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Important Notices

1. Theformatof amendmentsin this documentis, in mostcases,identicalto thatof thebook,sosignificant
amendmentscanusuallybephysicallycutandpastedif required.

2. This is thefinal issueof thedocumentamdt-1.pdf.

3. Thechangeslisted herewill be incorporatedinto thesecondimpressionof thebook,which will bepub-
lishedin 2001.Thesecondimpressionwill alsoincorporateother, minor correctionsthatarenot of suffi-
cientsignificanceto belistedin thisdocument.

4. Earlierissuesof this documentincludedamendmentsto page628thathave beenlargely rescinded.Please
notethat:

(a) Theonly changeon this pageis thatequation(16.28)usestheabsolutevalueof optiondelta.

(b) For theconvenienceof thosewhohave alreadyamendedthebook,we include‘restored’versionsof
theearlieramendments,whichmaybecutandpastedif necessary.

5. TheamendmenttoExercise30onpage649thatappearedin earlierissuesof thisdocumentwasincomplete.
A revisedversionin includedherein.

6. If it becomesnecessaryto make further amendmentsto the book, thesewill appearin amdt-2.pdf,
whichwill beavailablefrom theusualsources.Thus:

(a) Thosewith the first impressionof the book will needboth this documentandamdt-2.pdf (if
implemented).

(b) Thosewith thesecondimpressionwill needonly amdt-2.pdf (if implemented).

Pages 44, 45 & 49 On line 35 of page44, in Figure1.7on page45 andon thelast line of page49,
theyearof enactmentfor theFinancialServicesandMarketsAct shouldbe2000,not 1999.

Page 102 Equation(3.38)shouldread:

rT � loge
�
F � P� ; (3.38)
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Page� 112 Thefirst paragraphof Section4.1.1shouldreadasfollows:

Money market deposits(MMDs) arefixed-interest,fixed-termdepositsof up to oneyearwith banks.
The depositscanbe for the following terms: overnight,1 week,or 1, 2, 3, 4, 5, 6, 9 or 12 months.
They arenot negotiablesocannotbeliquidatedbeforematurity. Theinterestrateson thedepositsare
fixedfor the termandarerelatedto LIBID of thesameterm. For example,the1-monthdepositrate
couldbe1-monthLIBID less0.125percent.Theinterestandcapitalarepaidin onelump sumonthe
maturityday. Thereforetheamountof interestdueat theendof theperiodis calculatedaccordingto
theformulafor simpleinterest:

Page 113 Thefirst line shouldread:

On15 February, thedepositorwouldgetback £1,007,856.16.Theeffectiverateof interest(re)on the

Page 121 Exercise1 shouldread:

1 On 10 May you opena 2-monthmoney market depositpaying8.75percentwith £5,000,000.
Whatis thematurityvalueof thedeposit?

Page 125 On line 5: delete‘Deutschmarks’andinsert‘euros’.

Page 138 Equation(5.21)shouldread:

Pd
� d � � θ1 � B1 ��

1 � rel � � d � � θ2 � B2 ��
1 � rel � 2 � ����� � d � � θT � BT ��

1 � rel � T 	 (5.21)

Page 139 TheparagraphimmediatelyprecedingExample5.5shouldread:

It is alsoimportantto take into accountany rebasingof theRPI. The two relevantbasesareJanuary
1974= 100.0andJanuary1987= 100.0,thelatterrepresentingarebasingfrom the1974-basevalueof
394.5.

Page 146 Equation(5.34)shouldread:

�
1 � rst � t � �

1 � 0r f1 � � 1 � 1r f2 � 	�	�	 � 1 � t 
 1r f t � 	 (5.34)

Page 163 Equation(5.56)andthefollowing (un-numbered)equationshouldbeasfollows:

BPV � MD � Pd
10000 	 (5.56)

BPV � � ∆Pd

∆rm � 1
10000 	
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P
�

age 165 Thefirst calculationin Example5.9shouldbeasfollows:

C � 10
100 � 
 2�

1 	 1� 3 � 6�
1 	 1� 4 � 12�

1 	 1� 5 � � 100
100 � 12�

1 	 1� 5� 8 	 76 	
Page 177 In Exercise3, parta) shouldbeamendedsothattheexercisereadsasfollows:

3 ConsideraUK governmentbondwith a9.25percentcoupon.Thebondis tradingat£95.50per
£100nominal.How muchwill aninvestorhave to payfor thebondif hebuysit:

a) 3 daysfollowing theex dividenddate?

b) 7 daysfollowing theex dividenddate?

c) 100daysfollowing theex dividenddate?

Page 187 Thesecondfootnoteto Table6.3shouldread:

b30% � min � 50%� 30%�
Page 189 Table6.4shouldbeamendedasfollows:

Grossdividendyield � %� i 3.91 14.06

i Firm A: 3 � 13%� 100� 80 � 3 � 91%. Firm B: 11� 25%� 100� 80 � 14� 06%.

Page 204 Thefirst line shouldread:

P0
� d0

�
1 � h� � 
 � 1 � h� T � 1

h � � 1�
1 � r � T � d0

�
1 � gs� T � 1 � g��

r � g�
Page 206 Thedatatablein Example6.2shouldread:

Year Growth rate Bottom-up method Top-down method
(%) (%)

1 g1 5 10
2 g2 6 9
3–∞ g 8 8

Page 212 Theentryfor Rutterford,J.shouldbeamendedto read:

Rutterford,J. (1993)Introductionto Stock ExchangeInvestment, Macmillan,London.(Chapter5.)
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Page� 212 Exercise1 shouldreadasfollows:

1 Can sharevaluationmodelshelp us determinewhetheror not dividend policy affects share
prices?

Page 216 In thefirst paragraphof Section7.1.1,theworld ‘always’shouldbedeletedfrom thesixth
line sothattheparagraphreadsasfollows:

In termsof quoting the spot price of foreign currency, most countriesusedirect quotationwhich
expressesthenumberof unitsof thedomesticcurrency thatcanbeexchangedfor oneunit of a foreign
currency, e.g.,£0.625per $ or DM1.39 per $. Sometimes,however, indirect quotationis usedand
this methodexpressesthe numberof units of a foreign currency that canbe exchangedfor oneunit
of domesticcurrency, e.g.,$1.60per£ or $0.72perDM. Sterlingis, by convention,quotedusingthis
lattermethod.Whichevermethodis used,theforeigncurrency involvedis usuallytheUSdollar, sothat
with directquotation,we get thedomesticcurrency priceof thedollar, while with indirectquotation,
wegetthedollarpriceof domesticcurrency.

Page 218 Thelastsentenceof thethird paragraphshouldbeamendedto readasfollows:

arbitrageurdoes,however, faceexecutionrisk, therisk thathebuyssterlingat1.5963from BankA but
BankB changesits quoteto, say, 60–65beforethearbitrageuris ableto sell off thesterlingto it: the
arbitrageurwouldmakea lossof threepipsperpoundin this case.

Page 225 Thefirst line of thefinal paragraphshouldreadasfollows:

To illustratethis,wecanconsiderthefollowing example.A UK-basedinvestorhasthechoiceof

Page 227 Line followingthecalculation‘0 	 7089407� 1 � � 0 	 05875 � 4��� � $0	 7193533	 ’ shouldread:

Thebankwouldneeda three-monthforwardbid exchangeratefor dollarsof at mostDM1.3901per

Page 244 Thesecond(complete)pararaphshouldreadasfollows:

If thereis morethanonetypeof eligiblecashmarketgoodthatcanbedeliveredagainstthecontract,
then the shortwill choosethe one that is cheapestto deliver. This meansthat the futurescontract
will alwaysbepricedoff thecheapest-to-delivereligible cashmarket good. However, not all futures
contractsaresettledby thedeliveryof a cashmarketgood;somearesettledfor cash.

Page 249 Thecalculationof theeffectivereturnshouldbe:

re � � � 1 	 125� 365� 20 � 1� � 100� 758	 1% p.a.
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P
�

age 252 Thesecondfootnoteto Table8.5shouldread:

b For thepurposeof thecontract,Bundmeans‘AnleihederBundesrepublikDeutschland’.

Page 258 In Table8.9,thetick valueshouldbe£5, not £10.

Page 270 The tick sizeon the last line of Exercise6 is incorrect. The extract from that contract
specificationshouldreadasfollows:

Contract FTSE100stockindex contract
Contractsize £10 perfull index point
Tick size 0.5

Page 289 The information regarding exerciseprice intervals that follows Table 9.4 should be
amendedasfollows:

Theexercisepriceinterval (seeTable9.1)differsfor differentshares,rangingfrom 5pfor shareprices
up to 50p,to 200pfor sharepricesin excessof 4000p.Therearealsopositionlimits on thenumber

Page 304 They-axislabel in Figure9.14shouldread‘Probability’.

Page 312 Thevarianceof thesecuritypriceshouldbe:

Var
�
PS

T � � q � uPS � E
�
PS

T ��� 2 � � 1 � q��� dPS � E
�
PS

T ��� 2� 0 	 5 � 66 � 50� 2 � 0 	 5 � 34 � 50� 2 � 256 	
Page 318 Theline immediatelyfollowing equation(9.31)shouldread:

whereΦ is theconditionalprobabilitythattheoptionexpiresin themoney, E � � PS
T
� X � � PS

T ! X " is

Page 318 Equation(9.34)shouldread:

E � � PS
T
� X �#� PS

T ! X " � PSerT N
�
d1 �

N
�
d2 � � X (9.34)

Page 325 Line 4 shouldread:

valueof theoptionat theendof year1, in thecasewheretheoptionis not exercised,is foundby
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Page� 344 Theentryfor Magrabe(1978)shouldbeamendedto read(trivial):

Magrabe,W. (1978),‘The Valueof anOption to ExchangeOneAssetfor Another’, Journal of Fi-
nance, 33,177–86.

Page 356 Thetext immediatelyfollowing Figure10.9shouldbeamendedasfollows:

incurredin maintainingthestraddleasof thesamedate.But thethree-monthborrowingcostof 7.90per
centp.a.is identicalto thesaleof aSeptemberTreasurybill for 98.05(i.e.,100�$� 1 � 0 	 079

�
92� 365��� ).

SoalongJune–Septemberlonggilt straddleis equivalentto thesaleof asyntheticSeptemberTreasury
bill futurewhich is a three-monthloanat theTreasurybill rate(transactionDA).

Page 377 Equation(10.11)will beclearerif it is amendedasfollows:

Pc � τB
1 � τ � r f � e 
 rT � � r f � N � d1 � � rx � N � d2 ���%� (10.11)

where:

d1
� ln

�
r f � rx�

σ f & T
� 1

2σ f & T ;

d2
� d1

� σ f & T ;

and:

τ = rate-settingfrequency (e.g.quarterly);
T = lengthof time from beginningof capto paymentdateof caplet.

Page 415 In line 18,delete‘valuation’ andinsert‘directional’.

Page 417 Thetablein Example12.1shouldread:

Day Action Futuresprice Initial margin Variation margin Net profit
(£) (£) (£)

1 Buy 1 contract 90.50 –500.00 0 –500.00
2 Hold 90.00 – –625.00 –1125.00
3 Hold 90.25 – +312.50 –812.50
4 Hold 90.75 – +625.00 –187.50
5 Sell 1 contract 91.25 +500.00 +625.00 937.50
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P
�

age 420 Equation(12.2)shouldbeamendedto readasfollows:

∆P f � 1
PFCTD

� ∆PCTD � (12.2)

where:

∆P f � changein thepriceof thelonggilt future;

∆PCTD
� changein thepriceof theCTD bond.

Page 425 Thedefinitionof BPV is incorrect(seeamendmentto page163). Equationsandtext on
thispageshouldbeamendedasfollows:

BPV � ∆P � MD � Pd
10� 000 	 (12.6)

For thegilt we have BPVg
� 0 	 11473,while for theBundwe have BPVb

� 0 	 06658.This shows that
thepriceof thegilt is 72 percentmoreresponsive to a parallelyield curve shift thanthepriceof the
Bund.

Thefuturespricerespondsto changesin theCTD bondasfollows:

∆P f � 1
PFCTD

� ∆PCTD� BPVCTD

PFCTD� MDCTD � PCTD

PFCTD � 10� 000 	 (12.7)

For thegilt contract,we have∆P f
g
� 0 	 088036(i.e. 0.11473/1.3032131), while for theBundcontract,

we have ∆P f
b
� 0 	 058145(i.e. 0 	 06658� 1 	 145064). This shows that the priceof the gilt future is 51

percentmoreresponsive to a parallelyield curveshift thanthepriceof theBundfuture.

...

h � BPVg

BPVb
� Facevalueof longgilt futurescontract

Facevalueof bundfuturescontract � e0 (12.8)� 0 	 11473
0 	 06658 � £100� 000

C' ' ' 100� 000 � C' ' ' 1 	 56per£ � 2 	 69 �
where:

h � hedgeratio � Numberof Bundcontracts
Numberof gilt contracts 	
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Page� 433 In Example12.9,theillustrationsof thebutterfly spreadshouldbeamendedasfollows:

Thespeculatorbuysthebutterflyspread:

Sell 1 ( 170contract 5.25cents
Buy 1 ( 165contract 6.30cents ) 165–170spread � –105ticks

Buy 1 ( 175contract 1.70cents
Sell 1 ( 170contract 5.25cents ) 170–175spread � –355ticks

Butterflyspread � � 355 � � � 105� �*� 250ticks

Thespeculatorreverseshis trades:

Buy 1 ( 170contract 2.40cents
Sell 1 ( 165contract 4.10cents ) 165–170spread � –170ticks

Sell 1 ( 175contract 0.90cents
Buy 1 ( 170contract 2.40cents ) 170–175spread � –150ticks

Butterflyspread � � 150 � � � 170� � 20 ticks

Page 437 Thefirst paragraphshouldreadasfollows(MarchbecomesJune):

A long cash-and-carry(seeFigure12.6)involvesborrowing fundsat money market ratesin June
andusingtheproceedsto purchasea gilt, while simultaneouslysellinga gilt futurescontractto lock
in the price at which the gilt can be sold (transactionAB); receiving the couponyield on the gilt
for N daysbetweenJuneand September(transactionBC); delivering the gilt againstthe future in
September(transactionCD); andrepayingthe loanwith interestusingthe proceedsfrom the saleof
thegilt (transactionDA). This strategy will give rise to an impliedreporate. If this rateexceedsthe
costof borrowedfundsor, equivalently, if thebasisexceedsthecost-of-carry(i.e. market interestrate
lesscouponyield on thegilt), thenarisklesslong cash-and-carryarbitrageexists.

Page 456 Exercise5 shouldreadasfollows:

5 What is the differencebetween‘open positiontrading’ and‘spreadtrading’?Useexamplesto
illustrateyouranswer.

Page 482 Thelastline of datain Table13.1is incorrect.Thetableshouldbeasfollows:

Numberof securities Standarddeviationof Correlation with return on
in portfolio portfolio returns,σpσpσp themarket portfolio

(% permonth)

1 7.0 0.54
2 5.0 0.63
3 4.8 0.75
4 4.6 0.77
5 4.6 0.79

10 4.2 0.85
15 4.0 0.88
20 3.9 0.89

Source: WagnerandLau (1971)
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P
�

age 523 In Example14.1,thecalculationof durationshouldbeamendedto readasfollows:

Duration � d
Pd


 �
1 � r m� T + 1 � � 1 � r m� � r mT�

r m � 2
�
1 � r m� T � � B

P � T�
1 � r m� T� 13	 77

114	 28


 �
1 	 1� 6 � � 1 	 1� � 0 	 1 � 5��

0 	 1� 2
�
1 	 1� 5 � � 100

114	 28 � 5�
1 	 1� 5� 4 years�

where:

Pd = current(dirty) priceof thebond;
B = maturityvalueof thebond;
T = yearsto maturity;

r m = yield to maturity.

Page 530 Theline immediatelyafterequation(14.15)shouldread:

andsolieson theSML. Thedifferencebetweentheactualexpectedreturn(r̄ i) andtheequilibrium

Page 535 Thefirst paragraphshouldread:

Market timing is equivalentto adjustingthebetaof theportfolio over time. If thefundmanageris
expectingabull market,hewantsto increasethebetaof theportfolio (i.e.makeit moreaggressive). If
heis expectingabearmarket,hewantsto reducethebetaof theportfolio (i.e.makeit moredefensive).
Onewayof doingthiswouldbeto switchinto high-betasharesin abull marketandswitchoutof them
in a bearmarket. However, the transactioncostsinvolved would make this an expensive strategy.
An alternative is to keepthe portfolio of risky assets(in this case,A) constantand raiseor lower
betaby loweringor raisingtheproportionof theclient’s portfolio heldin cash.This canbea cheaper
alternative,sincemoving into or outof cashis generallycheaperthanmoving betweendifferentshares.
An evencheaperalternative is to usefuturesor options,andthis is examinedin Chapter16.

Page 536 Thesecondline shouldbeamendedto readasfollows:

r̄ p =
N
∑
i ' 1

θ i r̄ i
� expectedreturnon theportfolio;

Page 537 In line 4 of thesecondparagraph,delete‘Bank of England’andinsert‘FSA’.

Page 591 Blakeet.al. (1999)hasnow beenpublished.Theentryshouldnow readasfollows:

Blake, D., Lehmann,B.N., andTimmermann,A. (1999),‘AssetAllocation DynamicsandPension
FundPerformance’,Journalof Business, 72,429–62.



10

Page� 594 In Exercise11, the datasetfor the risklesssecurityis incorrect. The datatableshould
readasfollows:

Year Risklesssecurity Fund manager Market portfolio
(%) (%) (%)

1 , 4 , 10 , 8
2 , 5 , 30 , 15
3 , 4 0 , 10
4 , 3 - 15 - 9
5 , 4 , 12 , 7

Page 598 Thelastline in thebalancesheetshouldbeamendedto readasshown in thereplacement
tablethatfollows:

Maturity Assets Liabilities Netexposedbalance Net exposedbalance
before hedging after hedging

(days) (£m) (£m) (£m) (£m)

0–90 100 500 (400) 0
91–180 200 0 200 0
181–270 200 0 200 200
271–365 200 0 200 200
Perpetualor interest-rateinsensitive 300 500 (200) (200)

Page 602 Thefirst line of the‘outcome’tableshouldbeamendedsothatthetablereadsasfollows:

Date Cashmarket Futures market

10 Feb Borrowing rate � 13% � 12%, 1%� Sell 20 � £500. 000March3-monthinterest
ratefuturescontractsat87� 75
(i.e. 100 - 12� 25%)

10 Mar Firm borrows £10mfor 3 monthsat
14% � 13%, 1%� Purchase20 � £500. 000 March contractsat

86� 75 (i.e. 100 - 13� 25%)

Additional interest:

£10. 000. 000 / 0 � 14 - 0 � 13
4� £25. 000

Profit on contracts:
20 contracts� 100ticks � £12� 50 pertick� £25. 000

Page 604 Line 9 of thetext shouldbeamendedto readasfollows:

raterisesby 0.95percent,implying thatsix-monthCDsareslightly lessresponsiveto interestrate

Page 604 Equation(16.7)shouldreadasfollows:

Numberof contracts � Facevalueof cashexposure
Facevalueof futurescontract

( β p

� Facevalueof cashexposure
Valueperindex point ( Futuresprice

( β p � (16.7)
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P
�

age 607 Equation(16.10)shouldreadasfollows:

Losson futuresposition �*� Numberof
contracts

( Valueper
index point

(10 Ps
(30June)

� P f
(1 April) 2�*� Initial valueof cashfund

Valueperindex point ( P f
(1 April)

( β p ( Valueperindex point

( 0 Ps
(30June)

� P f
(1 April) 2�*� Initial valueof cashfund

(43 Ps
(30June)

� P f
(1 April)

P f
(1 April)

( β p 5 ; (16.10)

Page 611 Thethird line of thefinal paragraphshouldread:

index – cashindex) = � ∆(Septemberindex – Juneindex)). But theproblemis thattheJunecontracts

Page 614 Thethird line of theparagraphfollowing equation(16.15)shouldreadasfollows:

10.5%2013–15with a pricefactorof 1.3032131andcurrentlytradingat £118per£100nominal).

Page 628 This is a revisedversionof theamendementto equation(16.28). It restorestheoriginal
versionof equation(16.27)andtheparagraphimmediatelyfollowing equation(16.28).

Numberof contracts � Facevalueof cashexposure
Facevalueof index

( β p 	 (16.27)

For a ratiohedge,

Numberof contracts � Facevalueof cashexposure
Facevalueof index

( β p�Optiondelta� 	 (16.28)

To illustrate,we will supposethaton 15 July a fund managerhasa £5 million portfolio with a betaof
1.15whichheintendsto hedgeby buyingLIFFE November1850put optionson theFTSE100index.
Theclosingindex on 15 July is 1825.0,andthefund managerintendsemploying a fixedhedge.The
numberof contractsto hedgetheportfolio is foundusing(16.27):



12

Page� 649 Exercise30 shouldreadasfollows:

30 You areobservethefollowing informationon 1 November:

Market valueof portfolio = £3m
Betaof portfolio = 1.09
SpotFTSE100index = 6920.0
LIFFE March6950put: premium = 53

delta = - 0.45

Calculatethe numberof contractsandthe costof putting on a fixed hedgeanda ratio hedge
usingtheLIFFE options.

Page 700 Theentryfor West(1988)shouldbeamendedto read:

West,K. (1988),‘Bubbles,FadsandStockPriceVolatility Tests’,Journalof Finance, 43,639–59.


