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Duration and Convexity

priced ‘ Duration measures bond price sensitivity for a 1% change in yield

Note that Modified Duration (D) is similar to the gradient of the price vs
yield graph. The diagram shows that D and the gradient are very
similar, but not identical. Convexity allows for a price adjustment.

Formulae

Approx % change = -D x Ay
tangent slope

$ change = -D xAy* x price

D = modified duration

Actual tangent y = yield (*in decimals)
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C — convexity effect %
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Example

A 10-year bond has a modified duration of 6 years and is currently
trading at HK$9,850. What will the bond price be if the yield
decreases by 0.1%?

$ change = -D x/\ y x price

-6 x -0.001 x 9,850

59.1

Therefore, new bond price will be HK$9,909.10
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