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Summary: Model

Swap spread P ≡ P S/P B

Preferred-habitat investors Qt(τ) = −α(τ) log Pt(τ) − θ0(τ) −
K∑

k=1
θk(τ)βk,t

Arbirageurs max
{Xt(τ)}∞

τ=0

[
Et(dWt) − a

2 Var(dWt)
]

where dWt =
∫ ∞

0
Xt(τ)

(
dPt(τ)
Pt(τ) − ct

)
dτ

Market clearing Xt(τ) + Qt(τ) = 0
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Suggestion #1: Demand function of preferred-habitat investors

Cash

βt

Swaps

Bonds

Cash

aggregate demand factor βt ↑

Swaps
Pt(τ)

Bonds

Qt(τ) = −α(τ) log Pt(τ) − θ0(τ) −
K∑

k=1
θk(τ)βk,t

log Qt(τ) = −α(τ) log Pt(τ) − θ0(τ) −
K∑

k=1
θk(τ)βk,t
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Suggestion #2: Arbitrageurs

Numéraire = bonds?

dWt =
∫ ∞

0
Xt(τ)

(
dPt(τ)
Pt(τ) − ct

)
dτ

dWt =
∫ ∞

0
Xt(τ)

(
dP F

t (τ)
P F

t (τ)
− ct

)
dτ
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Summary: Results

Calibration:

Direction Short-to-intermediate group prefers to pay fixed (banks and corporates)

Long maturity prefers to receive fixed (PF&I)

Elasticity Inelastic demand

elasticity(PF&I)<elasticity(banks&corporates)<elasticity(funds)

Counterfactuals:

Demand shock to one sector greatly affects swap prices and another sector’s hedging cost
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No arbitrage =⇒ underestimation of demand elasticity

Fuchs, Fukuda, and Neuhann (2024): No arbitrage =⇒ prices co-move in substitutable assets
=⇒ less rebalancing =⇒ underestimation of demand elasticity

This paper: uses ’relative price’ P ≡ P S/P B to get around the issue

’Relative price’ may have its own issues..

Current discussion is probably insufficient:
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Suggestion 3: Explicitly model substitution

Qt(τ) = −α(τ) log P F
t (τ) + β(τ) log P B

t (τ) − θ0(τ) −
K∑

k=1
θk(τ)βk,t

Current paper assumes α(τ) = β(τ)

QB
t (τ) = −αB(τ) log P B

t (τ) + βB(τ) log P F
t (τ) − θ0(τ) −

K∑
k=1

θB
k (τ)βk,t

dWt =
∫ ∞

0

[
Xt(τ)

(
dP F

t (τ)
P F

t (τ)
− ct

)
+ XB

t (τ)
(

dP B
t (τ)

P B
t (τ)

− cB
t

)]
dτ

Xt(τ) + Qt(τ) = 0

XB
t (τ) + QB

t (τ) = 0
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Summary

Rich results!

Main suggestions:

Sharpen the interpretation of ’relative price’

Explicitly model substitution with bonds
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