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titioners will find other situations in which contingent claims pricing models that
can be solved only with numerical techniques can be of use in analyzing complex
securities.
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DISCUSSION

SCOTT P. MASON*: This paper by John McConnell and Eduardo Schwartz
(M&S) concerns the pricing of Liquid Yield Option Notes (LYONs) through an
application of Contingent Claims Analysis (CCA). The paper is an excellent
example of the art of striking a balance between rigor and practicality in applying
CCA to real-world problems. I will try to keep my comments consistent with this
“trade-off” spirit of the paper since it is easy to describe (as M&S do) more
rigorous or elegant approaches to the LYON pricing problem.

The approach that M&S take is to treat the LYON as a single security which
is a function of the firm’s stock price. As discussed in the paper, it would be more
complete to recognize the role of interest rate uncertainty but the trade-off
between the practicality and increased accuracy of this approach is questionable.
At this junction I might have explored the possibility of viewing the LYON as a
callable/puttable unit comprised of a risky zero coupon bond and a warrant
which requires the use of the bond as scrip to exercise. The merit of this approach
is to underscore the fact that the LYON is made up of a warrant, not a call
option, and therefore has a dilutive effect on the firm’s equity. It is also true that
with this approach the discount rate for the risky discount bond must be specified
as opposed to a discount rate for the entire LYON.

Furthermore, with regards to M&S’s specification of a single risk adjusted
discount rate for the LYONSs problem, I would have specified the short risk free
rate of interest as time dependent in a manner consistent with the implied
forward rates in the U.S. Treasury term structure. I would have then priced the
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risky zero coupon bond off the yield of the risk free zero coupon bond of the same
maturity, possibly making the spread a function of time and the level of the stock
price.

The contribution of M&S’s work is its case-like treatment of the many practical
problems of applying CCA to the pricing of an actual complex security. My
comments simply serve to point out that there is more than one way to approx-
imate the CCA approach to the LYONSs pricing problem.
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