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Chapter 6: Duration and Convexity

Main Content

o Macaulay duration
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e Convexity
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Section 6.1: Macaulay duration

M In the reality of companies with thousands of claims, thousands of accounts, thousands of bonds and other investments such
as insurance companies or banks, the company may have to sell bonds to meet unexpected obligations at various times, and it
also faces interest rate risk.

B The concept of duration gives the investment manager a measure of the company's interest rate risk and a tool to manage
that risk by matching the assets and liabilities of the entire portfolio.

B There are two related types of duration: Macaulay duration and modified duration.

W A simple way to describe the Macaulay duration of an investment is: it is the weighted average time over which the
investment payments will be made.

Example of weighted average explanation. Let x1, xp, ..., x, be a set of n real numbers and wy, ws, ..., w, be a set of n
positive real numbers such that wy + wp + - - - + wy, = 1. The weighted average of x1, x2, . . ., x, with the weights
Wi, W, ..., Wy is the sum xwy + xpwp + - - - + Xpw,. For example, the weighted average of the numbers 1, 2, and 3 with

weights 0.5, 0.3, 0.2, respectively, is 0.5(1) + 0.3(2) + 0.2(3) = 1.7.

M For an investment that has n cash flows

Time in years t ty t3 . th
Contributions (&} G G . Cp
the Macaulay duration (J) is a weighted average of the times of payment: t;, tp, ..., ty .

B The weights are based on the present values of the cash flows. The total present value (or price) of this investment is:
P=30 Ctk vk The weight for the payment at time ty is just the present value of that payment ka vtk divided by the
total present value (P):
tk t
e = Cy v _ Ce v
[
P 2oy Cy vk

Note that wy + wp + w3 + - -+ + wy = 1.
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Section 6.1: Macaulay duration

W The Macaulay duration is defined as:

d=tiw) +towy + - - + thw,

Ce vt (] Gt vt
1 2 n
=t ttp —— et ——
1 2 P n )
Gyl 4 G 4ty Gt 0t Gtk
B P X, Gy vk
B For n equally—spaced cash flows,
Time in years 1 2 3 n
Contributions (e} G G Cp

the duration (or Macaulays duration)

= Z 1JC v U
d= /= = J Jjw
i, Gl Z zk 1cku ,Zl
Cjuj . R
where w; = W satisfy wj > 0 and 307 ; wj =1

Notes.
M The units of the duration are years.

B The Macaulay duration is a measure of the price sensitivity of a cashflow to interest rate changes.

u w;j is the fraction of the present value of contribution at time j over the present value of the-whole cashflow:-

Prof. Mohamad Alghamdi ACTU 371 April 30, 2025 4



Section 6.1: Macaulay duration

Example.  An investment pays 1000 at the end of year two and 1000 at the end of year 12. The annual effective rate of
interest is 8%. Calculate the Macaulay duration for this investment.

Solution. .
n : -2 —12
- TG 2)(1000)(1.08 + (12)(1000)(1.08
d= Z‘Fl ERi X X ) (2 X ) = 5.165633881s years
=2, Gy (1000)(1.08)—2 + (1000)(1.08) 12

Theorem. Let r > 0. If the Macaulay duration of the cashflow

Time in years 1 2 3 . n

Contributions G G C3 e Cp
is d, then the Macaulay duration of the cashflow

Time in years 1 2 3 . n

Contributions rCy rCy rCs e rCp

Proof. The duration of the modified cashflow is

F:lf'leJ _ Z;':1jcj”j _g
Z}’:l rCjvJ EJ’?ZI Gl

Example. The Macaulay duration of a 10-year annuity-immediate with annual payments of $1000 is 5.6 years. Calculate the
Macaulay duration of a 10year annuityimmediate with annual payments of $50000.

Solution. Note that 50000 = 1000 X 50, so from the above theory where r = 50, we have that the duration of both cash flows
is 5.6 years.
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Section 6.1: Macaulay duration

Theorem. If the Macaulay duration of the cashflow

Time in years 1 2 3 . n
Contributions G G G e Cp
is d, then the Macaulay duration of the cashflow
Time in years t+1 t+2 t+3 t+n
Contributions C Co C3 . Cp
ist+d.
Proof. The duration of the modified cashflow is
R R oD > R TR RV DD S YD /Y TS v/ 2V o L
ZJ'-':1 G Ef:1 G J"':1 G J"':1 G f’:1 G

Example. The Macaulay duration of a 10-year annuity-immediate with annual payments of $1000 is 5.6 years. Calculate the
Macaulay duration of a 10-year annuity-due with annual payments of $5000.

Solution. Since the cashflow of an annuity-due is obtained from the cashflow of an annuity-immediate by transfaring payments 1
year, the answer is 5.6 — 1 = 4.6 years.
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Section 6.1: Macaulay duration

Theorem. Suppose that two cashflows have durations d; and db, respectively, present values P; and P, respectively. Then,
the duration of the combined cashflow is

i Py di+ Py dy
P1+ P>
Proof. Suppose that the considered cashflows are
Time in years 1 2 3 . n
Contributions G G G S Cp
Time in years 1 2 3 . n
Contributions Dy D, D3 e D,
Then, the combined cashflow is
Time in years 1 2 3 . n
Contributions C + Dy G+ Dy C3+ D3 . Cn+ Dp

We have that P; = Zle le/J and P, = Zle Djuj. By definition of duration,

PRI STETNDY SV NP Y UL P SV
2}1:1 Gl Py J,:]:l Djvi Py
Hence, . . .
G 2}7:11(9'*[71')“_’ _ f:lfcj"/_Jer:lij"./ _ B+ P
J’.’:I(Cj + Dj)ul Z}’:l CJ'I./J + ZJ"’:]. Djv P+ Py
Note that di Py = an%’lcfyjm = zlejcjvf and o Py = ZF%’QD/"JPZ = zj'.':ljojuf
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Section 6.1: Macaulay duration

Note. By induction the previous formula holds for a combination of finitely many cashflows. Suppose that we have n cashflows.
The j-the cashflow has present value P; and duration . Then, the duration of the combined cashflow is

i1 Pid;
Zj":l Pj

Example.  An insurance has the following portfolio of investments:

(i) Bonds with a value of $1,520,000 and duration 4.5 years.

(ii) Stock dividends payments with a value of $1,600,000 and duration 14.5 years.
(iii) Certificate of deposits payments with a value of $2,350,000 and duration 2 years.
Calculate the duration of the portfolio of investments.

Solution. The duration of the portfolio is

S Pid; 4.5)(1, 520, 000) + (14.5)(1, 600, 000) + (2)(2, 350, 000
f1 Pid; _ (4.5)(1,520,000) + (14.5)(1, 600, 000) + (2)(2, ) _ 6351005484 years
Z}’:l P; 1, 520, 000 + 1, 600, 000 + 2, 350, 000
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Section 6.1: Macaulay duration

_ (la)y—~
Theorem. The Macaulay duration of a level payments annuityimmediate is d = —oli
Tnli

Proof. We have that d = ==~

Example.  Calculate Macaulay the duration of a 15-year annuity immediate with level payments if the current effective interest
rate per annum is 5%.

Solution. The Macaulay the duration is

(l)EEe;  73.66768937
— sI% RO 7 007313716
sy 1037965804

F——nv"
n|

Remember. (Ia)ﬁ = 7

Theorem. The duration of a level payments perpetuity-immediate is

- oo jPud
Proof.  We have that d = M =
PuJ

=1

Example.  Suppose that the Macaulay duration of a perpetuity immediate with level payments of 1000 at the end of each year
is 21. Find the current effective rate of interest.

Solution. We have that d = 2 =21 = 1+/=21i = 20i=1=i= % =5%
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Section 6.1: Macaulay duration

Theorem. The duration of n year bond with r% annual coupons, face value F and redemption value C is

Proof.  We have the cashflow

Time in years 1 2 . n—1

Contributions Fr Fr . Fr

the duration is .
Fr Zlejvj + Cnv" B Ff(’&)m-}- Cnv"
Fr 27:1 v+ Cun Fran—“Jr Cun

d=

Example.  Megan buys a 10-year 1000-face-value bond with a redemption value of 1200 which pay annual coupons at rate

7.5%. Calculate the Macaulay duration if the effective rate of interest per annum is 8%.

B Fr(la)T+Cnu"
Solution. We have that d = ol

Franl—l.FCu" ' S0
—10
§= (1000)(0‘075)("’)10\8% +(1200)(10)(1.08) _ (75)(32.68691288)5568.321857 _ 4 pongoancg
- (1000)(0-075) a5z (1200)(1.08)—10  ~ (75)(6.710081399)+555.8321857  '°
o
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Section 6.2: Volatility (Modified duration)

B The modified duration (also referred to as the volatility) represents the rate of change in price as a percent of price.

M The modified duration () is defined as the negative of the derivative %, divided by the price P:
po G _ P dmP)
P P di

W We know that P = 330, Gl = 3301 G(1+ 1)/, then P = 530 Gi(—j)(1 + i) ~U*D). So the modified duration is

_ Xlaigrt
> G
_, Zf:lfcj”{'
2 G
=vd Remember. d = M
i Gy

B The modified duration measures the loss of present value of the cash flow as i increases relative to the present value of the
cash flow.

B The modified duration is measured in years.

M Since 7 = vd, we have that the modified duration satisfies some of the properties of the duration. Suppose that we have n
cash flows. The j-the cashflow has present value Pj and duration vj . Then, the duration of the combined cashflow is

Z}’:l Pz
Pj

b=
n
j=1
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Section 6.2: Volatility (Modified duration)

Example. A portfolio consists of four bonds. The prices and modified durations of the four bonds are given by the table:

Bond Present value Modified duration in years
Bond A $ 15050 4.3

Bond B $ 10350 10.4

Bond C $ 67080 7.6

Bond D $ 16750 6.5

Find the modified duration (or the volatility) of the whole portfolio.

Solution. 7 =

>, P
j=1 Fj7j _ (15050)(4.3)+(10350)(10.4)-+(67080)(7.6)+(16750)(6.5)

S P 15050+10350-+67080+ 16750 = 7.241948183 years

M Since P, i > 0, is a decreasing function of i, then In(P) is a decreasing function of i. Hence,

. i+1
c_dne) P S G
di P S, Gyl

v

This implies that if G; > 0for1 < j < n, # >0
M Note that

P =30 G+ )70 = P =50, G (=)= + D)1+ )7 = 50, G+ 1)pU*) > 0 for each
i > 0. This implies that P is a decreasing convex function (concave upward) on i.
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Section 6.2: Volatility (Modified duration)

M Let h be change rate in interest rates (h close to zero), so we say interest rates change from i into i + h. Let P(i) be the
present value of a portfolio, when i is the effective rate of interest. By a Taylor expansion,

P(i + h) & P(i) + P’ (iYh = P(i) + (—P(i)h) = P(i) — P(i)oh = P(i)(1 — oh) = P(i)(1 — vdh)

Example. A portfolio of bonds is worth 535000 at the current rate of interest of 4.75%. Its Macaulay duration is 6.375.
Estimate the value of the portfolio if interest rates decrease by 0.10%.

Solution. We have P = 535000, i = 4.75%, d = 6.375 and h = —0.10%. From P(i + h) &~ P(i)(1 — vdh), we have

1
P(0.0475 — 0.0010) & 535000(1 — ———— (6.375)(—0.001)) = 538255.9666
(1.0475)

B If interest rates change from i into i + h, the percentage of change in the present value of the portfolio is

P(i + h) — P(i) ~ P(i)(1 — vdh) — P(i) _ P(i)(1 — vdh — 1) 1 pdh— 1= —vidh = —vh
P(i) P(i) P(i)

Example. A bond has a volatility of 4.5 years, at the current annual interest rate of 5%. Calculate the percentage of loss of
value of the bond if the annual effective interest rate increase 250 basis points.

Solution. Note: 1 basis point 1[1)—0% = 0.01%, so when you say "the annual effective interest rate increases 250 basis points,” it
means the rate rises by %% = 2.5%.

Now, we have v = 4.5 and h = 2.5%, so the percentage of change is —vh = —(4.5)(2.5%) = —0.1125 = —11.25%. The
bond loses 11.25% of its value.
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Section 6.2: Volatility (Modified duratio

Remember. The price of a bond decreases as the rate of interest increases.
B Suppose that you believe that interest rates will drop soon. You want to make a benefit by buying a bond today and selling it
later for a higher price. The profit you make is
P(i 4+ h) — P(i)
where i is the interest you buy the bond and i + h is the interest rate when you sell the bond.
Notice that you make a benefit if h < 0 (i.e. interest falls and therefore price rises). The rate of return in your investment is
P(i + h) — P(i)
P(i)

~ —0vh

B Of all the possible bonds, you will make the most profit by investing in the bond with the highest possible volatility.

Example.  Suppose that you are comparing two five-year bonds with a face value of 1000, and are expecting a drop in yields of
1% almost immediately. The current yield is 8%. Bond 1 has 6% annual coupons and bond 2 has annual 12% coupons. You
would like to invest 100,000 in the bond giving you the biggest return.

(1) Which would provide you with the highest potential gain if your outlook for rates actually occurs?

(2) Find the duration of each bond.
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Section 6.2: Volatility (Modified duration)

Example.  Suppose that you are comparing two fiveyear bonds with a face value of 1000, and are expecting a drop in yields of
1% almost immediately. The current yield is 8%. Bond 1 has 6% annual coupons and bond 2 has annual 12% coupons. You
would like to invest 100,000 in the bond giving you the biggest return.

(1) Which would provide you with the highest potential gain if your outlook for rates actually occurs?
(2) Find the duration of each bond.

Solution. We have F = C = 1000, n=5,i =8% and h = —1%
(1) For Bond 1: r = 6% and Fr = 60
The price of the bond 1: P = (60) 5|59 T (1000)(1.08) ~° = 920.15

The price of the bond 1 after the change of interest rates: P = (60) 3|79 T+ (1000)(1.07) ™% = 959.00

The gain is 959.00 — 920.15 = 38.85. The percentage of change is % =4.22%

For Bond 2: r = 12% and Fr = 120

The price of the bond 2: P = (120) 589 T (1000)(1.08) ~% = 1159.71

The price of the bond 2 after the change of interest rates: P = (120) ag|,,, + (1000)(1.07 —5 = 1205.01
517%

The gain is 1205.01 — 1159.71 = 45.30. The percentage of change is W =3.91%

Bond 1 is a better investment than bond 2 ’

(2) For Bond 1: the price P = 920.15 and its Macaulay duration is

Fr(la);r; + v 60(1a)gpger + (1000)(5)(1.08) >

Fran—“+ Cun 6035755 + (1000)(1.08) >

d= = 4.4393

For Bond 2: the price P = 1159.71 and its Macaulay duration is

120(Ja)g g + (1000)(5)(1.08) ~5

d= = 4.1103
12035155 + (1000)(1.08)—5
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Section 6.3: Con

The convexity of the cashflow

Time in years 1 2 o n
Contributions G G . Cp

is the second derivative of price with respect to interest rate, expressed as a percent of price:

P Sl GG+t
P i Gy

Note. As was mentioned in connection with modified duration, this formula is based on equally spaced cash flows.

Notes.
W Convexity is measured in years 2,

W Convexity is typically measured in percentage change in price per unit change in yield squared.

W Convexity measures the rate of change of the volatility (Modified duration):

=2 =
vT —c¢

di di P P2 P2 P P P

d d P’ PP — PP PP (P')? P P'\2
dp_dF __PFP-PP__ N
B The second order Taylor expansion of the present value with respect to the yield is:

2 2

2
P(i 4+ h) = P(i) + P'(i)h + %P"(i) = P(i) — oP(i)h + %EP(i) = P(i)(1 — oh+ %e)

’ 1
p=-0 =P =-Piadc=F- =P/ =Pc
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Section 6.3: Con

B Using duration and convexity, we measure of how sensitive the present value of a cash flow is to interest rate changes and we
have the following Taylor expansion:
2
h
P+ h) & P()(1 = h+ —-2)

The percentage change in the PV of a cashflow is

i i N1l—-o ﬁE— i - c— 2
PUTH PO PO ot B P PO BEo L, 2,

P(i) - P(i) P(i )

B Convexity can be used to compare bonds. If two bonds offer the same duration and yield but one exhibits greater convexity,
the bond with greater convexity is more affected by interest rates.

Example. A portfolio of bonds is worth 350000 at the current rate of interest of 5.2%. Its modified duration is 7.22. Its
convexity is 370. Estimate the value of the portfolio if interest rates increase by 0.2%.

Solution. We have that P = 350000 i=5.2% h=02%, 7 =722and ¢ =370
From P(i + h) &~ P(i)(1 — oh+ £22), we have P(5.2% + 0.2%) & (350000)(1 — (7.22)(0.2%) + & “’) (370)) = 345205
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Section 6.3: Con

Example.  Calculate the duration, the modified duration and the convexity of a $5000 face value 15-year zero-coupon bond if
the current effective annual rate of interest is 7.5%.

Solution. Remember.  For zero-coupon bond, the price is P = F v". Now, we have n = 15, F = 5000 and i = 7.5%, so
P =5000(1 + i)~ '® = P’ = 5000(—15)(1 + i)~ '® = P"" = 5000(—15)(—16)(1 + i)~ *"

For i = 7.5%, we have

5000(—15)(1+7) ~ 10

i o pl
(1) The modified duration: 7 = — 5 = 5000(1+7)— 15

= 15(1 + 7.5%) ! = 13.95348837 years

(2) The duration: d = (1 + i)7 = (1.075)(13.95348837) = 15 years

P!’ 5000(—15)(—16)(1+i) 17

o= P! 1\ —2 _ 2
(3) The convexity: & = &5 = 5000(11 )15 = (—15)(—16)(1 + 0.75) 78.36734694 years “.

Example.  Calculate the duration, the modified duration and the convexity of a level payments perpetuity-immediate with
payments at the end of the year if the current effective annual rate of interest is 5%.

Solution. For perpetuity-immediate , we have P = é =P =

R

’ ;
(1) The modified duration: o = 7% =—-—F=5=

(2) The duration: d= (1+/)p = (1.05)(20) = 21 years.

(3) The convexity: ¢ = 5 = = 800 years 2

__2
2 (0.05)2
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Section 6.3: Convexity

Example. A 100 par value 3 year bond pays annual coupons at a rate 7% coupon rate (with annual coupon payments). The
current annual effective interest rate is 7%.

(1) Calculate the duration, the modified duration and the convexity of the bond.

(2) If the interest rate change from 7% to 8%, what is the percentage change in the price of the bond?

(3) Using the duration rule, including convexity, what is the percentage change in the bond price?

Solution. We have F = C =100, r = 7%, n = 3, i = 7% and Fr = (100)(7%) = 7.
(1) The cashflow is

Time in years 1 2 3
Contributions 7 7 7+100

SIGY (W)(1.07) 7! + ()(7)(1.07) 2 + (3)(107)(1.07)

The duration: d = - = = 2.808018 years
Sr, G (7)(1.07)~1 4 (7)(1.07)—2 4 (107)(1.07)—3
The modified duration o = vd = ﬁ = % = 2.6243 years.
il j+2 _ _ _
The convexity: ¢ = =197 P02 g m@won S mE@ENon e @ .o —5

1 Gl (7)(1.07)— L 1(7)(1.07) — 24.(107)(1.07) — 3 = 9.58944 years.

(2) If i = 7%, the price of the bond is P = Fr ap; + C(1+i)"" =7 3179 + (100)(1.07) 3 = 100
If i = 8%, the price of the bond is P =7 359, + (100)(1.08) 3 = 97.4229
The change in percentage is W = —2.5771%.

2
3) The estimation in the change in percentage is —h + "¢ = —(2.6243)(0.01) + %92 (9 58044) = —2.576353%
2 2
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