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Probability, 227–229, 235, 239
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Protective puts, 33
Proxy hedging, 205
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discount, 74, 79, 117
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floating, 21, 267
foreclosure, 267
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agreement, 78
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expected, 117
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real, 275
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through the cycle, 218
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risk-free, 72, 74, 85, 171
risky, 85
selection, 35, 276
style, 35, 277
systematic, 160
target, 153
total, 278

Rho, 117–119, 126, 275
and hedging, 205

Richardson extrapolation, 139
Risk, 44, 145
Risk-adjusted return, 54
Risk

basis, 25, 48, 157, 211, 260
and cross hedge, 182
and hedging decision, 49, 115

benchmark, 36, 260
call, 25
commodity, 42, 262
compliance, 45, 262
concentration, 29
conservation of, 177
contagion, 27, 146, 262
contraction, 62
correlation, 37, 263
counterparty, 44, 184, 223, 263
country, 39, 263
credit, xv, 23, 128, 134, 214, 264
credit spread, 219
definition, 17
derivatives, 32, 264
diversifier, 54
downgrade, 214, 218
earnings, 265
earnings-at, 265
equity, 19, 266
exchange, 45, 266
exposures, 179, 181–182

identifying, 179
extension, 28, 62, 266
foreign exchange, 27, 73, 267
FX, 267
headline, 268
human behavior, 45, 221, 268
idiosyncratic, 154, 268
inflation, 37, 73, 268
insurance, 27, 268
interest rate, 20, 117, 190, 224, 269
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Risk (Continued )
key man, 46
legal, 43, 269
legislative, 41, 269
limits, 181
liquidity, 31, 36, 45, 48, 184, 270
longevity, 180, 270
management, ix–x, xvii, 42, 56, 59, 96,

145
manager, 34, 181, 271
market, 148, 184, 271
market sentiment, 31, 41, 271
measure, ix

absolute, 150
bulge, 163–164
extreme, 155, 162
extrinsic, 149
intrinsic, 149
relative, 149, 157
robust, 155, 162
standard, 149
tail, 150, 162–163

model, 28, 30, 65, 69, 150, 201, 271
sensitivity, 69

mortality, 180
nonsystematic, 19, 272
operational, 43, 221, 273
people, 43
political, 39, 56, 63, 73, 274
portfolio, 44, 145
potential, 44
premium, 83, 85, 152, 155, 175, 184, 261
prepayment, 28, 221, 274
redemption, 32, 221, 275
regulatory, 275
reinvestment, 24, 73, 221, 275
reporting system, 225
reversal, 224, 275
skew, 164
sovereign, 39, 73, 276
specific, 19, 276
spread, 214, 218, 277
structure, 27, 277
systematic, 19, 154, 278
tail, 96–97, 166

measures, 91, 150, 162–163
triad, ix, 103, 275
uninsurable, 223
unsystematic, 37, 154
valuation, 46, 279

volatility, 34, 213, 280
willingness and ability to take, 175, 208
yield curve, 22

RoMaD, 157, 162, 275
Roundoff error, 67
R-squared, 60, 251–252, 275
Rule

prudent expert, 274
Russell 1000 Index, 26, 66, 69
Russell 2000 Index, 47–48
Russell 3000 Index, 53, 69
Russian debt crisis, 39

Sample history, 212
Savings and loans crisis, 23
Scenario, 64, 104, 108–109

analysis, 149
grid, 105, 107–108, 149, 276

and effective delta, 203
and stress-testing, 109

selection, 108
Scholes, Myron, 110
Seagram Company, the, 215
Secondary market, 30
Securities lending, 47
Securitization, 215
Security

asset-backed, xvi, 23, 27–28, 118, 130,
183, 259

exotic, 31
available-for-sale, 260
hold-to-maturity, 268
mortgage-backed, 21, 25, 27, 272
mutual fund fee-backed, 45
trading maturity, 279

Semideviation, 152, 276
target, 153

Semi-invariant, 91, 234
Semivariance, 152, 276

target, 153, 278
Sensitivity, 48, 103–104, 110–113

and performance attribution, 139
and Taylor theorem, 112
cross, 121
error, 67
first order, 138, 140
higher order, 124, 139–140, 204
interest rate, 117–118, 126–127, 142
linear, 110–112, 119, 132

catalog, 112
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numerical evaluation of, 137
price, 112
second order, 119, 132, 138, 140

catalog, 123
symmetry of, 121

third order, 125
catalog, 125

volatility, 110, 116
Settlement, 276
Severity of loss (SOL), 217
Severity scale, 222
Shadow gamma, 204
Sharpe ratio, 55, 153, 276
Short sale, 32, 115, 276
Short squeeze, 32, 44, 52, 276
Skewness, 81, 91, 235
S&L crisis, 23
Smallness criterion, 123
Sortino ratio, 55, 154, 276
Speculator, 177
Speed, 125, 138, 203, 276
Spline, 79

cubic, 79
higher order, 79
quartic, 79

Split ratings, 217
S&P 500 Index, 25, 35, 38, 64, 66–67, 69,

105–107, 109, 121, 140, 146–148,
206, 208, 211–212

S&P 500 Telecommunication Services Index,
113–116

S&P 500 Total Return Index, 146,
148

Spot rate curve, 72, 76
theoretical, 75

Spread
arbitrage, 259
bid-ask, 223, 261
bid-offer, 261
crack, 177
credit, 264
credit default, 263
relative value, 275
risk, 218

Stack and roll hedge, 198
Stack hedging, 198
Standard deviation, 18, 81, 89, 96, 116, 150,

277
Statement of Financial Accounting Standard

(SFAS), 277

Static hedging, 200
Static pool analysis, 215, 277
Statistical significance, 146, 229, 249,

253–254
test, 247, 253

Statistics, 1–2, 11, 229, 247, 249, 253
Stochastic

asset valuation, 82
differential equations, 86
extrapolation, 100, 150
innovations, 87

Stop price, 45
Stress-testing, 108–109, 149, 181, 277
Strip hedge, 198
Strip

interest-only, 269
principal-only, 274

STRIPS, 75–76, 277
Structured

note, 29, 31, 277
product, 29–30, 192, 277

Style analysis, 206–207, 212, 277
Sub-prime mortgages, 24
Supply and demand, 3, 19, 52
Surface

volatility, 280
Svensson function, 79
Swap, 278

amortizing, 259
balance guarantee, 190, 260
basis, 260
basket, 260
credit default (CDS), 38, 218
cross-currency, 223, 264
equity, 266
FX, 223
interest rate, 44
interest-rate, 177
interest rate, 269
off-market, 223, 273
puttable, 275

Swaption, 34
Swap

total return, 219, 278
variance, 116–117, 224

Tail
probability distribution, 168–169
risk, 96–97, 162

measures, 91, 150, 162–163
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Target
semideviation, 153
semivariance, 153

Tax rate, 173
Taylor

expansion, 112, 121, 125
rule, 8
theorem, 112

Technical analysis, 11
Technical default, 220
Test

completeness, 60, 139, 142–143
ex post, 59
extreme value, 58–59, 66
historical, 59, 93–94
in-sample, 59
out-of-sample, 59
self-consistency, 59, 141
stress, 108–109, 149, 181

Theta, 118–119, 278
alternative definition, 119
and delta riding, 204
and hedging, 205, 214, 224
break-even move, 119
inability to hedge, 119
positive, 118

Time decay, 118–119, 204, 214
Time value of money, 71–72, 80
TIPS, 37
Too big to fail, 176
Total return, 24
Tracking error, 53, 157, 211, 278
Trade ticket, 225
Tranche, 279
Transaction costs, 36, 54, 84, 122, 202, 204,

210
Transition matrix, 217, 279
Tree

binomial, 87
multinomial, 87–88
non-recombinant, 88
recombinant, 88
trinomial, 87

Treynor ratio, 55, 154, 279
True sale, 216
Truncation error, 67
t-Statistic, 254

Ultima, 126, 279
Underhedged portfolio, 196

Unemployment, 5–7, 12–13, 62–63, 71,
109

and inflation, 5
rate, 5, 8, 11, 60, 64, 84

Upsilon, 116, 124, 279
Utility function, 55, 279

Valuation
risk-neutral, 83–85, 93, 117
single-path, 64, 81–82, 85

Value added, 54
Value at risk, 18, 91, 164–167, 179,

279
confidence level, 164
time horizon, 164

Value
expected, 266
fair, 267

Vanna, 124, 279
VaR, 18, 91, 164, 167–168, 179, 279
Variance, 91, 150, 235, 279

annualized, 248
-covariance matrix, 96–98
of variance, 117
vega, 279

Vega, 110, 116, 123, 213, 280
and hedging, 205
Chevrolet, 110
star, 110
variance, 116, 124

Venezuela, 39
View of the market, 35
Volatility, 150, 247, 280

and delta riding, 204
and response matrix, 105, 109
and robust regression, 64
and scenario grid, 107
and Sharpe ratio, 55
effect on asset valuation, 108
factor, 82
historical, 34, 268
implied, 34, 60, 92, 99, 268
inflation rate, 6
in stochastic extrapolation, 101
interest rate, 34, 79, 152
map, 203
market, 19, 31, 36, 45
P/L, 48–49
portfolio, 54
ratio, 158, 160–161
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risk, 34
sensitivity, 116
surface, 214
swap, 213

Volga, 124, 280
Volkswagen, 44, 52
Vomma, 124, 280

Waterfall, 280
cash flow 261

Weighted average coupon (WAC), 61, 63

Weighted average time to maturity (WAM),
62–63

Window dressing, 73, 280

Yield curve, 22, 35, 59
shape, 22, 133

Yield to maturity (YTM), 21, 128, 132

Zero-cost collar, 224
Zero-sum game, 219
Zomma, 126, 280
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