
An interest rate in a particular situation defines the amount of



At any specified time, there is a small spread between LIBID and

The Treasury rate is considered to be artificially low for a number of

1. Treasury bills and Treasury bonds must be purchased by financial
institutions to fulfill a variety of regulatory requirements.

treatment compared with most other fixed-income investments because

calculated by the ECB based overnight unsecured fixed rate deposit
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, tends to infinity is known
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what is paid at the end of the security life (minus the final coupon, if



Notes are issued in two-, three-, five- and 10-year terms. Conversely,

     

Definition

the cash flows on the bond equal to the market price of the bond.



 

until a sufficiently accurate value is reached.

Definition

     



     



The formula confirms that the par yield is 6.87% per annum.



First, defining a set of yielding products (e.g., coupon-bearing bonds).

4.3 that gives the prices of five bonds.

Because the first three bonds pay no coupons, the zero rates
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Definition

by the zero rates for the period of time between the end of the first year



Suppose that $100 is invested. A rate of 3% for the first year and 5%
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Definition

compounding frequency reflecting the lenght of the period to which

It leads to a cash flow to company X at time

at the fixed rate of

the fixed rate of



it will receive a fixed rate of 5% on a principal of $50 million for a

What are the cash flows for the lender and borrower if 3-month LIBOR

The cash flow to the lender will be

The cash flow at the

The cash flow to the party on the opposite side of the transaction will

when the FRA is first

The first promises that the LIBOR forward rate



first?

Because the value of the first FRA, where

Definition

Suppose that a bond provides the holder with cash flows

, is defined as



represents the present value of the cash flow

flow at time

Note that for the purposes of the definition of duration all

We do not use a different zero rate for each cash flow as we did for



Modified Duration

Modified Duration

modified duration

It allows the duration relationship to be simplified to

is zero), a financial

Consider the following figure



0), a financial

A five-year bond with a yield of 11% (continuously compounded) pays

 



A five-year bond with a yield of 11% (continuously compounded) pays



A five-year bond with a yield of 11% (continuously compounded) pays

A five-year bond with a yield of 11% (continuously compounded) pays

    



should reflect expected future short-term interest rates.

Borrowers, on the other hand, usually prefer to borrow at fixed rates

The compounding frequency used for an interest rate defines the



Many different types of interest rates are quoted in financial markets

LIBOR rate will be exchanged for a specified interest rate during a
specified future period of time.

Specifically

financial institutions to raise long-term rates so that forward interest


