Chapter 6
Day count
	Defines the way in which interest accrues over time
	Day count convention
	Example

	Actual/Actual (in period)
	U. S. Treasury bonds
Euro-denominated and sterling bonds

	30/360
	U. S. Corporate and municipal bonds

	Actual/360
	U. S. Money market instruments
LIBOR rates, with the exception of the British pound which is quoted on the basis of actual/365



	Actual = number of days between dates
Relationship between cash price and quoted price of a T-bill
	P = 360/n (100 – Y)
		where	P = quoted price
			Y = cash price
			n = remaining life of the T-bill in days
Clean price
	Quoted price
Dirty price
	Cash price
	Y = Quoted price + Accrued interest since last coupon date
Conversion factor
	Defines the price received for the bond by the party with the short position
	Cash received = (Most recent settlement price × Conversion factor) + Accrued interest
[bookmark: _GoBack]Set equal to the quoted price the bond would have per dollar of principal on the first day of the delivery month on the assumption that the interest rate for all maturities equals 6% compounded semi-annually


Cheapest-to-deliver bond
	CTD bond is one for which:
		Quoted bond price – (Most recent settlement price × Conversion factor)
													...is least
Determining futures price
	F0 = (S0 – I)erT
		where	F0 = futures price
			S0 = spot price
			I = PV of the coupons during the life of the futures contract
			T = time until futures contract matures
			r = risk-free interest rate
Eurodollar
	Dollar deposited in a US or foreign bank outside the United States
Eurodollar futures contract
Futures contract on the interest that will be paid (by someone who borrows at the Eurodollar interest rate) on $1 million for a given time period
Eurodollar interest rate = LIBOR
Differences between Eurodollars futures contracts and FRAs
1. Difference between a Eurodollar futures contract and a similar contract where there is no daily settlement; the latter is a forward contract where a payoff equal to the difference between the forward interest rate and the realized interest rate is paid at time T1
2. Difference between a forward contract where there is settlement at time T1 and a forward contract where there is settlement at time T2
Convexity adjustment
	Forward rate = Futures rate – ½σ²T1T2
		where	T1 = time to maturity of the futures contract
			T2 = time to maturity of the rate underlying the futures contract
			σ = standard deviation of the change in the short-term interest rate in year 1


Using Eurodollars futures to extend the LIBOR zero curve
	Ri+1 =	Fi (Ti+1 – Ti) + RiTi
			Ti+1
		where	Fi = forward rate calculated from the ith Eurodollar futures contract
			Ri = zero rate for a maturity Ti
Duration-based hedge ratio/Price sensitivity hedge ratio
	N* = PDP / VFDF
		where	N* = number of contracts required to hedge against an uncertain change in yield
			VF = contract price for one interest rate futures contract
			DF = duration of the asset underlying the futures contract at maturity
			P = forward value of the portfolio being hedged at the maturity of the hedge
			DP = duration of the portfolio at the maturity of the hedge
A company in a position to lose money if interest rates drop should hedge by taking a long futures position; a company in a position to lose money if interest rates rise should hedge by taking a short futures position
