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BONDS AND THEIR VALUE

What are bonds?  An Example
• One year ago, Yost Corporation borrowed 
money by issuing bonds.  Each bondholder 
lent the firm money for 10 years at a 10 
percent annual coupon. Yost Corporation 
pays each bondholder $100 per year and 
returns the principal ($1,000) back to the 
bondholder at the end of the 10 years, or 9 
years from today.
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Bond Terms
• Coupon: The stated interest payment made on a bond.

• Face Value:  The principal amount of a bond that is repaid ________ of 
the term.  Also called ______________.

• Coupon Rate:  The _______ coupon divided by the face value of a 
bond. 

• Maturity:  Specific date on which the principal amount of a bond (i.e., 
the face value) is repaid.

• Yield to Maturity (YTM):  The rate required in the ______ on the bond. 
This is quoted as an APR and is often not the same as the coupon rate.
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Calculating the Price of a Bond

• How do we calculate the price of a bond?

• The price of a bond is equal to the 
__________      ________ of the bond’s 
__________      _______________.
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Bond Valuation
• What was the price of the bond when it was issued if the 

yield to maturity was 10 percent?
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Bond Valuation
• What is the value of the bond now if the yield to maturity is 

10 percent?  7 percent?  13 percent?
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Bond Valuation Over Time

0 1 2 3 4 5 6 7 8 9 10 Years Since 
Issue

Bond 
Value

$1,195.46

$1,000.00

$846.05

Payment Frequency
• Now, assume that the bond makes semiannual coupon 

payments.  What is the value of the bond now if the yield 
to maturity is 10 percent? 
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Bond Yields

• What is a yield to maturity?

• What is a yield to call?

• What is a current yield?

An Example
• A recently issued $1,000 par value bond has 10 years to 

maturity and currently sells for $1,163.51.  It has a 6 
percent coupon rate, paid semiannually.  It is call-
protected for 5 years, after which it pays a call premium 
equal to an annual coupon payment, steadily declining 
thereafter.  What are the YTM, YTC, and current yield?
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Another Example
• There are two $1,000 bonds identical (i.e., same risk) 
except for their coupons and their prices.  Both have 3 
years to maturity and annual coupons.  The first has 
an 8 percent coupon rate and sells for $974.69.  What 
is its yield to maturity (YTM)?  

• The second bond has a 10 percent coupon rate.  If it 
has the same YTM as the first bond, what is its price?

• Which is better?
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What about zero-coupon bonds?
• What are they?

• How do I calculate their price?

• What is the price of a zero-coupon bond that has 
a face value of $1,000 and matures in 10 years, 
if the YTM is 8%? Assume semiannual 
compounding.
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Types of Bonds
• Coupon vs. Zero Coupon
• Corporate
• Treasury

• Bonds
• Notes
• Bills

• Municipal
• Foreign

Interest Rate Risk
• What is it?

• How is it minimized?

Value

Current Market 1-Year Bond 15-Year Bond

Interest Rate 10% coupon 10% coupon

5% $    1,047.62 $    1,518.98 

10% $    1,000.00 $    1,000.00 

15% $      956.52 $      707.63 

20% $      916.67 $      532.45 

25% $      880.00 $      421.11 
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Interest Rate Risk
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The Term Structure of Interest Rates

• Term Structure:  The relationship between interest rates 
and time-to-maturity of a debt security.
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The Term Structure of Interest Rates
• Term Structure:  The relationship between interest 
rates and time-to-maturity of a debt security.

• Yield on Bonds
• Real Interest Rate

• Inflation Premium

• Interest Rate Risk Premium

• Default Risk Premium

• Liquidity/Marketability Premium
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The Bond Contract
• Indenture

• Restrictive covenants

• Seniority
• Mortgage bonds

• First, second (or senior, junior)

• Debentures
• Debentures and subordinated debentures

Bond Features

• Call Provisions
• Call Premium
• Deferred Call
• Who benefits?

• Redeemable Bonds
• Who benefits?
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Bond Features
• Sinking Fund Provisions

• Lottery redemption at par
• Purchase in the open market
• Which should be chosen?

• Other Types of Bonds:
• Convertible
• Income
• Inflation Indexed
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Bond Ratings and Bond Spreads 
(Bloomberg, May 2019)

Long-term Bonds Yield (%) Spread (%)

10-Year Treasury 2.4024

AAA 2.9924 0.5900

AA 3.1606 0.7582

A 3.3685 0.9661

BBB 3.9413 1.5389

BB 5.8186 3.4162

B 6.6135 4.2111

Financial Distress

• Out-of-court Restructuring

• Chapter 11 Reorganization

• Chapter 7 Liquidation
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Corporate Bond Reporting
179

http://finra-markets.morningstar.com/BondCenter/

Government Bond 
Reporting
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http://www.wsj.com
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Differences Between Debt and Equity

• Debt

• Not an ownership interest

• Creditors do not have voting rights

• Interest is considered a cost of doing 
business and is tax deductible

• Creditors have legal recourse if interest 
or principal payments are missed

• Excess debt can lead to financial 
distress and bankruptcy

• Equity

• Ownership interest

• Common stockholders vote for the 
board of directors and other issues

• Dividends are not considered a cost 
of doing business and are not tax 
deductible

• Dividends are not a liability of the firm 
and stockholders have no legal 
recourse if dividends are not paid

• An all equity firm can not go bankrupt
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Chapter 8 Suggested Problems

• Concept Questions
• 1, 2, 5, 7, 8, 12, 16, and 17

• Questions and Problems
• 1, 2, 3, 7, 8, 19, 20, 21, and 28 (parts a and b only)
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Example #1

• I just purchased a $1,000 zero-coupon bond that 
matures in 8 years.  If the yield-to-maturity is 6.5%, 
how much did I pay?
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Example #2

• You are considering purchasing a $1,000 Alpha Corp. 
bond at par.  The bond has a 10% coupon rate, paid 
semiannually, and matures in 4 years.  What is its 
YTM?
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Example #3

• Beta Enterprises is issuing 10 year bonds with a face 
value of $1,000.  The coupon rate is 10%, paid 
semiannually.  What is the price of the bond if the YTM is 
8%?
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Example #4

• Gamma Corporation bonds are selling for $1,386.09.  They 
have a face value of $1,000 and a current yield of 
7.2145%.  If the YTM is 5%, interest is paid annually, and 
the bond has 10 years to maturity, what is the coupon rate?
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