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bonds” durations and convexities
may be critical. Given two bonds
with the same price and maturity,
an investor would normally pre-
fer the bond with the lower dura-
tion. If their durations were also
similar, an investor would prefer
the bond with the higher convex-
ity.

Applications of duration and con-
vexity have been extended 1o fi-
instruments other than
tional straight bond. M
sures of inerest-rate  sensitivity
have become instrumental in
evaluating portfolios, projects and
overall assets and liabilities. Du-
ration and convexity have also
been used w evaluate individual
securities such as stocks, which
theoretically have an infinite ma-
turity. Variations of the siraight
bond—bonds with indefinite but
bounded maturities—have also
been evaluated with duration and
convexity, This note focuses on
one such bond variation—the
callable, convertible bond. Before
examining this variam, we reex-
amine the case of the callable
bond.

Duration and Convexity of
Callable Bonds
Duration and convexity have
been applied w callable bonds.*
One can measure the duration
and convexity of callable bonds in
three ways. (1) Ignore the call
fearure and value the bonds using
maturity dates. (2) If the bond
sells at a discount, value it using
the maturity date, but if i sells at
4 premium, value it using the call
date, (3) Break the callable bond
into twWo COmPponents as follows

Eq. 5
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