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Arbitrage-free valuation
approach, 110-117
comparison. See U.S. Treasury
securities
relationship. See Reconstitution;
Stripping
Arbitrage-free value, 111
calculation. See Non-Treasury securities
determination. See U.S. Treasury
relationship. See Volatility
Arbitrage model
usage. See Theoretical futures price
Arbitrage transaction, 70
Asian Contagion, 572
Asset allocation/sector rotation,
581-582
Asset-backed securities (ABSs), 1, 67—69,
256
analysis, 445-448
credit analysis, contrast. See Corporate
bonds
features, 303—313
illustrations, 346—351
legal structure, 446—447
payment structure, 446
prepayment option, 358
securitization process, 303—-313
simple structure, 346—348
total return, 517
valuation, 335, 358-359
Asset-liability management, 469
Assets, sale, 442
At-the-money option, 404
Auction call, 313
Auction process, 71
Audits, 440
Australia, MBSs, 319-320
Auto loan-backed securities,
320-322
cash flow/prepayments, 321
Available funds cap, 315
Average life. See Cash flow; Collateral;
Non-accelerating senior tranches;
Planned amortization class tranche;
Support tranche; Tranches; Weighted
average life
Average price change, 663
calculation, 665—-666

B
Backward induction, 229, 411
Backward-looking tracking error, 486
Balance sheet
CDO, 328
transaction, 70
Balloon maturity, 12
provisions, 301
Balloon risk, 301
Bank debrt, 441
Bankers acceptances, 66—67
Bank loans, 1
Bank obligations, 65-67
Bankruptcy, 56—57, 681. See also
Involuntary bankruptcy; Voluntary
bankruptey
Barbell portfolio, 207, 208e, 521, 549
Basic option positions, payoff, 373e—374e
Basis, 626
point, 5n
price value. See Price value of basis
point
risk, 627-628
Basket default swap, 679, 692—-694
BBA. See British Bank Association; British
Bankers Association
Benchmark. See Issuer-specific benchmark
availability, 587
bond spreads, 609¢
characteristics, 465—466
currency position, 585—587
index, 480, 524e
duration, 490, 490e
strategies, assessment, 524-525
interest rates, 220e
relative value analysis, relationship,
219-220
relationship. See Option-adjusted spread
selection, 585
Z-spread, relationship, 145
Benchmark Bonds, 45
Benchmark Notes, 45
Benchmark spot rate curve (benchmark
zero-coupon rate curve), 117
usage. See Non-Treasury securities
Bergen Brunswig Corporation
analysis, 458
background information, 456—458
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case study, 456
conclusion, 458—461
EBIT interest coverage, 460
financial data/ratios, 457e—458e
median ratio, 460
quarterly financial data, 461
ratios, summary, 460
S&P’s ratio formula, 459
Beta. See Yield
BEY. See Bond-equivalent yield
Biased expectations theory, 80, 197
Bid-ask spread. See Broker/dealer bid-ask
spreads; Market
Bilateral counterparty risk, 362
Binary credit option, 685-686
Binomial interest rate tree, 226—229. See also
Bonds
construction, 230-232
illustration, 227e, 228e
usage, 412e. See also Option-free bonds
Binomial model, 117, 217. See also
Arbitrage-free binomial model
usage. See Bonds
Black box approach, 589-590
Black-Derman-Toy model, 410
Black model, 413—414
Black-Scholes Model, 407—-410
problem, 409
Black-Scholes option pricing, formulation,
408
Bond-equivalent basis, 122
annualized rates, 151e
Bond-equivalent yield (BEY), 121,
130—131, 608
convention, 122
determination, 148—150
Bondholders
embedded options, granting, 14
rights, 56—57
Bonding costs, 435
Bond market. See Domestic bond market;
Eurobond market; External bond
market; Foreign bond market; Internal
bond market; International bond
market; National bond market;
Offshore bond market
asset-backed sector, 302
going short/long, 381

mortgage-backed sector, 256
sectors, 37-39
overview, 38e
selection, 592
Bond market index. See Broad-based U.S.
bond market indexes; International
bond market; Specialized U.S. bond
market indexes
duration, 489-490
funds management, 503
investment objective, 465-468
strategies, 507-513
Bond portfolio. See 45-bond portfolio
management, credit derivatives (usage),
673
performance evaluation, 528-531
spread duration, 494e
Bond portfolio management, 462
Bonds, 1. See also Planned amortization class;
Reference bonds; U.S. Treasury
breakeven rates, 610
call
options, inclusion, 164-167
percent, 313
comparison. See Semiannual bonds
convexity, 165e
reduction, 164e
yield change, price estimation, 174e
credit analysis. See Non-corporate bonds
dollar duration, 520
embedded options, inclusion
price volatility, 164—168
valuation, 215
valuation, binomial model usage,
226-233
embedded put options (inclusion),
167-168
excess returns, 595
Lehman Brothers historical
information, 485
features, impact. See Interest rate risk
instantaneous percentage price change,
162
instruments, overview, 37
investment, risks, 17
issuance, 305-307
issue. See Currently callable bond issue
par value, 520
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Bonds, (contd.)
payment provisions, 8—13
position, interest rate risk assessment (full
valuation approach), 158e, 159¢
prepay options, inclusion, 164—-167
price
time, impact, 103e
volatility characteristics, 160—168
primary market, 70-73
purchase, funds (borrowing), 15-16
rating symbols/summary description, 30e
reinvestment income, total dollar return
(percentage), 127¢
risk, introduction, 17
secondary market, 70-73
sectors
credit rating benchmark, 221-222
overview, 37
structure/effectiveness, 440
swaps, usage, 528¢
traded flat, 8
value, change (maturity movement),
101-102
Bond valuation
coupon payment complication, 106—109
model, elements, 215-218
process, 218—225
Bons du Trésor 4 Taux Fixe et 4 Intérét
Annuel (BTANs), 43
Bootstrapping, 135—140
Borrower, 1
Bottom-up approach, 564
Bought deal process, 71
Brady bonds, 44
Breakeven analysis, 610-613
Breakeven spread movement, 613
Break-even time. See Premium payback
period
Bridge loans, 441
British Bank Association (BBA), 92
British Bankers Association (BBA), 673
Broad-based U.S. bond market indexes,
466-467
Broken PAC. See Busted PAC
Broker/dealer bid-ask spreads, 32¢
Brokers loans, 441
BTANS. See Bons du Trésor 4 Taux Fixe et 4
Intérét Annuel

BTPs. See Buoni del Tresoro Poliennali

Bullet maturity, 8, 309, 567

Bullet-payment structure, 325

Bullet portfolio, 207, 208e, 521

Bullets, 576577

Bundesobligationen (Bobls), 43

Buoni del Tresoro Poliennali (BTPs), 43

Busted convertible. See Fixed income
equivalent

Busted PAC (broken PAC), 290, 317

Buctterfly. See Negative butterfly; Positive
butterfly

shifts, 188. See also Yield curve
Buy-and-hold, 572
Buy hedge, 621

C
Call, 371. See also Deferred call
date. See First call date; First par call date
option, 371, 384e
price, 415-416
purchase, 375
value, determination, 234
protection, 300-301
provision, 8—12, 312-313. See also
Optional clean-up call provision
risk, 26-27
schedule, 10
Callable Benchmark Notes, 45
Callable bond, 9
analysis, 233—240
negative/positive convexity, 167¢
node, highlighting, 235¢
OAS, demonstration, 237¢
price/yield relationship, 165¢
negative convexity region, 167e
valuation, 233—240
maturity/coupon rate, inclusion, 234e,
236e
Callable Reference Notes, 45
Callables, 577
Call price, 9—11. See also Single call price
call schedule, basis, 10
make-whole provision, basis, 11
Cap, 6
position, interpretation, 383—385
rate, 382
risk, 21, 469
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Capacity, 424
Capacity to pay, analysis. See Payment
capacity
Capital gain/loss, 120
Capitalization ratios, 426, 427428
Caplets, 384, 416
value, 417
Capped floater, valuation, 244247
Caps
usage, 416-420, 649-650
valuation, 417e
Carry. See Cost of carry
Cash/carry trade, 387. See also Reverse
cash/carry trade
Cash CDOs, 328-332, 691
arbitrage transactions, 329-330
Cash flow, 97. See also Discretionary cash
flow; Free operating cash flow; Interim
cash flows; Operating cash flow;
Prefinancing cash flow; Securities
analysis, 429-432
average life, 296
calculation, 354
CDO, 328
management restrictions, 331-332
structure, 331-332
characteristics, 260—261
discounting. See Expected cash flows
interest rate, usage, 98
distribution. See Principal cash flow
duration, 353-356
estimation, 97-98
measures, 430—431
present value, 139
ratios, 431—-432
reinvestment, 570—571
requirements, 433
simulation, 339—-340
statement, 430
stress, 446
structure, present value, 492e
tests, 433
timing, 99
uncertainty. See Prepayment
usage, 381
valuation. See Semiannual cash flows
Cash flow matching, 541, 557. See also
Multiple liabilities

application considerations, 548
extensions, 559
multiple liability immunization, contrast,
557-559
process, illustration, 558e
Cash flow yield, 130-131, 336
analysis, 336—337
limitations, 131
measure, limitations, 336-337
Cash instruments, hedging (options usage),
649
Cash market instruments, package, 380—381
Cash rate, 600
Cash reserve funds, 311
Cash settlement contracts, 361
Cash terminology, credit default swap
market terminology (contrast),
684—685
CBOs. See Collateralized bond obligations
CBOT. See Chicago Board of Trade
CDOs. See Collateralized debt obligations
Cell matching, 505, 506
technique, 506
Certificates of deposit (CDs), 65. See also
Eurodollar CD; Negotiable CDs
Certificati di Credito del Tresoro (CCTs), 43
Certificati di Tresoro a Zero Coupon
(CTZs), 43
Certificati di Tresoro con Opzione (CTOs),
43
Character, 424
Character, capacity, collateral, covenants, 57,
424
Character analysis, 58
Charge-offs, 326
Chartists, 590
Cheapest-to-deliver (CTD) issue, 366—370,
620
converted price, 643
dollar duration, 629
relationship, 628
relative yield spread, 631-632
Chicago Board of Trade (CBOT), 363
Treasury bond futures contract,
365
delivery option, granting, 370e
Citigroup Non-U.S. Government Bond
Index, 593
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Citigroup World Government Bond Index
(WGBI), 585, 592. See also Non-U.S.
WGBI

Classical immunization, 541

principle, 542

theory, extensions, 548551
Classic relative value analysis, 564
Clean price (price), 8, 107

computation, 108

Clearinghouse, role, 361

Closed-end HEL, 314

CMO. See Collateralized mortgage
obligation

Collar strategy, 640—641

Collateral, 57, 424. See also General
collateral; Hot collateral; Special
collateral

analysis, 432

average life, 278e

call, percent, 313

cash flow, 308—309

credit quality, 445

dollar price, increase, 348
structure, classification, 307—308
trust bonds, 59

Collateralized bond obligations (CBOs), 70,
327

Collateralized debt obligations (CDOs),
69-70, 327—334. See also Cash
CDOs; Synthetic CDOs

family, 328
tree, 328e
structure, 327-328

Collateralized loan, 15, 534, 536

Collateralized loan obligations (CLOs), 70,
327

Collateralized mortgage obligation (CMO),
51-52,273-294

creation, 52e
structure, 280—282, 292-294
tranches, inclusion, 286e, 287¢
usage, 354
Combination matching, 559
Commercial MBSs, 256, 298—-301
structure, 299-301

Commercial paper, 64—65. See also
Dealer-placed commercial paper

ratings, 65¢

Commodity Credit Corporation, 44
Common stock
current income, contrast. See Convertible
bond
equivalent, 252
Companion tranches. See Support tranche
Company
operating cycle, 427
structure, 425
Concentration risk, 445
Conditional prepayment rate (CPR),
265-267, 321, 660
Conforming loans, 50
Conforming mortgage, 262
Constant-OAS total return, 517
Contingent immunization, 551-554
considerations, 552
illustration, 552—553
strategy, control/monitoring,
553-554
Contraction risk, 272-273
Contract rate. See Mortgage
Contracts, number (determination),
619-620
Controlled-amortization structure, 325
Conventional loans, 318
Conventional manufactured housing-backed
securities, 318
Conventional mortgage, 257
Conventional passthrough securities, 262,
467
Conventional yield, 608
Convergence, 623
Conversion
factors, 365—366
parity price. See Market
price, 248. See also Market; Stated
conversion price
privilege, 13
ratio, 247, 248
value (parity value), 249
Converted price, 365, 620, 623
Convertible bond, 13
analysis, 247-255
current income, common stock current
income (contrast), 251—-252
downside risk, 252
value, 253
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Convertible securities
features, 247—-249
investment characteristics, 252
minimumvalue, 249
risk/return profile, 254—255
traditional analysis, 249-252
value, 253
Convex curve, 100
Convexity. See Negative convexity; Positive
convexity
adjustment, 180—182. See also Effective
convexity
impact, 164e, 165¢
return, 531
risk, 498
usage, 490-491
Corporate bankruptcy, predicting, 453
Corporate bonds, 58-61
ABS credit analysis, contrast, 447448
considerations. See High-yield corporate
bonds
credit analysis, municipal bond credit
analysis (contrast), 450-451
credit spreads, 85e
Corporate debt securities, 56—67
overview, 56e
Corporate governance, 434
best practices, standard/codes, 436438
bond ratings, relationship, 438—439
ratings, 439—-441
relationship. See Stakeholders
Corporate sector, credit spreads, 85¢
Corporate structure, analysis, 441, 443444
Corporate takeovers/restructurings, 35
Corporation
character, 433—-441
information, example, 248e, 254¢
liquidation, 57
reorganization, 57
Cost of carry (carry), 390. See also Negative
carry; Positive carry
Cost of the investment. See Investment
Counterparties, 92
changes, 378e
description. See Swaps
risk, 362. See also Bilateral counterparty
risk
entering, 378-379

Coupon, 4
bonds. See Deferred coupon bonds
yield to call, 129¢
curve duration, 353, 356—357
formula, 5
range, 7
interest, 123
payments, 119. See also Options
passthrough, 356
monthly principal payment, 285¢
payment, 514
complication. See Bond valuation
reinvestment income, 124
rate, 4—8
discount rate/par value price,
relationship, 100—101
impact, 19
stripping, 42¢
strips, 42. See also U.S. Treasury
Treasury
bond, 412e, 534e, 535¢
cash flows, 139
Coupon payment frequency, bond yields
(adjustment), 608—610
Covenants, 2, 57, 424. See also Afhrmative
covenants; Negative covenants; Rate
covenants; User-charge covenants
analysis, 432—433
discussion, 441, 444
Coverage ratios, 426, 428
Coverage tests, 332, 428-429
Covered call writing strategy, 639—640
futures options, inclusion, 646648
strike prices, inclusion, 640
Covered interest arbitrage, 600
CPR. See Conditional prepayment rate
Credit
analysis, 424—453, 579-580
analysis, principles, 421
barbell strategy, 579
enhancement, 59—60, 309-312. See also
External credit enhancements; Internal
credit enhancements; Nonagency
MBSs
mechanisms, 69
event, 333-334
definitions, 681-683
selection portions, 683e
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Credit (contd.) CTD. See Cheapest-to-deliver
four Cs, 57 CTOs. See Certificati di Tresoro con
protection, selling, 676677 Opzione
rating, 29, 421-424 CTZs. See Certificati di Tresoro a Zero
assignation, factors, 57-58 Coupon
scoring models, 453454 Currency

spread, increase, 579
tranching, 306
Credit card receivable-backed securities,
325-327
cash flow, 325
payment structure, 325-326
Credit curve analysis, 579
Credit default
products, 679-686
swap, 333, 573, 679-684
illustration, 680e
Credit-defense trades, 569
Creditor. See Lender
Credit-quality improvement, 567
Credit relative-value analysis, 561-565
Credit risk, 28—-31, 39, 298-299. See also
Portfolio
importance, 674—677
models, 455-456
reduced form models, 455—-456
structural models, 455
types, 674—676
usage, 538-539
Credit sector portfolio management process,
565¢
Credit-sensitive structured products, 302
Credit spread, 29, 84—86. See also Corporate
bonds; Corporate sector
call option, 687, 690¢
forwards, 690-691
non-Treasury securities, valuation,
115-117
options, 687-690
products, 687-691
put option, 687
risk, 28—-29, 421
defining, 675-676
term structure, 117
Credit-swap spreads, 573
Credit-upside trades, 568—569
Cross hedged expected return, 615
Cross hedging, 602-603, 621

breakeven rates, 610
debt rating. See Foreign currency debt
rating; Local currency debt rating
denomination, 13
excess returns, 595
forward contract, 596
pricing, 597-600
hedge decision, 601-608
illustration, 605-608
movements, 591
return, 596
volatility, 591
risk, 33-34
selection, 591
Current asset, 427
current liability ratio, 454
Current dollar duration, futures (absence),
619
Current issue. See On-the-run issue
Currently callable bond issue, 11
Current ratio, 426
Current yield, 120—121
Curtailment, 48, 307
Curve adjustment trades, 570
Cushion spread, 552
Cuspy-coupon mortgage securities, hedging,
671-672

alternatives, 672e

D
Daily standard deviation
calculation, 211e
moving averages, 214e
Date call. See Latter of percent call
Day count conventions, 108—109
Dealer-placed commercial paper, 65
Dealer-to-customer systems, 73
Debenture, 45. See also U.S. agency
debentures/discount notes
bonds, 59. See also Subordinated
debenture bonds
Debt and coverage analysis, 426—429
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Debt and coverage ratios, 425
Debt incurrence test, 433
Debt obligations, public credit enhancement
program support, 54—55
Debt securities
introduction, 1-2
valuation, introduction, 97
Debt service reserve fund, 449
Debt structure, analysis, 441—443
Debt-to-service coverage (DSC) ratio, 299
Dedicated portfolio strategies, 559
Default loss rate, 423
Default options, 685
credit risky asset, 685—686
Default rate, 28, 60—-61, 423
Default risk, 28, 421
defining, 674675
gauging, 422424
Default swaps, riskiness (comparison),
693-694
Defeasance, 300
Deferment period, 323
Deferred call, 9
Deferred coupon bonds, 5
Defined benefit obligations, immunization,
556-557
Deleveraged floaters, 63
Delinquencies, 326
Deliverable bond, knowledge (absence), 391
Deliverable issue, 369
Delivery
date, 361, 370
knowledge, absence, 392
options, 370
procedure, 370
risk, 538—-539
Delta. See Options
analysis. See Option delta analysis
OAS return, 531
rich/cheap return, 531
Derivative MBSs, 257
Derivatives, usage. See Interest rate risk
Directly placed paper, 65
Directors. See Independent directors; Inside
directors; Outside directors
Dirty price, 8, 107
Discount. See Trading at a discount
margin, 132-133

calculation. See Floating-rate securities
movement, 103e
rate, 99
relationship. See Coupon
usage. See Valuation
Discounted value, 99
Discount notes, 45. See also U.S. agency
debentures/discount notes
Discretionary cash flow, 431
Distinctly speculative grade, meaning, 29
Diversification
benefits, 584
preferences, 585
Dollar bloc, 588
Dollar default rate, 61
Dollar-denominated issue, 13. See also
Nondollar-denominated issue
Dollar duration, 22
Dollar duration per futures contract, 619
Dollar interest, 536—538
Dollar price change, approximating, 22
Dollar return, 367—368. See also Total dollar
return
Dollar value of 01 (DVO01), 182, 668
Domestic bond market, 37
Doubled-barreled in security, 54
Downgrade, 30
risk, 29-31, 421
gauging, 422-424
occurrence, 676
Downside risk. See Convertible bond
measures, 479-481
review, 476—482
DSC. See Debt-to-service coverage
Dual-currency issue, 13
Dual-indexed floaters, 63
Duration, 22, 76, 168—179. See also Dollar
duration; Effective duration; Portfolio;
Rate duration
approximation, 521-522
calculation, 169
comparison. See Macaulay duration
contrast. See Modified duration
estimate, 173—175
first derivative, 177
hedge, two-bond hedge (contrast),
667-668
interpretation, 176178
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Duration, (contd.)
management, 591-592
measures, 352—357
proposal, 353-357
type, 355
time measure, 177178
usage. See Percentage price change; Price
Duration/convexity approach, 168
DVO01. See Dollar value of 01

E
Early amortization
provision (rapid amortization period),
308
triggers, 326—327
Earnings before interest and taxes (EBIT)
interest charges ratio, 454
interest coverage ratio, 428—429
total assets ratio, 454
Earnings before interest taxes depreciation
and amortization (EBITDA) interest
coverage ratio, 429
Earnings test, 59
EBIT. See Earnings before interest and taxes
EBITDA. See Earnings before interest taxes
depreciation and amortization
ECNs. See Electronic communication
networks
Economic surplus, 469—-470
Effective collar, 289
actual prepayments, 290—292
calculation, 291
Effective convexity, 237-240, 498
adjustment, 182
calculation
V_ determination, 239e
V_ determination, 240e
Effective duration (option-adjusted duration
/1 adjusted duration), 175, 237240,
352-353
basis, 353
calculation
V4 determination, 239e
V_ determination, 240e
contrast, 487. See also Modified duration
return, 531
Electronic communication networks

(ECN), 568

Embedded options, 1415
granting. See Bondholders; Issuers
impact, 19-20
inclusion, 86—87
price volatility. See Bonds
understanding, importance, 15
EMG-debt asset classes, 573
Empirical duration, 353, 357
End-buyers of protection. See Protection
End-sellers of protection. See Protection
Enhanced indexing
factors, 505—506
mismatches, 506
Equity analysis approach, 444
Equivalent strike prices, calculation, 643e
Escrowed-to-maturity bonds, 56
Eurobond market, 38
Eurodollar CD, 66
futures contract, 394
European bloc, division, 588
European Monetary Union, 592
yield differentials, impact, 611
European option, 372
European put option, valuation, 414e
Evaluation period, 529
Event risk, 35-36
Ex ante tracking error, 486
Excess achievable return, 552
Excess bond return, 604
Excess currency return, 604
Excess margin, 538
Excess return, sources, 590-593
Excess spread, 310
accounts, 310
Exchangeable bond, 13
Exchangeable security, 247
Exchange rate, 33—34
risk, 34
Exchange systems, 73
Exchange-traded interest rate futures
contracts, 363-371
Exchange-traded options, OTC options
(contrast), 374—377
Exercise price, 371
Expectations theories. See Interest rates
Expected cash flows, discounting,
98-102
Expected final maturity, 309



Index

713

Expected interest rate volatility, 415-416.
See also Options

Expected price volatility, 34

Expected total return, 514

Expected value, 477

Expected volatility, 34

Experienced trader, 589

Expiration date, 371

Ex post tracking error, 486

Extension risk, 272—273

External bond market, 38—49

External credit enhancements, 69

External influences, 440

Externalities, 436

Ex-U.S. bond indexes, 468

F
Face value, 3
Failure to pay, occurrence, 681
Fallen angels, 569
Farmers Housing Administration, 44
Fat tails, 479
FDIC. See Federal Deposit Insurance
Corporation
Federal agency securities, 44
Federal Agricultural Mortgage Corporation,
44
Federal Deposit Insurance Corporation
(FDIC), 65
Federal Family Education Loan Program
(FFELP), 322
Federal Farm Credit System, 44
Federal funds rate, 539
Federal Home Loan Bank System, 44
Federal Home Loan Mortgage Corporation
(FHLMC), 44
1915 Classes A/B/C, OAS analysis, 347¢
multiclass mortgage participation
certificates, summary, 349
OAS analysis, 350
summary, 293¢
Federally related institutions, 44
Federal National Mortgage Association
(FNMA), 44
TBA passthrough, 352
Federal National Mortgage Association
(FNMA) bond, 629, 632
effective sale price, 645

establish, 642
hedging, 638
position, hedging, 630
sale, 631
strike price, inclusion, 643
strike yield, 644
FFELP. See Federal Family Education Loan
Program
FHLMC. See Federal Home Loan Mortgage
Corporation
Fifth-to-default swap, 693
Final futures price, 623
Financial futures, 360
Financial leverage, 426
Financing rate, 389. See also Short-term
interest rate
First and general mortgage bonds, 59
First call date, 9
First derivatives, 178
First loss piece, 307
First mortgage and collateral trusts, 59
First mortgage bonds, 59
First par call date, 10
First refunding mortgage bonds, 59
First-to-default basket swap, 692
First-to-default swap, 693
Fitch Ratings, 29
Five-tranche sequential-pay structure, 280e
accrual tranche, inclusion, 283e
Fixed income equivalent (busted
convertible), 252
Fixed income instrument
American option price, 405¢
option value, factors, 405-406
Fixed-income investors
constraints, 471
risks, 468—471
Fixed-income investors, investment
objectives (setting), 463—471
Fixed income portfolio management process,
563e
Fixed-principal Treasury securities,
40-41
Fixed-rate level-payment fully amortized
mortgage, 258—260
Fixed-rate payer, 92, 377
Fixed-rate payments
determination, 395—-397
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Fixed-rate payments (contd.)
present value, 402
swap rate assumption, 397e
Fixed-rate receiver, 92, 377
FJF-01, monthly cash flow, 276e, 277¢
FJF-02, monthly cash flow, 279¢
FJF-03, 280e
FJF-04, 283e
FJE-05, 286e
FJF-06, 287, 288e, 289¢
Flat yield curve, 77, 187

Floater, no cap inclusion (valuation), 246e

Floating-rate bond, purchase (cash flow),
382e
Floating-rate note, valuation, 247e
Floating-rate payments, 402¢
calculation, 393-397
LIBOR/Eurodollar CD futures, basis,
396e
present value
calculation, 397-399
equations, 400
Floating-rate securities, 5—7
discount margin, calculation, 134e
interest rate risk, 20—21
spread/margin measures, 131-133
Floating-rate tranches, 280—282. See also
Inverse floating-rate tranches
Floorlets, 384
calculation, 418
value, 419¢
Floors, 6
calculation, 416-420
position, interpretation, 383—385
rate, 382
usage, 649—-650
value, 419e
FNMA. See Federal National Mortgage
Association
Foreign bond market, 37
Foreign currency debt rating, 39
assignation, 451
Forward contracts, 362
counterparty, default assumption, 599
package, 379-380
Forward discount, 598
Forward discount factor, 153, 398, 402¢
calculation, 154e, 398e

computation, 155-156
usage, 154e
Forward exchange rate, 598
discount, 598
premium, 598
Forward foreign exchange rate,
representation, 610
Forward premium, 598
Forward rates, 119, 147—-156, 200e. See also
Implied forward rates
agreements, 380n
curve. See London Interbank Offered
Rate; Short-term forward rate curve
derivation, 148—151
graphical depiction, 149e
illustration, 151e
interpretation, 155¢
market consensus, relationship, 202—-203
usage, 610—613. See also Valuation
Four-tranche sequential-pay structure, 274e
accrual tranche, inclusion, 278e
France, OAT yield curve, 91e
Free operating cash flow, 431
Front-end bullets, 577
Full price, 8, 107
computation, 107-108
Full valuation approach. See Interest rate risk
Fundamental economic factors, 594
Fundamentalist, 589
Fundamental style, 589
Funded investors, 463
Funds, borrowing. See Bonds
industry jargon, 537
repurchase agreements, usage, 535—539
Funds from operation, 430—-432
Funds management. See Bond market index
Future dollars. See Total future dollars
Future floating-rate payments,
determination, 395-397
Futures
option, 374-375
usage, 407-414
value, factors, 407
position, dollar duration, 619
price, 361
trading, mechanics, 360—362
Futures contract, 360. See also Eurodollar
CD; Exchange-traded interest rate
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futures contracts; Most distant futures
contract; Nearby futures contract
contrast. See Options
dollar duration, 620
number, 628, 629
package, 379-380

risk/return characteristics, 363

G
Gamma. See Options
General and refunding mortgage bonds, 59
General collateral, 539
General obligation debt, 54
General obligation municipal bonds, yield
ratio, 88e
General redemption prices, 12
General Services Administration, 44
Generic aggregates, 467
Germany
Bund yield curve, 90e
daily swap spreads, 96e
forward yield curve analysis, 611
swap spread curves, 96¢
GIC. See Guaranteed investment contract
Gilt-edged stocks, 43
Global bonds, 39, 45
indexes, 467
market indexes, 467 —-468
Global credit bond portfolio management,
relative-value methodologies, 560
GMI. See Governance Metrics International
Governance Metrics International (GMI),
439, 440
Government agency bonds, 44—52
Government bond yield curve, swap curve
advantages, 195-196
Government National Mortgage Association
(GNMA), 44
mortgage passthrough securities, 345
passthrough, key rate duration profile,
658e¢
yield spreads/OAS, 87¢
Government securities, distribution
methods, 3944
Government-sponsored enterprises (GSEs),
44
Grace period, 323
Gross portfolio yield, 326

Gross WAC (GWAC), 309

Guaranteed investment contract (GIC), 634

H
Hard put, 248-249
Hedged expected return, usage, 614—615
Hedged international bond portfolios,
risk-return, 587e
Hedged returns, 587¢
Hedges
held for delivery, target, 622—625
monitoring/evaluation, 632—633
outcomes, 644—646
ratio, 628
risk/expected return, 622
Hedge target
determination, 622—628
rate, 627
basis, impact, 626—628
short holding period, 625-626
Hedging
futures, usage, 621
instrument, determination, 621-622
methodology, 661-671
options, usage, 637—-649
strategies, 638—641
alternatives, 648
alternatives, comparison, 648¢
HELs. See Home equity loans
HIC. See Hold-in-custody
High grade, meaning, 29
High quality grade, meaning, 29
High yield bonds (junk bonds), 30
High-yield corporate bonds, considerations,
441-444
High-yield issuers, 443
Historical volatility, implied volatility
(contrast), 212
Historical yield volatility, measurement,
209-212
Hold-in-custody (HIC) repo, 538539
Home currency, short-term interest rate,
604
Home equity loans (HELs), 313-317. See
also Closed-end HEL; Open-end HEL
floaters, 315
payment structure, 315-317
prepayments, 314—315
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Horizon

date, rates (structure), 515

matching, 559

price, 515

return, 514n

yield, 515
Hort collateral, 539
Housing turnover, 272
Humped yield curve, 187
Hybrid security, 252
Hybrid transactions, 447

I
IANs. See Index amortizing notes
Immunization, 541
cost, 556
risk, 549
measure, illustration, 550e
strategy. See Single liability
return, achievement, 553
Immunized portfolio, rebalancing, 547548
Implied duration, 357
Implied forward rates, 148
Implied repo rate, 367
Implied volatility, contrast. See Historical
volatility
Income, distribution, 331
Indentures, 2
Independent directors, 434
Index amortizing notes (IANs), 64
Indexing, 472
factors. See Enhanced indexing
portfolio, rebalancing, 505
reasons, 504
strategies, logistical problems, 504—505
Individual security selection strategies, 513
Industry trends, 425
Inflation-adjusted bonds, 584
Inflation-adjusted principal, 41
Inflation-indexed Treasury securities, 4142
Inflation-linked bonds (inflation-indexed
bonds), 6
Inflation-protection securities, 75
Inflation risk, 34
Information risk, 438
Initial collar, actual prepayments, 291-292
Initial margin, 361
Initial PAC collar (initial PAC band), 284

Initial upper collar, actual prepayments
(comparison), 290-291
Inside directors, 434
Instantaneous percentage price change. See
Bonds
Institutional investors, liabilities
(classification), 464e
Insured bonds, 55
Insurer call, 313
Interest. See Accrued interest
income, taxability, 87—89
Interest-only (IO). See Notional I0; Planned
amortization class; Structured
interest-only tranches
class, 294
key rate duration profiles, 658e
mortgage strips, 294, 657
strips, 295-296
Interest rate paths
number, selection, 343
present value, calculation, 340—342
simulated cash flows, 341e
simulation, 339-340
Interest rate risk, 1722, 126, 469—471. See
also Floating-rate securities; Mortgage
securities
assessment, full valuation approach. See
Bonds
bond features, impact, 19-20
control. See Trades
derivatives, usage, 617
futures, usage, 617-633
principles, 618—620
swaps, usage, 633—-637
full valuation approach, 157—-160
hedging, 633-636
assumptions, 670-671
measurement, 2122, 351-357. See also
Portfolio
introduction, 157
percentage price change, approximation,
21-22
Interest rates. See Non-U.S. interest rates;
Short-term interest rate
caps/floors, 382385
risk/return characteristics, 383
ceiling, 382
change, 544e, 547¢, 660-661
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collar, creation, 385
decrease, 378¢
derivative instruments, 360
valuation, 386
determination, 7475
expectations strategies, 508—509
floor, 382
futures, 360-371
contracts, 386—392. See also
Exchange-traded interest rate futures
contracts
position, determination, 628-632
illustration, 605e
increase, 377
model, 216
options, 371-377
parity, 596, 600
prices, changes (inverse relationship
reasons), 18—19
returns, hedging (usage), 621-633
term structure, 82, 185
expectations theories, 196-204, 197¢
theories, 79-81
tree, 217. See also Binomial interest rate
tree
volatility, 185, 347e¢, 350e
Interest rate sensitivity (IRS), 661
measure, 661-662
Interest rate swaps, 377—-382
examination, 392—403
position, 635
risk/return characteristics, 379
role, 93—-94
swap spread, relationship, 92—93
Interest rate volatility, 183
Interest sensitive return, 531
Interim cash flows, 390
Interim coupon payment, 369
Intermarket sector spreads, 83—84
Intermediaries, 674
Intermediate credit bullets, 577
Intermediate whole-year maturities,
on-the-run yield, 136
Internal bond market, 37—38
Internal credit enhancements, 69,
310-312
Internal rate of return (IRR), 121
International bond indexes, 468

International bond market, 38
indexes, 467-468
International bond portfolio management,
583
appendix, 614-616
investment objectives, 583588
policy statements, 583588
risk limits, 587—588
styles, 589-590
combination, 590
International Swap and Derivatives
Association (ISDA), 679
Credit Derivative Definitions, 683
Inter-sector allocation strategies, 510-513
In-the-money option, 404
Intramarket spreads, 83—84
Intra-sector allocation strategies, 510-513
Intrinsic value, 404. See also Options
relationship. See Securities
Inverse floaters (reverse floaters), 6
Inverse floating-rate tranches, 280
Inverted yield curve (negatively sloped yield
curve), 77
Investment
annual return, 533e, 534e
cost, 367-368
fundamentalist-based approach, 593-595
horizon, 514
duration, equality, 549
total return, 201e
opinion, reflection, 466
performance, time horizon, 584
policy, writing, 472
strategy
derivatives, role, 473
selection/risk, 472—473
type, selection, 472-473
value. See Straight value
Investment-grade bonds, 29. See also
Noninvestment-grade bonds
Investors
equity, 533
specifications, 584
Invoice price, 366
Involuntary bankruptcy, 57
Involuntary prepayment, 308
I10. See Interest-only
IRR. See Internal rate of return
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IRS. See Interest rate sensitivity
ISDA. See International Swap and

Derivatives Association
Issuance tests, 59

Issuers. See Non-U.S. sovereign bond issuers;

Security
bond valuation, binomial interest rate
tree, 231e
default rate, 61
embedded options, granting, 14
on-the-run yield curve, 84
Issuer-specific benchmark, 222-223

J

Japan
government Bund yield curve, 90e
swap spread curves, 96e

Japanese bond return, 613

Japanese government securities (JGBs), 43

J.P. Morgan EMBI, 592

J.P. Morgan EMBI+ Index, 593

J.P. Morgan Europe (MEUR), 608

Junk bonds. See High yield bonds

K
Kappa, calculation, 416
Key rate duration, 26, 205-207, 492¢

L
Ladder portfolio, 207, 208¢
Larger risk factor mismatches, 506—507
Latter of percent call (date call), 313
Legal final maturity, 309
Lehman Brothers
Aggregate Bond Index, 491
historical information. See Bonds
U.S. Aggregate Index, percentage
composition, 467¢
Lehman Global Aggregate, 585, 592
Lender (creditor), 1
Lenders mortgage insurance (LMI), 320
Letters of credit (LOCs), 60
Level-payment fixed-rate fully amortized
mortgage, amortization schedule, 48e,
259¢
Leverage
degrees, annual return, 535

principle, 532—535

Leveraged portfolio, duration
(computation), 539-540
Leveraging, 532—-533
strategies, 531—540
Liabilities
amount, 464
call risk, 469
classification, 464—465. See also
Institutional investors
defining, 464
ratio. See Current assets
structure, management risks, 469—471
timing, 464
LIBOR. See London Interbank Offered Rate
Limited tax general obligation debt, 54
Linkers, 43
Liquidation. See Corporation
Liquidity, 87
trading analysis, relationship,
567-568
Liquidity preference theory, 80, 203
Liquidity risk, 3233
changes, 33
LMI. See Lenders mortgage insurance
Loan level, protection, 300-301
Loan-level analysis, 309
Loan-to-value (LTV) ratio, 297
Local currency debt rating, 39
assignation, 451
Lockout period (revolving period),
308
LOC:s. See Letters of credit
London Interbank Offered Rate (LIBOR),
66, 92
calculations, 281-282
changes, 635
curve. See Swap curve
existence, 377
forward rate curve, 196
increase, 634
LIBOR-funded London-based portfolio
managers, 561
payment values, 9394
spot rate curve, construction, 196
Long futures, 363
Long hedge, 621
Long position, 363
hedging, collar (usage), 640e
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Long-term debt to capitalization ratio,
428

Lower medium grade, meaning, 29

LTV. See Loan-to-value

M
Macaulay duration, 487
modified duration, comparison, 176
Maintenance margin, 362
Maintenance test, 433
Make-whole charge, 300-301
Make-whole premium provision, 11
Make-whole provision, basis. See Call price
Make-whole redemption price, 11
Manufactured housing-backed securities,
317-318
Margin, 538. See also Discount; Initial
margin; Maintenance margin; Quoted
margin; Simple margin; Variation
margin
buying, 15-16
arrangement, 15
deficit, 538
marking to market, 537-538
requirements, 361-362
Maritime Administration, 44
Marked-to-market, 32
Market
bid-ask spread, 32
convention, 336
conversion price (conversion parity price),
250-251
expectations, 473
investments, 592—593
participants, 673—674
sentiment, 595
Market-directional investments, 668
Market segmentation theory, 81
Market-structure dynamics, effect, 566—567
Market value CDO, 328, 332
Market value of equity, 454
Marking positions to market, 32—33
Marking to market. See Margin
Matching risk factors, 505—506
Material adverse change clause, 425
Maturity, 2—3. See also Balloon maturity;
Bullet maturity; Term to maturity
date, 2

impact, 19
value, 3
present value, 105
MBSs. See Mortgage-backed securities
MDA. See Multiple discriminant analysis
Mean-reversion analysis, 574—575
Medium-term notes (MTN5s), 45, 62—64.
See also Structured MTNss
dominance, 566
ownership, 571
primary market, 62-63
MEUR. See ].P. Morgan Europe
MIG. See Mortgage indemnity guarantee
Minor risk factor mismatches, 506
Modeling risk, 15, 118
Model risk, 660
Modified American option, 372
Modified Atlantic option, 372
Modified Bermuda option, 372
Modified convexity adjustment, 182
Modified duration, 487
comparison. See Macaulay duration
effective duration, contrast, 175, 175¢
Monitoring costs, 435
Monte Carlo simulation model, 117
OAS, relationship, 338-351
Monthly arbitrage-free spot rates, adjusted
simulated paths, 343e
Monthly payment rate (MPR), 326
Moody’s Investors Service, Inc., 29, 423
Moral obligations bonds, 54
Mortgage, 257. See also Securitized mortgage
balance, 288e
bonds. See First mortgage bonds
debt, 59
designs, 257
loans, 46—48, 297
example, 49e
price/yield curve, 672¢
rate (contract rate), 46, 257
refinancing rates, simulated paths, 341e
sector, 256
Mortgage-backed securities (MBSs), 1. See
also Agency MBSs; Australia;
Commercial MBSs; Nonagency MBSs;
Residential MBSs; U.S. agency MBSs
convexity analysis, 499

illustrations, 346—351
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Mortgage-backed securities (MBSs), (conzd.)
investment, risks, 495—498
OAS, computation, 343—-345
PSA sensitivity analysis, 497e
sector
analysis, 496e
sector risk, 495—496
simple structure, 346—348
total return, 517
valuation, 335
Mortgage indemnity guarantee (MIG), 319
Mortgage passthrough securities, 49—50
price-yield relationship, 652¢
types, 261-262
Mortgage securities
hedging, 651
interest rate risk, 656—659
problem, 651-655
risks, 655—660
value, 653
Most distant futures contract, 361
Moving averages. See Daily standard
deviation; U.S. Treasury
MPR. See Monthly payment rate
MTNs. See Medium-term notes
Multi-factor risk models, 498—502
usage, 505, 506. See Portfolio
Multiple discriminant analysis (MDA), 453
Multiple liabilities
cash flow matching, 557-559
immunization, 554—557
conditions, 555-556
contrast. See Cash flow matching
Multiple step-up noncallable note, valuation,
245e
Multiple step-up note, 4
Municipal bonds, 53, 448—451
credit analysis, contrast. See Corporate
bonds
tax-backed debt, 448—449
yield ratio. See General obligation
municipal bonds
Municipal securities, 53

N
NAS tranches. See Non-accelerating senior
tranches

National bond market, 37

Nearby futures contract, 361
Negative butterfly, 188
Negative carry, 390
Negative convexity, 166
adjustment, 181
duration changes, 654¢
price changes, 653¢
Negative covenants, 2, 58, 433
Negatively sloped yield curve. See Inverted
yield curve
Negative pledge clause, 60
Negotiable CDs, 65-66
Net financing cost, 390
Net interest, 47
Net operating income (NOI), 299
Net portfolio yield, 326
New issues swaps, 569
Node, highlighting. See Callable bond;
Putable bond
Node, value
calculation, 229e
determination, 229-230
NOI. See Net operating income
Nominal rate, 4
Nominal spreads, 87, 141, 337, 493
disadvantages, highlighting, 147
divergence. See Zero-volatility spread
illustration, 142e
Non-accelerating senior tranches (NAS
tranches), 316
average life, 317
Non-agency MBSs, 445448
legal structure, 446—447
payment structure, 446
Nonagency MBSs (nonagency securities),
256, 296-298
contrast. See Agency MBSs
credit enhancement, 298
Nonagency mortgage passthrough securities,
262
Noncallable/nonrefundable (terms),
confusion, 11
Nonconforming mortgage, 262
Non-corporate bonds, credit analysis,
445-453
Nondeliverable bond, 628
delivery date, hedging, 630e, 645¢

futures, call writing, 647¢
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Nondollar-denominated issue, 13
Noninvestment-grade bonds (speculative
bonds), 29-30
Non-MBSs, optionality risk, 494—495
Nonrecourse loans, 298
Non-systematic risks, 499—-500
components, 501-502
Non-term structure risk factors, 500-501
Non-Treasury securities
arbitrage-free value calculation,
benchmark spot rate curve (usage),
118e
valuation. See Credit spread
yields, 8286
Non-U.S. interest rates, 90—92
Non-U.S. residential MBSs, 318—320
Non-U.S. sovereign bond issuers, 4344
Non-U.S. WGBI, 586
Normal distribution, 477
Normal yield curve (positively sloped yield
curve), 77, 187
Notes. See Reference notes; Step-up notes;
U.S. Treasury notes
Notice day, 370
Notional coupon, 363
Notional 10, 283
tranche, creation, 284e
Notional principal (notional amount), 92,
193, 283, 377
Nth-to-default swaps, 692

(0)

OAS. See Option-adjusted spread

Obligation acceleration, 681-682

Obligation Assimilable du Trésor (OATS),
43

Obligation debt. See Limited tax obligation
debt; Unlimited tax obligation debt

Observations, number (determination),
210

OECD. See Organization of Economic
Cooperation and Development

Offshore bond market, 38

Off-the-run Treasury issues, 192

One-factor models, 216

One-year rating transition matrix, example,
3le

On-the-run issue (current issue), 40

On-the-run Treasury issues, 192
yield/maturity, relationship, 77
On-the-run yield curve. See Issuers
Open-end HEL, 314
Operating cash flow, 430
repayment, 442
Operating cycle. See Company
Operation and maintenance fund, 449
Option-adjusted duration, 487. See also
Effective duration
Option-adjusted spread (OAS), 145147,
235-237, 337. See also Government
National Mortgage Association;
Zero-volatilicy OAS
approach, 358
basis points, 349
benchmark/relative value, relationship,
223-225, 224e
computation, 344—345. See also
Mortgage-backed securities
demonstration. See Callable bond
explanation, 493
interpretation, 344 —345
OAS-total return, 517
relationship. See Monte Carlo simulation
model
return, accrual, 531
risk premium, 655
terms, 572—-573
Optional clean-up call provision, 313
Optionality risk, 494. See also Non-MBSs
Option-based valuation approach, 252-254
Option cost, 146—147, 345
increase, 346
Option delta analysis, 495
Option-free bonds
price/discount rate relationship, 100e
price volatility characteristics, 160—164
price/yield relationship, 161e, 165¢,
168e
properties, graphical illustration, 163e
tangent line (inclusion), price/yield
relationship, 172e
valuation
binomial interest rate tree, usage,
232-233
maturity/coupon rate, 232e
process, 225-226
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Options, 371, 403-416
contracts, number, 644
calculation, 643—-644
coupon interest payment, 405
coupon payments, 406
delta, 414
expected interest rate volatility, 406
futures contracts, contrast, 372—374
gamma, 415
hedging, steps, 641
intrinsic value, 404
positions, payoff. See Basic option
positions
premium, 371, 403
price, 371, 376, 403
components, 404—405
sensitivity, 414—416
pricing models, 407414
risk/return characteristics, 372
short-term risk-free interest rates,
405
short-term risk-free rate, 406
strike price, 405
time to expiration, 405, 406
time value, 404—405
value, 413
Organization of Economic Cooperation and
Development (OECD), 437
Originator, 303
Out-of-the-money option, 404
Outperformance methodologies, 581e
Outside directors, 434
Overcollateralization, 311
Opvernight repo, 16, 536
Over-the-counter (OTC) options, 376—377
contrast. See Exchange-traded options
Ownership structure, 440

o

PAC. See Planned amortization class

PaineWebber, empirical duration (usage),
357

Parallel yield curve shift, assumption,
522e

Par bond, movement, 103e

Par call problem, 12

Parental Loans for Undergraduate Students
(PLUS), 323

Parent company support agreements,
425
Parity value. See Conversion
Par value, 3—4, 263, 543
relative price, relationship. See Coupon
Par yield curve. See U.S. Treasury
Passive portfolio, construction (rebalancing),
525-527
Passive strategies, 472
Passthrough
monthly cash flow, 268e, 270e
price/mortgage rates, relationship, 295¢
rate, 261
structure, 325
Passthrough security. See Agency
passthrough securities; Conventional
passthrough securities; Mortgage
passthrough securities
creation, 50e
Payment
capacity, analysis, 424—432
obligation, determination, 681
structure. See Asset-backed securities;
Non-agency MBSs
Percentage price change. See Interest rate risk
approximation, duration (usage),
170-171
Percent of bond call. See Bonds
Percent of collateral call. See Collateral
Percent yield spread analysis, 575
Performance
attribution analysis, 529
impact, 530-531
summary, 533e
attribution example, 532¢
evaluation, 475. See also Bonds
measurement, 475. See also Return
risk, 468
Period forward rate, 398, 402e
Personal property, 59
Physical delivery, 680
Planned amortization class (PAC). See
Busted PAC
bonds, 284
collar/band. See Initial PAC collar
10, 293
level I/II/III tranches, 292
PAC II tranches, 348
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structure, 348—351
tranche, 52, 284-292, 316317
average life, 287¢, 289¢
series, creation, 287-289
Planned amortization class (PAC) window,
289
PLUS. See Parental Loans for Undergraduate
Students
PO. See Principal-only
Pool factor, 263
Pool-level analysis, 308—309
Portfolio. See Barbell portfolio; Bullet
portfolio; Ladder portfolio
adjustment, 475
assessment, 520—523
constraints, 571
construction, 474, 595—614
inputs, formulation, 473-474
multi-factor risk models, usage,
525-528
credit risk, 493—-494
dollar duration, 619
duration, 178—179, 487-489
contribution, 490, 490e
immunization, 541
application considerations, 548
interest rate risk, measurement, 487—491
monitoring, 475
risk profile, measurement, 476
strategy
development, 471-474, 588-595
implementation, 471-474
variance, 481—-482
yield. See Gross portfolio yield; Net

portfolio yield
increase, 578
Position
day, 370

liquidation, 361
Positive butterfly, 188
Positive carry, 390
Positive convexity, 166
adjustment, 181
duration changes, 654¢
price changes, 653¢
Positively sloped yield curve. See Normal
yield curve
PO strips. See Principal-only strips

Potential performance (assessment), scenario
analysis (usage), 513-525
PPC. See Prospectus prepayment curve
Predicted tracking error, 486
contrast. See Actual tracking error
Preferred habitat theory, 81, 204
Preferred stock, 1
Prefinancing cash flow, 431
Premium. See Trading at a premium
leg, 680
movement, 103e
Premium payback period (break-even time),
251
Prepayment, 12, 48. See also Home equity
loans; Involuntary prepayment
behavior, factors, 271-272
cash flow uncertainty, 260
curve. See Prospectus prepayment curve
lockout, 300
measurement, 321-322
model, 350e
options, 12
penalty points, 300
projection, 340
protection. See Two-sided prepayment
protection
ramp, 314
rate/speed, 130. See also Conditional
prepayment rate
measurement, 263—269
risk, 26—27, 48, 496—-498, 659
sensitivity, 496
tranching (time tranching), 306
Prerefunded bonds, 55—-56
Prerefunded municipal bonds, 55
Present value, 99. See also Cash flow;
Maturity
calculation. See Floating-rate payments;
Interest rate paths
properties, 99—100
Present value of cash flow (PVCF),
551
Present value of liabilities (PVL),
555
Price. See Clean price; Dirty price; Full price
changes (estimation), duration (usage),
171-173

compression, 27
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Price. See Clean price; Dirty price; Full price
(contd.)
estimation, tangent line (usage), 173e
volatility. See Bonds
yield level, impact, 184e
Price value of basis point (PVBP), 182183,
618
Price-yield relationship, 651
Primary market. See Bonds
analysis, 512
impact, 566—567
Prime borrowers, 297. See also Subprime
borrowers
Prime grade, meaning, 29
Principal, 435
Principal amortization period, 308
Principal cash flow, distribution, 331
Principal-only (PO)
class, 294
key rate duration profiles, 658e
mortgage strips, 294, 657
strips, 294-295
Principal pay down window (principal
window), 275-276
Principal payment. See Scheduled principal
payment
distribution, 273
Principal strips, 42
Principal value, 3
Principal window, 309
Priority-of-revenue claims, 450
Private Export Funding Corporation,
44
Probability distribution, 478e
properties, 477
Proceeds received, 367
Product structure, effect, 567
Profitability ratios, 425426
Pro rata basis, 9
Prospectus prepayment curve (PPC),
314-315
Protection
end-buyers, 674
end-sellers, 674
leg, 680
Protective put buying strategy, 638—639
futures options, usage, 641—646
strike prices, inclusion, 539e

Proxy hedged expected return, 603
usage, 615-616
Proxy hedged strategy, excess currency, 607
Proxy hedging, 602, 603
PSA. See Public Securities Association
Public credit enhancement programs,
support. See Debt obligations
Public Securities Association (PSA)
graphical depiction, 266e
prepayment benchmark, 265-267, 496
speed, 275
Purchasing power risk, 34
Pure bond index strategy, 504—505
Pure expectations theory, 79—80, 197-203
drawbacks, 198
interpretations, 198—203
local expectations form, 199-202
Put, 371
option, 371, 384e
price, 13
provision, 13
Putable bond
nodes, highlighting, 241e
price/yield relationship, 168e
valuation, 240—-243
maturity/coupon rate, inclusion, 241e
Putable/callable issue, valuation, 242e
Putables, 578—579
PVBP. See Price value of basis point
PVCEF. See Present value of cash flow
PVL. See Present value of liabilities

Q

Quality analysis, 494e

Quality option, 370

Quality spread, 84

Quality-spread analysis, 575

Quality tests, 332

Quarterly swap premium payment, 684
Quick ratio, 427

Quoted margin, 5

R

Range notes, 64

Rapid amortization provision. See Early
amortization

Rate basis, 626

Rate covenants, 450
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Rate duration, 26, 204. See also Key rate
duration
Rate shocks, 173-175
duration estimates, 174e
Rating
agencies, 29
factors, 445-447
outlook, 422
process, 422
Rating transition matrix, 31
example. See One-year rating transition
matrix
Ratios, 425-432. See also Debt and coverage
ratios; Profitability ratios
Real estate ABSs, 302
Real property, 59
Real return bonds, 43
Real yield, 594-595
Receivables, portfolio (performance), 326
Reconstitution, arbitrage-free valuation
(relationship), 114115
Recovery rate, 28, 60—62
Redemption
price, 9—11. See also Make-whole
redemption price
contrast. See Regular redemption prices
value, 3
Reduced form models, 455—456. See also
Credit risk
Reference asset, 332
Reference bonds, 45
Reference entity, 679
Reference notes, 45. See also Callable
Reference Notes
Reference obligation
credit spread, 688—-690
Reference obligation, 679
Reference rate, 194, 393
Refinancing, 442
burnout, 271
incentive, 271
Refunding provision, 9—12
Regular auction cycle/multiple-price
method, 39
Regular auction cycle/single-price method,
39
Regular redemption prices, special
redemption prices (contrast), 12

Regulatory environment, 425
Regulatory risk, 36
Reinvestment income, 120, 543e
change, 544e, 547¢
total dollar return, percentage. See Bonds
Reinvestment rate, 514
Reinvestment risk, 27-28, 126
factors, 126—127
Relative value, 564. See also Securities
analysis, 564. See also Classic relative value
analysis
relationship. See Benchmark
application, interpretation, 344—345
assessment. See Securities
capture, 651
problem, 651-655
methodologies, 564—565
relationship. See Option-adjusted spread
strategies, 507
Relative yield spread, 82
Renewal and replacement fund, 449
Reorganization. See Liquidation
Repo margin, 538
Repo rate, 16, 536
determinants, 539
Repudiation/moratorium, 682
Repurchase
agreement, 16
date, 536
price, 16, 536
Reserve funds, 310
Reserve maintenance fund, 449
Reset notes, 441
Residential MBSs, 256. See also Non-U.S.
residential MBSs; United Kingdom
Residential mortgage loans, 257-260
Residual error, 530
Residual loss, 435
Restricted subsidiaries, 433
Restructuring, 682
Return
achievement. See Immunization
attribution analysis, 475
components, 596—601
objectives, 463-468
performance measurement, 529530
sources, 119-120
variance, 477
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Revenue bonds, 53, 55
basic security , limits, 449
flow of funds structure, 449—450
issuance, 449
Revenue fund, 449
Reverse cash/carry trade, 387¢, 388
Reverse floaters. See Inverse floaters
Revolving period. See Lockout period
Revolving structure, 308
Risk factor, 688—689
Risk-free return, 531
RiskMetrics (J.P. Morgan), 479
R-squared (R?), 190
Rural Electrification Administration, 44

Rural Telephone Bank, 44

S
Safety net level return, 551
SBA. See Small Business Administration
Scarcity value, 567
Scenario analysis, 157
illustration, 518e¢, 519¢
performance, comparison, 524e
usage, 518-519. See also Potential
performance
Scheduled amortization, 258
Scheduled principal payment, 46
Scheduled tranche, 292
Seasonality, 572
Seasoned security, 314
Seasoning, 272
Secondary market. See Bonds
Secondary trade rationales, 568—572
Second-to-default basket swap, 692
Sector/credit/security selection, 592
Sector rotation. See Asset allocation/sector
rotation
Sector-rotation trades, 569
Secured debt, 59-60
Securities. See Amortizing securities; Federal
agency securities; Floating-rate
securities; Seasoned security; U.S.
Treasury; Variable-rate securities
cash flows, 97
issuer, 1
market price, 405
price, strike price/intrinsic value

(relationship), 405¢

private placement, 71-72
relative value, 474
assessment, 219
risk. See U.S. Treasury
selection, 614
strategies. See Individual security
selection strategies
universe, acceptance, 556
valuation, 359
Securitization, 302
illustration, 304e
parties, 304—305
transaction, 303—304
Securitized mortgage, 49, 260
Seller, 371
quality, 446
Sell hedge, 621
Selling short, 522
Semiannual bonds, annual-pay bonds
(comparison), 127-128
Semiannual cash flows, valuation, 104—106
Semiannual coupon payment, 105
Semiannual-pay bonds, 515
Semiannual total return, computation, 515
Semi-government bonds, 44—52
Semivariance, 480. See also Target
semivariance
Senior basket credit default swaps, 692—-693
Senior basket default swaps, 693
Senior debts, 441
Senior prepayment percentage, 312
Senior subordinated debt, 441
Senior-subordinate structure, 306, 311-312
Senior tranches. See Non-accelerating senior
tranches
Separate Trading of Registered Interest and
Principal Securities (STRIPS), 42. See
also Treasury STRIPs
Sequential-pay CMOs, 273
Sequential-pay tranches, 273-277
Servicer, quality, 446
Servicing, 303
fee, 259-260
Settlement
date, 361
methods, 680-681
Shareholder rights, 440

Shifting interest mechanism, 312
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Shortfall risk, 480—481
Short futures, 363
Short hedge, 621
Short position, 363
Short-term forward rates
curve, 150, 200e
graph, 151e
relationship. See Spot rate
Short-term interest rate (financing rate),
390-391
increase, 613
relationships, recasting, 604—605
Short-term risk-free interest rates, 595. See
also Options
Short-term solvency ratios, 426427
Short-term trading strategies, 507
Simple margin, 132
Single call price, call date (irrelevance), 9-10
Single-index performance evaluation
measures, 530
Single liability, immunization strategy,
541-551
illustration, 542—547
Single monthly mortgage (SMM) rate,
264-265, 321
Single-name credit default swap, 679
illustration, 683—684
Single step-up noncallable note, valuation,
243e, 244e
Single step-up note, 4
Sinking fund, 449, 578
provision, 8, 12—13. See also Accelerated
sinking fund provision
requirement, 12
Skewed distributions, 478
SLABS. See Student loan-backed securities
SLS. See Supplemental Loans to Students
Small Business Administration (SBA), 44
loan-backed securities, 324
SMM. See Single monthly mortgage
Soft bullet, 309, 326
Soft put, 249
Sovereign bonds, 39-44
reference, 451
Sovereign ratings, 39
Sovereign risk, 36
Special bond structures, 55-56
Special collateral, 539

Special event risk, 425
Specialized U.S. bond market indexes, 467
Special purpose vehicle (SPV) (special
purpose corporation), 68—69, 303
Special redemption price, contrast. See
Regular redemption prices
Speculative bonds. See Noninvestment-grade
bonds
Speculative grade, meaning, 29
Spot exchange rate, 597
Spot rate, 82, 119. See also Theoretical spot
rates; U.S. Treasury
curve. See Benchmark spot rate curve
construction. See London Interbank
Offered Rate
yield spread measure, relationship,
140-147
hypothetical curves, 144e
shift, 206
short-term forward rates, relationship,
151-152
usage, 154e
Spread, 463. See also Yield spread
analysis, 572—575
call risk, impact, 512-513
change return, 531
credit risk, impact, 512
measures
interpretation, 220-221
summary, 147
prepayment risk, impact, 512-513
products, 82
risk, 492—-493, 655-656
sectors, 82
tools, 574—575
widening, 612
Spread duration. See Bond portfolio
contribution, 510
corporate sector recommendation,
511e
MBS sector recommendation, 511e
measures, types, 492—493
Spread for life, 132
SPV. See Special purpose vehicle
Stakeholders, 436
corporate governance, relationship,
436
relations, 440
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Standard deviation, 477—479
annualizing, 210-211
calculation. See Daily standard deviation
measures, review, 476—482
usage, yield estimation (usage), 212
Standard & Poor’s Corporation, 29
analysis, 429
Governance Metrics/Score, 439
observations, 448
sovereign ratings methodology profile,
452e
Stated conversion price, 248
State/local governments, entities,
53-56
Statement of cash flows. See Cash flow
Static return, 531
Static spread, 142, 337
explanation, 493
Step-up callable note, valuation, 243244
Step-up notes, 4—5. See also Multiple
step-up note; Single step-up note
Story disagreement, 571-572
Straight value (investment value), 249
Strategic allocation, 593
Strategic strategies, 507
Stratified sampling, 505, 506
technique, 506
Stress testing, 160
Strike price, 371, 406. See also Federal
National Mortgage Association bond
relationship. See Securities
selection, 642—643
Strike rate, 382
Stripped MBSs, 294-296
trading/settlement procedures, 296
Stripping, arbitrage-free valuation
(relationship), 113-114
STRIPS. See Separate Trading of Registered
Interest and Principal Securities
Structural analysis, 575-579
Structural models. See Credit risk
Structural protection, 301
Structured credit products, 691
Structured financial products, 256
Structured interest-only tranches (structured
10s), 282284
Structured MTNs, 63—-64
Structured portfolio strategies, 472

Structure trades, 513
involvement, 570
Student loan-backed securities (SLABS),
322-324
cash flow, 323—-324
issuers, 323
Student Loan Marketing Association, 44
Subordinate basket default swaps, 693
Subordinate credit default swaps, 692—693
Subordinated debenture bonds, 59
Subordinated debt, 441
Subordinate interest, 312
Subordination, level, 312
Subprime borrowers, 297
Subsidiaries. See Restricted subsidiaries;
Unrestricted subsidiaries
Substitution swap, 513
Supplemental Loans to Students (SLS), 323
Support tranche (companion tranche), 52,
284,292
average life, 287¢
structure, 348—-351
Supranation, 138
Surplus fund, 449
Surveillance, 422
Swap curve (LIBOR curve), 193-196
advantages. See Government bond yield
curve
elements, 183—-185
usage increase, reasons, 195—196
Swap rate, 92, 377
calculation, 397-401
determination, 400—401
formula, denominator (calculation), 401e
Swaps
agreement, counterparty description,
381-382
counterparty, 330
dealer, 379
dollar duration, 636—-637
elements, 193—-195
entering, 378-379
fixed rate, 193
initiation, 393
nomenclature, option nomenclature
(contrast), 685
notional amount, 393

option, 370
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payment, computation, 392—397
position, interpretation, 379—-381
term, 393
valuation, 378e, 403e
calculation, 401-403
Swap spreads, 92—96, 194, 377, 401
credit spreads, trailing correlation, 95¢
curve, 96. See also Germany; Japan;
United Kingdom; United States
determinants, 95-96
examination, 573-574
relationship. See Interest rate swaps
Synthetic CDOs, 328, 332—-334, 691-692
elements, 332—334
Systematic risks, 499-500
components, 500—501

T
Tactical allocation, 593
Tactical strategies, 507
Tangent line
inclusion. See Option-free bonds
usage. See Price
Target amortization class (TAC) tranches,
293-294
Target dollar duration, 618—619
Target duration, 618
Target price, 622
basis, 627
Target rate, 622
Target rate basis, 626
Target return, 479
Target semivariance, 480
Taxable-equivalent yield, 88—89
Tax-backed debt, 53—55. See also Municipal
bonds
issues. See U.S. municipal securities
market
Tax-equivalent yield, 89
Tax-exempt securities, 53
TBA trade. See To-be-announced trade
TCL. See The Corporate Library
Technical analysis, 595
Technical factors, 89
Technical indicators, 594—595
Technicals, 595
Temporal definitions, impact, 178
Tennessee Valley Authority (TVA), 44

Terminal value, 552
Term repo, 16, 536
rate, 368
Term structure risk, 500
Term to maturity, 2
The Corporate Library (TCL), 440-441
Then-current futures price, 375
Theoretical futures price
arbitrage model, usage, 389-390
examination, 390—-392
Theoretical spot rates, 135-147
construction. See U.S. Treasury
curve, 140
Treasury yield curve, relationship,
141e
Theoretical value, determination,
342-343
Theta, calculation, 415
Third-party guarantee, 60
TIIS. See Treasury Inflation Indexed
Securities
Time tranching. See Prepayment
Time value, 404—405. See also Options
Timing option, 370
TIPS. See Treasury Inflation Protection
Securities
To-be-announced (TBA) trade, 262
Top-down approach, 564
Top down value added strategies, 507
Total accumulated value, 543e—546e
Total debt to capitalization ratio, 428
Total dollar return, 122
receiving, 125
Total future dollars, 122
receiving, 125
Total return, 543e—546e. See also
Investment horizon
analysis, 565—-566
calculation, graphical depiction, 515¢
computation, 514-519
illustration, 516
index swap, 677
payer, 677
receiver, 677
swap, 677-679
benefits, 679
illustration, 677-678

Total-return oriented investor, 584
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Total tangible assets, 454
Tracking error, 469, 482486
calculation, 483e
contrast. See Actual tracking error
measurement, 482—-485
minimization, 505, 506
prediction, 528¢
Traded flat. See Bonds
Traders, experience. See Experienced trader
Trades
assessment, 514—523
interest rate risk, control, 519—-520
Trading
constraints, 571-572
reasons, 568—571
return, 531
strategy, performance, 522¢, 523¢
Trading at a discount, 4
Trading at a premium, 4
Tranches, 51. See also Non-accelerating
senior tranches; Planned amortization
class; Scheduled tranche; Support
tranche
average life, 278
C/D, 351
creation. See Notional IO
monthly cash flow, 279¢
usage, 355
Transaction structure, classification,
307-308
Transition matrix, example. See One-year
rating transition matrix
Transparency disclosure, 440
Treasury Inflation Indexed Securities (TIIS),
41
Treasury Inflation Protection Securities
(TIPS), 6, 41, 76
Treasury securities. See Fixed-principal
Treasury securities; Inflation-indexed
Treasury securities; U.S. Treasury
securities
creation. See Zero-coupon Treasury
securities
Treasury STRIPs, 42—43
Trigger point, 553

Trinomial models, 217

Trustee (trustee agent), 305
TVA. See Tennessee Valley Authority
Two-bond hedge, 662
computation, 662-664
contrast. See Duration
finding, 665667
illustrations, 664—671
long position, inclusion, 665-668
short position, inclusion, 665—-668
illustration, 668—670
Two-factor models, 216
Two-sided prepayment protection,
284
Type-III liability, 465
Type-II liability, 465
Type-1 liability, 464—465
Type-1V liability, 465

U
Underlying, delivery, 361
Underlying bond
call option price, 414—415
price, 414415
Underwriting standards, 303
Unhedged expected return, 602, 604
usage, 614
Unhedged international bond portfolios,
risk-return, 587e
Unhedged returns, 587¢
Unhedged strategy, excess currency return,
606
United Kingdom (UK)
gilt yield curve, 91e
residential MBSs, 318—-319
swap spread curves, 96¢
United States (US)
daily swap spreads, 96¢
swap spread curves, 96e
Unleveraged strategy, 533
Unlimited tax obligation debt, 54
Unrestricted active management, 507
Unrestricted subsidiaries, 433
Unsecured debt, 59-60
Upgrade, 30
Upper medium grade, meaning, 29
Upward sloping yield curve, 77
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U.S. agency debentures/discount notes,
45-46
U.S. agency MBSs, 46—52
U.S. aggregate core portfolio, portfolio
recommendation, 508e
U.S. bond market indexes. See Broad-based
U.S. bond market indexes;
Specialized U.S. bond market
indexes
U.S. credit rolling Sharpe Ratio, 563¢
U.S. federal agency securities, overview,
45e
U.S. investment-grade credit index excess
returns, 562¢
U.S. investment-grade credit markets,
composition (change), 576e
U.S. investment-grade curves, illustration,
580e
U.S. investors, perspective, 586
U.S. municipal securities market, tax-backed
debt issues, 53¢
U.S. Treasury
arbitrage-free value, determination, 112e,
113e
bills, 75
yield, 133-135
coupon securities/bills, 192—-193
coupon strips, 191-192
debt instruments, overview, 40e
equivalent position, 662
hypothetical yields, 137¢
issue hedge held to delivery, 624e
issues. See Off-the-run Treasury issues;
On-the-run Treasury issues
market benchmark, 221
notes, 41, 75
futures, 371
par yield curve, 138e, 200¢
portfolios, key rate duration profile,
208e
price, discount rate valuation, 115e,
116e
rates, 75—82
returns, yield curve movements (impact),
189-190
securities, 521e

spot rate, 82, 111
usage. See Valuation
usage reason, 113—-115
stripping, arbitrage profit, 116e
strips, 81-82
theoretical spot rate, construction,
190-193
yield curve, 77-81
changes, 518e, 519¢
examination, 186—189
illustration, 78e
Zero, daily yield change (moving average),
213e
U.S. Treasury bonds, 41, 75
futures, 363—370
issues, delivery/conversion factors
(acceptance), 364e
market value, 623
valuation, 412e
U.S. Treasury securities, 40—43
cash flows, 110e
risks, 76-77
stripping, 81
valuation, traditional
approach/arbitrage-free approach
(comparison), 111e
User-charge covenants, 450

\'%
Valuation
approach. See Arbitrage-free valuation
approach
forward rates, usage, 152—155
models, 117-118, 145-146
multiple discount rates, usage,
102—104
principles, 97-109
traditional approach, 109-110
comparison. See U.S. Treasury
securities
Treasury spot rates, usage, 112—113
valuation
Value added strategies, 507
Value-at-Risk (VaR), 481
framework, 184

Value indicators, 594—595
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Variable-rate securities, 5
Variance, 477. See also Return
Variation margin, 362
Vega, calculation, 416
Volatility. See Yield volatility
arbitrage-free value, relationship,
234-235
assumption, 339
contrast. See Historical volatility
reduction, 348
risk, 34—35, 659
sectors, 572
Voluntary bankruptcy, 57

w

WAC. See Weighted average coupon

WAM. See Weighted average maturity

Washington Metropolitan Area Transit
Authority, 44

Weighted average coupon (WAC) rate, 261,
267,274

Weighted average life (average life),
269-270, 309

Weighted average maturity (WAM), 261,
267, 274, 309

WGBI. See Citigroup World Government
Bond Index

Whole-loan CMOs, 297

Wild card option, 370

Working capital maintenance provisions,
433

World bond indexes, 467

Writer, 371

W.T. Grant, financial statements,

429

Y
Yield. See After-tax yield; Cash flow yield;
Current yield; Non-Treasury
securities; Taxable-equivalent yield
beta, 632
curve-adjustment trades, 570
estimation, usage. See Standard deviation
maintenance charge, 300
maturity, relationship. See On-the-run
Treasury issues
measures, 119
limitations, 608

ratio, 83
traditional measures, 120—135
Yield curve, 3, 23. See also Flat yield
curve; Humped yield curve; Inverted
yield curve; Normal yield curve;
Upward sloping yield curve; U.S.
Treasury
butterfly shift, 189¢
flattening, 188
movements, impact. See U.S. Treasury
nonparallel shift, 25¢, 26e, 188, 189¢
parallel shift, 25¢, 188, 189¢
risk, 23-26, 656—659
composition, example, 24¢
measurement, 204—207,
491-492
shape, 186—188
illustration, 186e
shifts, 188—189
impact, 657
types, 189e
slope, twist, 188
steepening, 188
assumption, 523e
strategies, 509-510
twists, 189e
Yield level, impact, 20
Yield spread, 29. See also Absolute yield
spread; Government National
Mortgage Association; Relative yield
spread
change, refinement, 631-632
measures, relationship. See Spot rate
understanding, 74
Yield/spread pickup trades, 568
Yield to call, 128—129
Yield to first par call, 128
Yield to maturity, 121128
measure, limitations, 122—126
Yield to next call, 128
Yield to put, 129-130
Yield to refunding, 128
Yield to worst, 130
Yield volatility
forecasting, 212214
importance, 183—184
measurement, 207 —214. See also
Historical yield volatility
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Z
Z bond. See Accrual tranches
Zero-coupon bonds, 4
valuation, 106
Zero-coupon Treasury securities, creation,
42e
Zero-volatility OAS, 146
Zero-volatility spread (Z-spread),
141-145, 337-338
approach, 358

determination, 143e

explanation, 493

illustration, 144e

increase, 346

nominal spread, divergence,
143-145

relationship. See Benchmark

Zeta model, 454



