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risk, 309–24
S&P 500 index, 286–7
short strategies, 281–2, 284
spreads, 332–6
straddles, 341–3
strangles, 342
strategies, 325–44
swaptions, 357–9
time value, 279, 284–5, 309–11
trading strategies, 278–85
types, 278
valuation, 293–308

American-style options, 296–7
binomial trees, 297–302
Black–Scholes model, 302–5
European-style options, 293–305
fundamental principles, 293–5
historic volatility, 306–8
synthetic forwards/futures, 295–6

volatility, 306–8, 311–12, 336–9
see also individual options

OTC see over-the-counter trading
out-of-the-money (OTM), 279, 310, 316–17,

328
outright forward rates, 50–2
outright risk, 108, 108–9
outright swap rates, 236–7
over-the-counter (OTC) trading, 7

currency options, 345–6
derivatives, 12, 211–12
government bonds, 60, 64

overnight index swaps, 234

p/e ratio see price/earnings ratio
par swaps, 247, 255–6
par yield curve, 104, 108
parity value, CBs, 360, 362–4
payer swaptions, 357
pension schemes, 8–9
performance bonds, CME, 208
Philadelphia exchange (PHLX),

346
plain vanilla bonds, 59
policy

dividends, 158

spot rates, 43
portfolios

bonds, 91–2
CAPM, 180–3
duration, 91–2
management, 225–6, 265
MPT, 135–8, 180–3
trading, 148

preference options, 290
preference theory, 103
preferred habitat theory, 104
preferred stock, 131
premiums

CME S&P 500 options, 286–7
convertible bonds, 362–4
market risk, 177–8
options, 277, 286–7

present value (PV), 247, 254–5
price sensitivity of bonds, 81–98

convexity, 88–91, 97–8
dedication, 92–4
duration-based hedges, 96–8
immunization, 94–5
interest rates, 81–3
Macaulay’s duration, 83–7
market laws, 81–3
portfolio duration, 91–2
price value of basis point, 87–8, 96
price/yield relationship, 82–3

price value of basis point (PVBP), 87–8, 96,
224

price/book ratio, 164–5
price/earnings (p/e) ratio, 162–4, 166–7,

173–5
price/pricing

Black model, 355–7
caps/floors, 355–7
currency options, 348–9
derivatives, 266
equity forwards, 266–7
Eurodollar futures, 209–10
government bonds, 67–70, 108–9
options, 309–24
spot rates, 108–9
swaps from futures, 252–6
see also price. . .; valuation

price/sales ratio, 164
primary markets

bonds, 59–60, 63
common stock, 138–40

prime brokerage, 4
private limited companies, 140
profitability ratios, 159–61
profits on straddles, 341–3
proprietary traders, 8
protective puts, 325–8
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puts, 278
American-style options, 296–7
bull spreads, 333
CME S&P 500 options, 287
Eurodollar options, 351–2
European-style options, 294–5
Greeks, 312, 320–1
hedging, 325–9

break-even levels, 328
changing the strike, 328–9
futures hedge, 325–6
protective puts, 325–8

interest rate options, 350
international bonds, 114
long puts, 282–3, 312, 321
put-call parity, 293–7
put ratio spreads, 334
rho, 320
short puts, 284, 312, 321, 340
synthetic forwards/futures, 295–6

PV see present value
PVBP see price value of basis point

quanto options, 292
quanto swaps, 274
quick ratio, 159
quotations

Eurodollar futures, 203–4
forward rate agreements, 197–9
interest rate swaps, 236–7
US notes/bonds, 64–6

ratchet options, 291
ratings agencies, 115–17
ratio analysis, 158–66

investor ratios, 162–3
leverage ratios, 161–2
liquidity ratios, 159
profitability ratios, 159–61
Tobin’s q, 165–6
valuation, 162–6

ratio spreads, 334
real interest rates, 99–100
receiver swaptions, 357
recovery rates, credit spreads, 114
red herrings, IPOs, 139
reinvestment

bonds, 72–3
p/e ratio, 174–5

replacement risk, 48
repos, 17, 32–4, 218–19, 238
research on market efficiency, 134
residual value, 186–7
return on assets, 187–8
return on equity (ROE), 160
return on total assets (ROTA), 160–1

reverse repos, 34
rho, 319–20

see also Greeks
risk

basis, 223–4, 264–5, 271, 274–5
counterparty, 121, 197–8
credit, 1, 25–6, 274, 366
curve, 98, 108–9
diversifiable, 181
downside protection, 325
equity risk premium, 178–80
equity swaps, 273–4
FX market, 47–9
Greeks, 315, 324
Herstatt, 48
interest rate, 256–7
liquidity, 265
long call strategy, 280
market context, 1–2, 7
market risk, 47–8, 102, 177–8, 197–8
options, 309–24
outright, 108
portfolio, 135–6
replacement, 48
risk-free rates, 23–4
rollover, 265, 271
settlement, 48–9
sovereign, 60–2
straddles, 341–3
strangles, 342
systemic, 20–1
VaR, 7
see also hedging

risk-free rate of return, CAPM, 176–7
risk-neutral default probability model, 118,

120
risk-neutral world, 300
ROE see return on equity
rollover risk, 265, 271
ROTA see return on total assets

S&P (Standard & Poor) 500 index, 115, 259,
264–5, 286–7

sale and repurchase agreements see repos
Scholes see Black–Scholes model
second-to-default (STD) basket default

swaps, 123
secondary markets

bonds, 59–60, 64
equity markets, 142–5

securitization, 1–2, 113–28, 124–6
sell/buy-back agreements, 34
semi-annual coupon bonds, 69–70
sensitivity of bond prices, 81–98
Separate Trading of Registered Interest and

Principal of Securities (STRIPS), 66–7
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SETS electronic trading system, 144
settlement, 48–9, 259, 262–3
shading rates, 44–5, 198–9
Shanghai Stock Exchange (SSE), 143, 145
shareholders, 141, 152–3
shares, 131, 172

see also common stock; equity. . .; stock
short calls, 281–2, 312, 321
short puts, 284, 312, 321
short straddles, 339–41
short strangles, 342
short-term interest rate (STIR) products, 16
shorting the stock, 283
shout options, 292
single stock equity swaps, 274
single stock futures, 271–2
single tranche CDOs, 127
skew, 337
smile, 337
sovereign risk, 60–2
sovereign wealth funds (SWFs), 4
Special Purpose Vehicles (SPVs), 113, 124–6
spot deals, 39–40
spot position keeping, 45–7

deal blotters, 45–6
net open position, 47
revaluation, 46–7

spot rates, 41–4, 104–9
fiscal policy, 43
FX market, 41–4
interest rates, 43
par curve, 108
pricing models, 108–9
shading, 44–5
statistics, 43–4
three-year, 107
trade balance, 41–3
two-year, 105–6
yield curves, 104–6

spot trading, 44–5
spread trades, 207, 262–3
spreads, 332–6

asset swap, 114
bull/bear spreads, 332–4
cash bonds, 120–1
interest rate swaps, 236–8
TED spread, 28–9
see also credit spreads

SPVs see Special Purpose Vehicles
SSE see Shanghai Stock Exchange
stage dividend discount cash flow

models, 175–6
Standard & Poor (S&P) 500 index, 115, 259,

264–5, 286–7
standard bond pricing model, 68
standard call options, 313

standard interest rate swaps, 231–3
standardized index futures contracts, 271
STD see second-to-default basket default

swaps
sterling, 19–20, 40–1
STIR see short-term interest rate products
stock

lending, 146–8
markets, 142–5
options, 285–8
splits, 142
see also common stock

straddles, 338–9, 341–3
long straddles, 343
payoffs, 340–1
profits, 341–3
risk, 341–3

straight bonds, 59, 75
strangles, 338–9, 342
stress testing, 7
STRIPS see Separate Trading of Registered

Interest and Principal of Securities
strips, futures, 209–10
swaps

asset swap spreads, 114
basket default, 122–3
credit default, 62, 113, 118–21
equity, 272–5
floating notional equity, 273
forward rate valuation, 250–1
FX/forward, 53–6
total return, 272
see also interest rate swaps

swaptions, 122, 357–9
SWFs see sovereign wealth funds
syndication, IPOs, 138
synthetic

calls, 328
CDOs, 126–8
forwards, 295–6
futures, 295–6

systemic risk, 20–1

T-bills see Treasury bills
tax benefits of equity swaps, 275
TED see Treasury Eurodollar spread

theta, 318–19
see also Greeks

tick values, 204
time spreads, 335
time value, 279, 284–5, 309–11
TIPS see Treasury Inflation-Protected

Securities
Tobin’s q ratio, 165–6
Tokyo Stock Exchange (TSE), 143–5
total return swaps, 272
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tracking
equity swaps, 274, 275
errors, 265, 270, 274
index futures, 265, 270

Treasury bills (T-bills), 21–4
discount method, 21–4
France, 77
money markets, 21–4
risk-free rates, 23–4
United Kingdom, 21–3
United States, 21–3, 62–3

Treasury bonds,
futures, 213–16

conversion factors, 214–16
delivery/settlement, 215
invoice amount, 214–16
thirty year, 213–14

interest rate swaps, 238–9
notes/bonds, 62–6
yield curve, 101

Treasury Eurodollar (TED) spread, 28–9
Treasury Inflation-Protected Securities

(TIPS), 62–3
Treasury notes/bonds, 62–6
Treasury STRIPS, 66–7
trusts, 11
TSE see Tokyo Stock Exchange

unit trusts, 11
United Kingdom (UK),

credit crisis, 21
government bonds, 74–7
LIBOR, 27–9
sterling markets, 19–20
Treasury bills, 21–3

United States (US)
commercial paper, 24–6
domestic markets, 16–18
Glass–Steagall Act, 2
government bonds, 62–6, 69–70
investment banks, 5
TED spread, 28–9
trade balance, 41–3
see also Treasury. . .

US commercial paper (USCP), 24–6
credit risk, 25–6
list of investors, 25

valuation,
applying multiples, 163–6
cash flow, 169–91, 183–4
common stock, 151–2
convertible bonds, 361–2
free cash flow, 183–4
index futures, 267–8
investor ratios, 162–3

IRS, 245–57
options, 293–308
price/earnings ratio, 162–4
swaptions, 358–9
see also pricing

value-at-risk (VaR), 7
value basis, 270
value of company, 190–1
value investment, 132
vanilla

bonds, 59
calls, 313
interest rate swaps, 231–3

VaR see value-at-risk
vega (kappa), 319

see also Greeks
VIX index see Volatility Index
volatility

assumption, 311–12
binomial trees, 300–1
Black–Scholes model, 305
convertible bonds, 364–6
historic volatility, 306–8, 311
implied volatility, 305, 311–12, 336–7
long volatility, 342
options, 306–8, 311–12, 336–9
skew/smile, 337
straddles, 338–9, 342
strangles, 338–9
swap, 338
trades, 337–9, 342–3
VIX index, 338

Volatility Index (VIX), 338
Vostro accounts 49

WACC see weighted average cost of capital
Wal-Mart Stores Inc., 154–6, 158
weighted average cost of capital

(WACC), 185–8
when-issued market, 64

yield, dividend, 162–3, 172–3, 270–1
yield curves, 98, 99–112

bootstrapping, 106–7
definition, 101–2
discount factors, 110–11
empirical evidence, 103
forward rates, 109–10
interest rate swaps, 232
par curve, 104, 108
shape of curve, 101–2
spot rates, 104–6, 108–9
theories, 102–4
zero coupon rates, 104–6

yield from bonds, 71–4
annual equivalent rate, 73–4, 100–1
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yield from bonds (continued )
annual/semi-annual, 73–4
compounding periods, 100–1
current yield, 71
curves, 98, 99–112
interest rates, 99–100
price/yield relationship, 82–3
yield conversions, 74

yield curves, 98, 99–112
yield-to-maturity (YTM), 71–3, 77

zero cost collar, 331–2
zero coupon bonds,

dedication, 92–3
Macaulay’s duration, 85–6
rates, 104–6
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