Chapter 4
LIBOR
	London Interbank Offered Rate
Reference interest rate designed to reflect the rate of interest at which banks are prepared to make large wholesale deposits with other banks
Assumed relevant risk-free rate rather than treasury rate
LIBID
	London Interbank Bid Rate
	Rate at which banks will accept deposits from other banks
Repo
	Repurchase agreement
Contract where an investment dealer who owns securities agrees to sell them to another company now and buy them back later at a slightly higher price; the other company is providing a loan to the investment dealer
Repo rate
	Interest rate
	Difference between the price at which the securities are sold and the price at which they are repurchased
Measuring interest rates
	A(1 + R/m)mn							where	A = principal
										R = interest rate
										n = nb. of years
										m = compounding frequency
Continuous compounding
	Zero rate: AeRn
	Rc = m × ln(1 + Rm/m)	and	Rm = m(eRc/m – 1)	where	Rc = rate w/ continuous compounding
Rm = equivalent rate with compounding m times per annum.
Future value interest factor
	eRc × t/12 							where	t is in months
Present value interest factor
	e–Rc × t/12
Determining treasury zero rates/spot rates
	Bond principal = Bond price × eR × t/12
	Solve for R (to cancel out e, multiply by ln on both sides; exponent becomes numerator)
Forward rate
	Rate of interest for a future period which is implied by current zero rates

							where 	R = zero rate
										T = time in years
										RF = forward rate
If the zero curve is upward (downward) sloping, then the forward rate will be higher (lower) than both the spot rates
Forward rate agreement (FRA)
Over-the-counter agreement designed to ensure that a certain interest rate will apply to either borrowing or lending a certain principal during a specified future period of time
Where RK is paid:
Value of the FRA = L(RF – RK)(T2 – T1)e–R2T2
	Where RK is received:
		Value of the FRA = L(RK – RF)(T2 – T1)e–R2T2
where 	RK = rate of interest agreed to in the FRA
										RF = LIBOR forward rate
										RM = actual LIBOR interest rate
										L = principal underlying the contract


Duration
	Measure of how long on average the holder of the bond has to wait before receiving cash payments
	Assumes that y is expressed with continuous compounding
	Applies only to small changes in yield

	
Modified duration
	Assumes that y is expressed with a compounding frequency of m times per year
	D* = D/(1 + y/m)
Convexity
	Used instead of duration for large yield changes
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