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Let’s say | am a stockist of winter
Clothes. In anticipation of a severe

winter, | have stocked clothes in excess.

My biggest concern is whether | will be

able to sell all these before the onset of

summer.




If summer steps in earlier than

expected, then | will have to lower the

price to clear the stock




But if winter gets more severe and prolonged, then | could charge a

premium for the goods that | have in stock and since | have a large

supply, | would make more money.




Thus, the behavior of an external factor has a major impact on the

prices | charge.

In the light of this example, lets understand the concept of

“modified duration”.




Modified Duration by definition expresses the sensitivity of the price
of a bond to a change in interest rate. The change in interest rate

can be linked with the season change as explained in the previous

example.




If the modified duration of a debt fund is less, it is similar to having

less stock so that even if the interest rates were to change, the

Impact on price would be less.




On the other hand, if the modified duration is higher, it would be

like having excess stock so that if interest rates were to change,

the impact on prices would be large.




So higher the modified duration, higher is the risk of price

fluctuation and lower the modified duration, the lower would be

the price fluctuation.




Basically, the price of a bond and the interest rate have an
Inverse relationship, i.e. if the interest rates rise, the price of the

bond would fall and vice versa.

The modified duration explains the extent of rise or fall in bond

price, given a change in interest rate.




Mathematically, CHANGE IN PRICE OF A BOND IS THE
ARITHMETIC PRODUCT OF MODIFIED DURATION OF THE
BOND AND CHANGE IN EXTERNAL INTEREST RATE.




So, iIf a Fund Manager feels that the interest rates are going to

rise (similar to expecting the summer setting in sooner than

expected), he would reduce the modified duration of the

portfolio. Alternatively, if he feels that the interest rates are
to fall (similar to expecting the winter to last longer),
he will maintain a higher duration and benefit from the

fall in interest rates.




Having understood the concept let us now use modified

duration to calculate the change in price of a bond

for a given change in interest rate.




CHANGE IN BOND PRICE =
| - MODIFIED DURATION X % CHANGE IN YIELD /

Simgle. h The negative sign in this equation indicates inverse relationship

between change in yield and change in bond price.




For example, if the modified duration of a bond is 5 and yield is

expected to fall by 2% in a year, expected change in price of the

bond (on account of change in yield) can be calculated as

CHANGE IN BOND PRICE =-5*-2% = + 10%.




Similarly, if the modified

duration of a bond is 5 and yield
IS expected to rise by 2% in a
year, expected change in price of

the bond can be calculated as

CHANGE IN BOND PRICE =-5* 2% = - 10%.
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Some key points about modified duration:

1. A “Bond” with a lower “modified duration” implies that the
“returns” are more from accrual income than from capital gains.

2. A “Bond” with a higher “modified duration” implies that the

“returns” are more from capital gains than from accrual income.

Maturity remaining the same a high coupon yielding bond would

have a lower duration and hence be less sensitive to changes in

external interest rates as compared to a low coupon yielding bond.




Hope you have understood

the concept of

Modified Duration.




Thinking of Investment

Contact
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The views expressed in this lesson are for information purposes only and do not construe
to be any investment, legal or taxation advice. The lesson is a conceptual representation
and may not include several nuances that are associated and vital. The purpose of this
lesson is to clarify the basics of the concept so that readers at large can relate and
thereby take more interest in the product / concept. In a nutshell, Professor Simply Simple
lessons should be seen from the perspective of it being a primer on financial concepts.
The contents are topical in nature and held true at the time of creation of the lesson. This
Is not indicative of future market trends, nor is VEcoSys IMF Pvt. Ltd. attempting to predict
the same. Reprinting any part of this material will be at your own risk. vEcoSys IMF Pvt.

Ltd. will not be liable for the consequences of such action.

Mutual Fund investments are subject to market risks,

read all scheme related documents carefully.




