
                                                       Assignment 2 (Monday the 11th November)

1. The price value of a basis point will be the same regardless if the yield is increased or decreased by 1 basis point. However, the price value of 100 basis points (i.e., the change in price for a 100-basis-point change in interest rates) will not be the same if the yield is increased or decreased by 100 basis points. Why?

2. Calculate the requested measures in parts (a) through (f) for bonds A and B (assume that each bond pays interest semiannually):

	
	Bond A
	Bond B

	Coupon
	8%
	9%

	Yield to maturity
	8%
	8%

	Maturity (years)
	2
	5

	Par
	$100.00
	$100.00

	Price
	$100.00
	$104.055



[bookmark: OLE_LINK1](a) What is the price value of a basis point for bonds A and B?
(b) Compute the Macaulay durations for the two bonds.
(c) Compute the modified duration for the two bonds.
(d) Compute the approximate duration for bonds A and B using the shortcut formula by changing yields by 20 basis points and compare your answers with those calculated in part (c).
(e) Compute the convexity measure for both bonds A and B.
(f) Compute the approximate convexity measure for bonds A and B using the shortcut formula by changing yields by 20 basis points and compare your answers to the convexity measure calculated in part (e).


4. Answer the below questions for bonds A and B.

	
	Bond A
	Bond B

	Coupon
	8%
	9%

	Yield to maturity
	8%
	8%

	Maturity (years)
	2
	5

	Par
	$100.00
	$100.00

	Price
	$100.00
	$104.055



(a) Calculate the actual price of the bonds for a 100-basis-point increase in interest rates.
(b) Using duration, estimate the price of the bonds for a 100-basis-point increase in interest rates.
(c) Using both duration and convexity measures, estimate the price of the bonds for a 100-basis-point increase in interest rates.
(d) Comment on the accuracy of your results in parts b and c, and state why one approximation is closer to the actual price than the other.
5. State why you would agree or disagree with the following statement: As the duration of a zero-coupon bond is equal to its maturity, the price responsiveness of a zero-coupon bond to yield changes is the same regardless of the level of interest rates.


7. State why you would agree or disagree with the following statement: If two bonds have the same dollar duration, yield, and price, their dollar price sensitivity will be the same for a given change in interest rates.


9. The November 26, 1990, issue of BondWeek includes an article, “Van Kampen Merritt Shortens.” The article begins as follows:

“Peter Hegel, first v.p. at Van Kampen Merritt Investment Advisory, is shortening his $3 billion portfolio from 110% of his normal duration of 6½ years to 103-105% because he thinks that in the short run the bond rally is near an end.”

Explain Hegel’s strategy and the use of the duration measure in this context.



11. What are the limitations of using duration as a measure of a bond’s price sensitivity to interest-rate changes?


13. You are a portfolio manager who has presented a report to a client. The report indicates the duration of each security in the portfolio. One of the securities has a maturity of 15 years but a duration of 25. The client believes that there is an error in the report because he believes that the duration cannot be greater than the security’s maturity. What would be your response to this client? 


17. Consider the following portfolio:

	Bond
	Market Value
	Duration (years)

	W
	$13 million
	2

	X
	$27 million
	7

	Y
	$60 million
	8

	Z
	$40 million
	14



(a) What is the portfolio’s duration?
(b) How would you lower the duration of your portfolio? Which bond do you get rid of? (not in book question)
(c) What is the new duration of your portfolio?(not in book question)





Bond portfolio management

Assignment 1: Redo and send in the question we did in class on hedging a bank. 
	 

Questions:

1. Why might the investment objective of a portfolio manager of a life insurance company be different from that of a mutual fund manager?

2. What is the essential ingredient in all active portfolio strategies?

14. Answer the below questions.

(a) What is an active portfolio strategy?
(b) What will determine whether an active or a passive portfolio strategy will be pursued?


15. What are the limitations of using duration and convexity measures in active portfolio strategies? In an active portfolio context



16. Below are two portfolios with a market value of $500 million. The bonds in both portfolios are trading at par value. The dollar duration of the two portfolios is the same.

	Issue
	Years to Maturity
	Par Value (in millions)

	Bonds Included in Portfolio I 

	A
	2.0
	$120

	B
	2.5
	$130

	C
	20.0
	$150

	D
	20.5
	$100 

	Bonds Included in Portfolio II 

	E
	9.7
	$200

	F
	10.0
	$230

	G
	10.2
	$  70 



Answer the below questions.

(a) Which portfolio can be characterized as a bullet portfolio?
(b) Which portfolio can be characterized as a barbell portfolio?
(c) (c) The two portfolios have the same dollar duration; explain whether their performance will be the same if interest rates change.
(d)  If they will not perform the same, how would you go about determining which would perform best assuming that you have a six-month investment horizon?

23. The following excerpt is taken from an article titled “MERUS to Boost Corporates,” which appeared in the January 27, 1992, issue of BondWeek, p.6:

MERUS Capital Management will increase the allocation to corporates in its $790 million long investment-grade fixed-income portfolio by $39.5 million over the next six months to a year, according to George Wood, managing director. MERUS will add corporates rated single A or higher in the expectation that spreads will tighten as the economy recovers and that some credits may be upgraded.

What types of active portfolio strategies is MERUS Capital Management pursuing? And what do they think about interest rates?



