK), 494

bonds, 494
Pay-now-choose-later option, 424
Pay-through certifi cates, 507
Pennies, adoption, 339
Pension funds

liability structure, 677
performance measure, 679

Pension plans
liability-driven strategy, proposal, 680
types, 3

Percentage price change
convexity adjustment, 607–608
estimation, 605–606

Perfect hedge, 381, 688–689
Performance attribution

analysis, 176, 185, 186t
models, 185–187

Performance evaluation, 11, 147, 176, 183–187
Performance funds, 768
Performance measurement, 11, 176–183
Periodic coupon interest payments, 568

issuance, 580
Periodic coupon payments, absence, 571
Periodic interest payments, interest-on-interest 

component, 580
Periodic interest rate, 569–570
Permanent price impact cost, 344
Perpetual issues, 503
Pfandbriefe market, 503
Physical good, purchase, 801
Physicals, pricing models, 696–698
Physical settlement, 718
Pink Sheets, 133
Pipeline, 136
Planned amortization class II (PAC II) bond, 528
Planned amortization class (PAC)

PAC-support structure, 528
schedule, creation, 524t–525t
structure

distribution rules, 526
prepayment protection, 525

Planned amortization class (PAC) bonds, 523–528
Policy asset allocation decision, 4
Policy loan, 752
Political institutions, stability, 501
Portfolio

asset allocation, recommendation, 648t, 649t
beta, 307–308
construction, 10, 670–672

applications, 316–329
convexity, portfolio manager assessment, 666
creation, 103–104

pure bond indexing strategy, involvement, 
642

credit quality, 662t
allocation, 659

current duration, increase, 688
deviation, 665–667
diversifi cation, 26–30
example, 318t
expected return

example, 31t
measurement, 19–21

exposure, benchmark exposure (material mis-
match), 669–670

factor exposures, 327t–329t
feasible set, 31
holdings, 318t
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Index  847

interest rate risk, control, 688
internal rate of return, 584–585
market cap/style, benchmark (contrast), 306
market value, 604
monitoring, 10
nonsystematic risk (reduction), diversifi cation 

(impact), 99–100
optimizer, usage, 670–672

examples, 671t, 673t
rebalancing, 54, 670–672
return, 177

calculations, 178
risk-return portfolio, 319t
risk-return trade-off, 48t
sector composition, 662t
securities, prices, 727
spread duration, 665
standard deviations, example, 31t
stocks, number (inclusion), 305
strategy, 640–647

selection, 9–10
structure, 672
theory, behavioral fi nance (contrast), 80–82
tilting, 326–327
time horizon, 672
total risk, decomposition, 313
tracking error, 300, 667

determination, 300, 302
index, relationship, 302
S&P500, relationship, 302

value, 713t
comparison, 391t

yield, 541
measures, 583–585

Portfolio duration, 602–604
alteration, 650
calculation, 603t

dollar duration, usage, 603–604
contribution, 603t, 604–605
value, 603

Portfolio exposure
analysis, 320t–323t
assessment, 316–319
measure, duration (usage), 663–667

Portfolio M, 98
Portfolio management, 1

contrast, 360f
factor models, usage, 658–672
integration, 359–360
listed equity options, usage, 415–421
strategies, 419–420

Portfolio managers
bond ownership, 657–658
economic forecasts, usage, 656
performance, 43

Portfolio risk, 359–360
acceptable levels, 15
asset returns, correlation (effect), 29–30

change, 115
characteristics, benchmark (relationship), 

659–667
correlation, relationship, 28–29
execution risk, combination, 358
measurement, 21–26, 300

Portfolio selection
alternative risk measures, 74–77
concepts, 16–1816
higher moments, 77–78
Markowitz theory, 82
process, schematic presentation, 41f
theory, 15

contribution, 28
extensions, 77–79
issues, 59

Position, liquidation, 368–369
Posit (ITG), 136
Positive carry, 378
Positive convexity, negative convexity (contrast), 

608–609
Positive earnings surprise, 161
Positive free cash fl ow, 231
Positive homogeneity, 72

property, 73
Positively sloped yield curve, 560
Posttrade measures, 349
Power Function Model, 816–817

criticism, 817
Predictability, importance, 294–295
Predicted tracking error, 303
Predictive regressive models, 289, 291
Predictive return models, 287–293

classifi cation, 288
Preditability

concept, 279–286
usage, 281

statistical concepts, 282–286
Preferred habitat theory, 562, 563
Preferred shareholder, dividend situation, 248
Premium, 573

excess, 750–751
Prepayable securities, price-yield relationship, 

601–602
Prepayments, 465

allocation, 532
assumptions, 522–523
cash fl ow uncertainty, relationship, 510–511
conventions, 511–513
impact, 511
lockout, 538–539
option, 465
penalty points, 538, 539
protection provisions, 538
risk, 470, 665

examination, 666
sensitivity, 666
speed, assumption, 523
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848 INDEX

Prerefunded bonds, 500
Present value (PV), level, 625–626
President’s Working Group on Financial Markets, 

768
Pretrade measures, 349
Price/earnings (P/E) ratio, 267

strategies, 162
Price impact cost, 343
Price momentum, 354

strategy, 158
Price movement risk, 331, 345
Price per dollar of book value, usage, 271
Price per restaurant, usage, 271
Price quotes, 575–576
Price reporting, 141
Price reversal strategy, 158
Price-to-book (P/B) value, 167
Price-to-earnings (P/E) ratios, 735
Price-to-earnings (P/E) value, 167
Price value of a basis point (PVBP)

calculation, 691
computation, 710t
illustration, 597t
usage, 596–597

Price volatility, 354
measure, 597

Price/X ratio, 267–268
Price/yield relationship, 571

illustration, 572t
shape, 572f

Pricing models, examination, 286–287
Primary bond index matching factors, 641t
Primary market analysis, 656
Prime loans, securitization, 529
Principal

reference, 459
rules, 519

Principal cash fl ows (generation), collateral 
(impact), 519

Principal-only (PO) class, 516
Principal-only (PO) mortgage strip, 516–517

price, change, 517
Principal-only (PO) securities, 516–517
Principal payments

payment/receipt, 527
rules, 526

Principals, 122
Private equity, 786–797
Private-label credit enhancement, 529–532
Private-label RMBS, 508, 528–533
Private-label senior structuring variations, 

532–533
Private-label transactions, 509
Probability

function, 60
relative frequency concept, 280

Probability distribution, 60
description, 61–63

function, information, 62–63
illustration, 21t, 25t

Probability theory, 16
conceptual tools, 280
review, 60–64

Procter & Gamble (P&G)
adjusted cash fl ow, 226t
bonds

effective sale price, 702
price, determination, 690–691
sale, 690
strike prices, 700

cash fl ow, 225
estimate, 223–224

depreciation/amortization, 232
free cash fl ow, calculation, 234t
growth, maintenance, 232
par value, 693t

hedge, 701t
position, hedging, 689–690

Production cost, changes, 211
Profi tability, 416–417

evaluation, 194
expected date, 789
predictability, impact, 294–295
ratios, 210–213

Profi t margin ratios, 210
Profi t sharing fees, distribution (prohibition), 788
Program trades, 335, 336–338
Progressive adaptation, 288
Projected performance, conversion, 269
Project performance, valuation, 269
Promised yield, 580
Propagation effect, 71–72
Prospective prepayment curve (PPC), 529
Prospect theory, 80
Protective put buying strategy, usage, 703t
Protective put hedge, table (creation), 700–701
Protective put strategies, 416–418

illustration, 418f
profi tability, 417

Psychological approach, 82
Public orders, 332
Public Securities Association (PSA), 511

benchmark, assumptions, 512–513
monthly cash fl ows, 520t–522t
prepayment rate, 666
total principal payments, 524t–525t

Purchasing power risk, 482
Pure bond indexing strategy, 642–643
Pure expectations theory, 561, 562
Pure index fund, 170
Pure order-driven market, 121
Putable bond, 466

usage, example, 628, 630
valuation, 626–630

example, 629f
Put-call parity relationship, 429–431
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Index  849

Put futures options, 694t
option writer payment, 694

Put option, 397
classifi cation, 495
price, computation, 436
purchase, 402, 406–407

involvement, 416
sale, 402
writing, 409

Put price, 466
Put provision, 552, 553

Quadratic optimization method, 174
Quadratic optimization problems, 356
Quadratic programming, usage, 30–31
Quadratic regression equation, 782
Quality option, 686
Quantitative analysis, 193
Quantitative equity long/short hedge fund manag-

ers, 773
Quantitative statistics, usage, 773
Quantum Group of Funds, 768
Quick ratio, 208, 209
Quid pro quo, 730
Quote-driven dealer market, 123f
Quote-driven markets, 121–123

order-driven markets, contrast, 123–124

Rainbow options, 423–424
Random variable, 60

variance, 809
Random walks, martingales (relationship), 284
RAS Asset Management, 345
Rate of return, calculation, 685–686
Rate reduction bonds (RRBs), 508, 543–545

enhancement levels, 545
issue, structure, 544
risks, 545
structure, 544–545
true-up mechanism, 545

Rating agencies, 551
rating systems, 472

Rating migration/transition table, 479, 481
Ratio analysis, 236, 238
Rational investors, 68
Ratios, classifi cation, 194–220
Real interest rate, 549
Real rate, 488
Real-world investors, forecasting techniques 

(usage), 294
Rebalancing, frequency, 55f
Receivables portfolio, performance, 541
Recovery rate, 477–478

variation, 477–478
Recursive valuation, 617
Redemption unit, 742
Redemption value, 459
Reduced paid up, 752

Reference entity, 716
Reference issuer, 716
Reference obligation, 716
Reference rate, 461, 564
Refi nancing, 510–511
Refunded bonds, 500
Refunding, 464

provisions, 463–465
Regional exchanges, 130, 133
Registered investment advisor (RIA), 738
Registered traders, 127
Regression analysis, usage, 37–38
Regressive predictive return model (regressive 

model), 288, 289–291
Regular redemption prices, 465
Regulation, 141–142
Regulatory constraints, 8
Reinvestment risk, 460, 470, 553

immunization risk, relationship, 676
increase, 582
offsetting, 672
yield to maturity, relationship, 581–583

Relative return, 769
Relative valuation (RV)

methods, 266–272
DCF methods, contrast, 272–275

models, 245
principles, 268–269
sensitivity analysis, necessity, 274–275
steps, 269–272
usefulness, 273–274

Relative value
arbitrage, 783–784
assessment, 251
strategies, 647

Renewal period, 761
Reorganization, 476
Replicating portfolio

benchmark construction, relationship, 172–173
capitalization method, 174
construction

considerations, 171–173
methods, 173–174

maintenance, 172
management, implications, 173
quadratic optimization method, 174
stratifi ed method, 174
tracking error risk, 171–172
transaction costs, 171–172

Repudiation, event, 717
Required minimum distribution (RMD) rules, 759
Required yield, 567–568

coupon rate, relationship, 571–573
price, relationship, 571–573

Reset options, 422
Reset period, 761
Residential agency mortgage pass-through securi-

ties, 511–516
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850 INDEX

Residential mortgage-backed securities (RMBS), 
507, 508

Residential mortgage loan, cash fl ow characteris-
tics, 509–511

Residual risk, 99
contrast, 314

Restructurings, 493, 494
event, 717

Return
annualizing, 183
arithmetic average (mean) rate, 179–180
calculation, 177–178
dollar-weighted rate, 182–183
enhancement, 415

strategies, 420–421
fl uctuation, 282
internal rate, 182
measures, alternatives, 176–179
rate, calculation, 685–686
risk, trade-off, 47
static multifactor models, 290
time-weighted return, 180–182, 183

Return distribution, tails, 65–66
Return generating function, 310
Return on assets

calculation, 197–198
examination, 199–200

Return-on-assets ratio, 196–197
Return on equity (ROE)

calculation, 198
decomposition, 202
fi rms, 167
ratio, 201–202

Return on investment
evaluation, 194
ratios, 196, 198–199

Revenue bonds, 498
Revenue generation, 795
Revenue growth, assumptions, 788
Reverse cash-and-carry trade, 377

theoretical futures price calculation, 379
Reverse fl oaters, 461
Reverse-repo rates, 688
Reward-risk ratio, 304
Rising fl oor death benefi t, 759
Risk

arbitrage, 776
asymmetry, 69
control, 106, 777

applications, 316–329
decomposition, 312–316

overview, 317f
summary, 316

extra-market sources, 113
factors, 90

descriptors, contrast, 310
mismatches, 646
usage, 310

indexes, 310
management strategies, 415–419
reduction, diversifi cation (impact), 725
relativity, 69
sources, intertemporal dependence/correlation, 

69–72
uncertainty, 70

Risk-adjusted returns, generation, 277
Risk assets, risk-free assets (contrast), 18
Risk-averse investors, 17–18
Risk-controlled active management, 175
Risk/expected tail loss, conditional value, 76
Risk-free asset

assumption, 110
availability, 94
beta, 110
existence, 93, 110
introduction, 95–96
variance, 97

Risk-free interest rate, 437
assumption, 446

Risk-free rate
absence, 94
borrowing/lending, 112
estimation, 252

Riskless arbitrage, 376
Riskless assets, 18
Riskless hedge, 441
Risk measurement (risk measures), 64–68

axiomatic properties, 72–74
categorization, 68
features, 69
variance/standard deviation, 22

Risk multidimensionality, 69
Risk premium, 90–91

components, 91–92
default risk, impact, 551–552
factors, 551–555

Risk-return decomposition, example, 319t
Risk-return profi le, alteration, 407
Risky assets, portfolio, 30–36

expected return, 20–21
Risky effi cient portfolios, composition, 51t
Robust estimator, 79
Robust portfolio optimization, 78–79
Round lot, 334
R tranche, 536–537
Rule 10A-1, adoption, 143
Rule 10b-21, SEC adoption, 144
Rule of one alpha, application, 781

Safety-fi rst risk measures, 75–77
Sales charge/load, 729–732
Sales charges/annual expenses, 734t
Sales-force distribution, occurrence, 730
Sales price, changes, 211, 212
Sales volume, changes, 211, 212
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Index  851

Salomon Smith Barney Broad Investment-Grade 
Bond Index (SSB BIG), 635

Same-day measures, 349–350
Samuelson, Paul, 279
Scenario analysis, 589, 590t, 591
Second central moment, 63
Second-generation OTC options, 422–425
Second-lien loans, 529
Second-to-die insurance, 755
Sector risk, 665
Sector-specifi c stocks, 801–802
Secured corporate debt obligation, 475
Securities

auto loan backing, 543
basket, delivery, 38–381
broad-based portfolio, acquisition, 734
OAS, 630

calculations, impact, 632–634
PVBP, 712
sale, 778
selection strategies, 657–658
supply/demand schedule, 348f

Securities Act amendments (1975), 138
Securities Act of 1933 (Securities Act), 141–142
Securities Act of 1934 (Exchange Act), 141–142
Securities Exchange Act of 1934, 334
Securities Exchange Commission (SEC)

formal/information soft dollar limitations, 340
NMS, contrast, 138–139
12b-1 fee, 733

Securitization transaction, 538
Security Analysis (Graham), 154
Security market line (SML), 100–102
Seed capital, 795
Self-regulating organizations (SROs), 142
Sell hedge, 381–382
Sell limit order, 333
Sell orders, buy orders (imbalance), 129
Sell stop order, 333
Semiannual cash fl ows, 568
Semiannual coupon payments

annuity, equivalence, 569
present value, 569–570

Semiannual interest rate, 569–570
usage, 577

Semiannual payments, assumption, 484
Semiannual total return, annualization process 

(determination), 588
Semivariance, 23
Senior notes, 507
Sensitivity analysis, necessity, 274–275
Separate account investment options, types, 754–755
Separate account products, 749–750
Separate Trading of Registered Interest and Princi-

pal of Securities (STRIPS), 490
Sequential-pay PAC structures, 526–528
Sequential-pay structures, 518–523
Serial correlation, 810

Settlement, 142
futures price, convergence, 390
price, determination, 369–370
procedure, 718

Settlement date, 367, 383
futures contracts seller requirement, 684–685
implications, 687
knowledge, 686–687
transaction completion, 484

Shareholder fee, 729
Shares, exchange-traded class, 643
Sharpe, William, 82, 185
Sharpe ratio, 184–185
Shift percentage, 533
Shock rates, 598
Short-bond position, 711–712
Short call option position, profi t/loss profi le, 430t
Short call positions, expiration (profi t/loss profi le), 

406f
Short futures, 367
Short hedge, 381–382

usage, 382
Short position, 367
Short put position, expiration (profi t/loss profi le), 

409t
Short selling, 380, 774–775
Short-selling hedge funds, 774–775
Short-selling rules, 143–144
Short stock position, expiration (profi t/loss pro-

fi le), 407t–408t
Short-term bonds, 458
Short-term notes, 496–497
Short-term obligations

meeting, cushion, 208–209
satisfaction, 203

Short-term risk-free interest rate, 414
Short-term signal, 353
Simple fi lter rules strategies, 156, 158
Single-index market model, 37–38
Single-index performance evaluation measures, 

184–185
Single-monthly mortality (SMM) rate, 512, 543
Single-name credit default swaps, 716–719

asset manager usage, 718–719
mechanics, 716
trade, cash fl ows, 717–718

Single-period liability, immunization strategy, 
672–677

Single-period portfolio return, measurement, 19–20
Single premium deferred annuity (SPDA), 760, 763
Single-premium life insurance, 753
Single premiums, usage, 756
Single step-up note, 460
Sinking fund call price, par value, 466
Sinking fund provision, 463, 465–466
Sinking fund requirement, 466
Six-pack securities, 530
Skewed distribution, 62f
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852 INDEX

Skewness, 61–62
Skill based investing, 770
Small-cap stocks, comparison, 354
Small-fi rm effect, 164

strategy, 165
Soft commodities, 798
Soft dollars

arrangement, 339–340
payment, 340
SEC limitations, 340

Soft puts, 495
Soros, George, 768
Soros Fund Management, 768
Sourcing investments, 792
Sovereign bonds, 501–502
Special bond structures, 499–500
Specialists, 122

responsibility, 129
Specialized bond market indexes, 638
Special purpose vehicle (SPV), 504
Special redemption prices, 465
Special situation hedge funds, 777–778
Specifi c risk, 313
Speculative-grade bonds, 493–495

issuers, types, 493–494
issues, features, 494–495

Spider, 741
Spot rates, 556–560

example, 557–558
Spread, 550

call risk, impact, 656
duration, 478, 602
option, 423–424

Spread duration, contribution (difference), 664t
Square root model, 817
Stable Paretian distribution, 65
Standard and Poor’s 100 (OEX), 401
Standard and Poor’s 500

benchmark, 317–318
expected return, 302
Index, DJIA (relationship), 388–389
index, MSCI EAFE index (correlation), 44t
index fund, costs, 174–175
portfolio, comparison, 382–383
returns, distribution, 67f
return time series, 70f, 71f
risk exposures, analysis, 320t–323t
Stock Index, 735
tracking error, 302
usage, 171

Standard and Poor’s Corporation, rating agency, 
471–472, 551

Standard convexity, 609–610
Standard deviation, 22–26, 61

calculation
historical data, usage, 453, 809–814
observations, basis, 811t

risk measure, 48
variation, 810

Standby LOC, 499–500
Start-up company, J-curve, 797
Start-up portfolio companies, venture capitalist 

constituency, 788
Start-up venture, goal, 795–796
Stated conversion price, 495
Statement of cash fl ows, 224–229, 797

reformatting, 227, 228t
Statement of Financial Accounting Standards 

(SFAS), No. 95, 225
StateStreetGlobal Advisors (SSgA) World Govern-

ment Bond Index strategy, 645
Static multifactor models, 290
Static regressive models, 289–291
Stationary time-series process, 283
Statistical arbitrage, 782–783
Statistical concepts, importance, 285–286
Statistical factor model, 106–107
Statistical models, description, 352
Statistical moments, 62–63
Statistical theory, 16
Steep yield curve, 560
Stepped-up death benefi t, 759
Step-up bonds, 494
Stochastic dividend discount model (stochastic 

DDM), 257–263
advantages, 260–261
applications, 260
binomial stochastic model, 257–259
dividend discount models, 261–263
expected returns, 261–263
trinomial stochastic model, 259–260
usage, 261

Stochastic process, usage, 437
Stock funds, difference, 735
Stock index, performance, 380–381
Stock index future contracts

cash settlement contracts, comparison, 373–374
dollar value, 373
pricing correctness, 379

Stock index futures
applications, 381–392
features, 373–381
stock index basis, 383
usage, 389, 715

Stock index futures, usage, 365
Stock insurance companies, 747–749
Stock markets

block trades, 144
clearance/settlement, 142
commissions, 144
functioning, 140–144
index, risk control, 319, 324
indicators, 149–152

classifi cation, 149
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Index  853

practices, evolution, 138–140
price reporting, 141
reactions, 802
regulation, 141–142
short-selling rules, 143–144
structure, 124f
tick size, 142–143

Stock options, 400
price, 401

Stock portfolio
factor exposures, 324t–326t
hedging, 383–384
risk, control, 381

Stock prices
example, 439
fi xed drift, 286
generation, stochastic process (usage), 437
increase, 430
martingales, relationship, 287
movements, hedging, 381–389
original price, 417

Stock replacement strategy, 392
Stock returns

forecasting, 277
merits, debate, 280

predictions, example, 281–282
volatility, expectation, 434, 436–437

Stocks
basket, trading, 336
direct purchase, 391t
fair value, expected return (relationship), 262f
public orders, 128
purchases, simultaneity, 164
strategies, 147

Stop-limit order, 333
Stop-loss orders, 740
Stop order, 128, 333

dangers, 333
Straight bonds, 503
Stranded assets, 544
Strategic strategies, 647
Stratifi ed method, 174
Stratifi ed sampling approach, 644
Strict random walk, 284
Strict white noise, 284
Strike price, 397, 421

fi xation, 414
Stripped MBS, 509
Stripped Treasury securities, 489–490
Structured portfolio strategies, 9
Structured products, 507

sector, 487
Structure trades, 656
Structuring bonds, 525
Structuring speeds, 525
Stub trading, 783
Style indexes, 152
Subadditivity, 72

property, 73
Subordinated debenture bonds, 492
Subordinated notes, 503
Subordinate notes, 507
Subordinates, shifting interest, 532t
Subperiod return, 178–179

averaging methods, 179t
Subprime collateral pool, characteristics, 535f
Subprime loans, 529
Subprime MBS, 533–537
Substitution swap, 657
Super classes, 800
SuperDOT system, 127–128
Support bonds, 523–528

usage, 528
Support vector machines, 288
Supranationals, 502
Surviving spouse, 755
Survivorship insurance, 755

policy, annual premium, 755–756
Swap curve, benchmark usage, 564
Swap rate, 564

curve, 478
yield curve, 563–564

Swaps
assessment, 657–658
fl oating rate, benchmarking, 704–705
futures contracts, comparison, 714–715
hedge instruments, contrast, 713–715
identifi cation, portfolio optimizer (usage), 671t, 

673t
option, 686
payment, 717–718
PVBP

behavior, 714
computation, 710t

value, 706
Systematic portfolio risk, 100f
Systematic-residual risk decomposition, 314

fl owchart, 314f
Systematic risk, 91, 99, 667

decomposition, 667
factor, excess return, 105–106
term structure changes, exposure, 668

Systematic tracking error, decomposition, 668t

Tactical strategies, 647
Target-date fund, 736
Target portfolio duration, 688
Taxable municipal bonds, 496
Taxable municipal securities, 496
Tax-advantaged savings, 747
Tax-backed debt obligations, 497–498
Tax-exempt municipal securities, 496
Teaser rate, 761
Technical analysis, 154

empirical studies, 156
fundamental analysis, contrast, 153–154
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854 INDEX

Technical analysis (Cont.)
strategies, 154–161
value, debate, 155

10-day moving daily average, 812t
Tennessee Valley Authority, 50-year bonds, 458
Term insurance, commodity product, 747
Term repurchase (repo) rates, 705
Term structure

shape, determinants, 560–561
Term to maturity, 458
Text mining, 288
Theoretical call option price, 449

curve, 450
Theoretical call price, 448f
Theoretical futures price, 377

borrowing rate basis, 379
calculation, 389
examination, 378–381
securities basket, delivery, 380–381
short selling, 380
transaction costs, 380

Theoretical option price
estimation, tangent line (usage), 449f
tangents, usage, 450f

Theory fi shing, 82
Theory of Speculation, The (Bachelier), 278
Theta, 451
Third central moment, 63
20-year Treasury bond futures, call options, 

820t–821t
30/360 day count convention, 485–486
Three-bond portfolio

cash fl ow, 585t
example, 583t

Three-month LIBOR, purchase/sale, 706
Three-stage DDM, 256
Three-stage growth model, 256–257
Tick size, 142–143
Tilted portfolio, creation, 175
Tilt exposure, 327
Time decay, measure, 451
Time horizon, specifi cation, 672
Time premium, 412–413
Times interest-covered ratio, 217–218
Time to expiration, call option price (relation-

ship), 451
Time value of money, consideration, 410
Time-weighted rate of return, 180–182
Timing option, 686
Tobacco settlement revenue (TSR), 498
Top-down approaches, bottom-up approaches 

(contrast), 152–153
Top-down value-added strategies, 647
Top-down yield curve strategies, 651
Total asset turnover ratio, 214–215

equity multiplier, multiplication, 202
Total coupon interest, 581
Total debt-to-assets ratio, 216

Total excess return, 313
Total excess risk, 313
Total fi rm valuation, 264–266
Total loss, risk, 802
Total principal payments, 524t–525t
Total return, 585–592

applications, 589–591
bond price volatility, relationship, 591–592

Total risk decomposition, 313–314
fl owchart, 313f

Tracking error, 300–309, 667–670
benchmark stocks, contrast, 305f
beta, relationship, 308f
determinants, 304–308
determination, 300, 302
dramatic shortfall, relationship, 307f
increase, 307
marginal contribution, 308–309
nonbenchmark stocks, contrast, 306f
risk, 171–172

Trade-based factors, 353–354
Trade date, 484
Trade-driven markets, 121
Trade Reporting Facilities, 135
Trade-Through Rule, 138
Trade timing, impact, 353–354
Trading

mechanics, 332–335
priority rules, 332–334
soft touch, 339

Trading costs
minimization, 79
taxonomy, 331–332

Traditional asset classes, 7
Traditional fundamental analysis, 153–154
Tranches, 518

size, measurement, 531t
Transaction costs, 10, 171–172, 174–175

identifi cation, example, 346–347
incorporation, 355–356
liquidity, relationship, 347–349
measurement, 349–350
modeling, 352
models, 356
reduction, 392
taxonomy, 340–347

Transactions, front-running, 337
Transferable assets, 800
Transfer agent, 733
Treasury bills, 488
Treasury bonds, 488

futures, puts
buying strategy, usage, 703t
usage, 699

futures, usage, 715
futures contracts

delivery options, summary, 686t
features, 683–686
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pricing, 686–687
usage, 683–692

Treasury futures options, Black model, 697–698
Treasury infl ation-protected securities (TIPS), 488, 

502
Treasury issues, CBOT determination, 684
Treasury notes, 488

futures contracts
delivery options, summary, 686t
features, 684–686
pricing, 686–687
usage, 683–692

Treasury securities, 487
delivery, 695–696
market, 487
options valuation, Black-Scholes model (usage), 

696–697
types, 487–489

Treasury spot rates, 557
Treasury yield curve functions, focus, 556–557
Trinomial additive stochastic DDM, 259
Trinomial geometric stochastic DDM, 259–260
Trinomial model, 613
Trinomial stochastic DDM, 257
Trinomial stochastic models, 259–260
True-up mechanism, 545
Tversky, Amos, 80
12b-1 fee, 733
Two-asset portfolio

portfolio risk, measurement, 24
return variance, 28–29

Two-parameter model, 23
Two-period model, extension, 444–447
Two-period option pricing model, 444f

illustration, 446f
Two-stage growth model, 255–256
Two-year corporate bond, pricing, 712
Two-year swap, PVBP, 711f

Unbundling, 755
Uncertainty

assumption, 281
level, measure, 280

Undated issues, 503
Underlying stock, price, 448f
Underweighting, 172–173
Unique risk, 99
United Kingdom, Financial Services Authority, 768
Unit trusts, 729
Universal life insurance

elements, 755
types, 753t

Unlisted market, 133
Unpredictability, statistical concepts, 282–286
Unsecured corporate debt obligation, 475
Unsystematic portfolio risk, 100f
Unsystematic risk factors, 91
Uptick trade, 143

Upward sloping yield curves, 560, 563
U.S. bankruptcy, 476–477
U.S. City Average All Items Consumer Price Index 

for all Urban Consumers (CPI-U), 488
U.S. creditor rights, 476–477
U.S. equity markets, 121
U.S. government bonds, 487
U.S. small-cap equity, inclusion, 49–51
U.S. stock markets, 125–133

indexes, 150t
overview, 126f

Utility function, 16–17

Valuation, lattice (usage), 622–625
Value-added strategies, 647–658
Value assets, store, 800
Value at risk (VaR), 76–77
Value company, 166–167
Value date, 484
Valued fi rm, project bases, 271–272
Value judgment, making, 274
Value Line Composite Index, 152
Value Line Investment Survey, The, 224
Value manager, 166
Value stocks, 6
Vanguard Total Bond Market Index Fund, 643–644
Variable annuities, 749, 756, 758–760

characteristic, 761–762
Variable costs, fi xed costs (contrast), 331
Variable life insurance, 749, 753–754
Variable universal life, 755
Variance, 22–26, 79

addition, 667
limitations (risk measure), 64–68
usage, 23

Variance-covariance matrix, determination, 312
Variation margin, 370

absence, 375
Vector autoregressive (VAR) model, 292
Venture capital

fees, 786–788
fund

life cycle, 792–793
illustration, 793f

windup/liquidation, 793
fund of funds, 791–792
industry, specialization, 794
investment vehicles, 789–792

Venture capitalists
remuneration, 787
roles, 786
3(c)(1) funds, 789
3(c)(7) funds, 789

Vertical common-size analysis, 220
Volatility

absolute dollar terms, 689
arbitrage, 783–784
forecast, 814
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856 INDEX

Volume discovery, 137
Volume-weighted average price (VWAP), 349–350

calculation, 350
Voluntary bankruptcy, 476

Wal-Mart Stores, Inc.
cash fl ows, 229f
net income, 229f
operating profi t, 229f
revenues, 229f

Walt Disney Company, 100-year bonds, 458
Warrant trading, involvement, 783–784
Waterfall, 530
Wealth distribution, 48
Weighted average coupon (WAC), 513

example, 514t–515t
Weighted average maturity (WAM), 513

example, 514t–515t
Weighted average portfolio yield, 583–584
Weighting, perspectives, 172–173
White noise, 283
Wildcard option, 686
Wilshire indexes, 152
Working capital concept, 225

XS tranches, 536

Yield
calculation procedure, 579
decline, expectation, 657
maintenance charges, 538, 539
measures, 567, 576–583
percentage change, natural logarithm, 810
spreads, 656

Yield curve, 519
exposure, measurement, 610–611
risk exposure

assessment, 664
estimation, 663t–664t

shapes, 556f

spread, 556
steepness, 560
strategies, 650–651

Yield to call, 576, 578–580
expression, 579
measure, 580

Yield to fi rst call, 579
Yield to maturity, 576–578

calculation, iterative procedure (usage), 577t
computation, 580

ease, 578
helpfulness, absence, 586–587
impact, 596
promise, 586
realization, 582
reinvestment risk, relationship, 581–583

Yield to par call, 579
Yield volatility

calculation, 815–816
Ho-Lee model, 816
measuring/forecasting, 809
modeling/forecasting, 814–825
power function, proportionality, 816
Vasicek model, 816

Y structure, 532

Zero-beta, 109–112
Zero-beta portfolio, 110–111

construction, assumptions, 112
selection, 111–112

Zero-coupon bonds, 460
call schedules, 465
periodic coupon payments, absence, 571
price sensitivity, 469
yield to maturity, computation ease, 578

Zero-coupon bullet-maturity bond, 517
Zero-coupon Treasury, 696
Zero-coupon Treasury security, 489–490

investment, 558
Zero uptick trade, 143

index.indd   856index.indd   856 7/28/09   8:51:20 AM7/28/09   8:51:20 AM

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om


