








• Life insurance companies and pension funds 
buy most corporate bonds

• Less than 1% of all corporate bonds are traded 
on organized exchanges



• At the end of 2007, the amount of corporate and 
foreign debt outstanding was $10.1 trillion, 
ranking the debt market second behind the 
market for corporate equity ($20.8 trillion).



• Only a small fraction of the bonds outstanding 
are traded each day. 



• Corporate bond pricing is not considered 
transparent.



• long-term claims against company assets
• face (par) value is $1,000
• coupon rate is the annual coupon payment (C) 

divided by a bond’s face value (F)
• fixed amounts paid to lenders for the life of the 

contract



• Vanilla bond



• Zero coupon bond



• Convertible bonds



• In an efficient market, the price of an asset 
equals the present value of its future cash flows.

• To calculate a bond’s price, follow the same 
process used to value any financial asset.



• Determine the required rate-of-return 
• Determine expected future cash flows – the 

coupon payments and par value
• Compute the current market value, or price (PB) 

by calculating the present value of the expected 
cash flows                                            
PB = PVCoupon Payments+ PVPar Value







• Calculator solution





• If a bond’s coupon rate is equal to the its yield, 
its price equals its face value; it is a par bond

• If a bond’s coupon rate is less than its yield, its 
price is less than its face value; it is a discount 
bond

• If a bond’s coupon rate is greater than its yield, 
its price is greater than its face value; it is a 
premium bond



• Most bonds issued in Europe pay annual 
coupons, most issued in the U.S. pay 
semiannual coupons

• Eq. 8.2 shows how to value bonds that pay semi-
annual coupons



• What is the price of a three-year, 5% coupon 
bond with a market yield of 8% and semi-annual 
coupon payments?



• Semiannual Compounding Example



• Zero coupon bonds do not make coupon 
payments but pay their face value at maturity

• The price (or yield) of a zero coupon bond is a 
special case of Equation 8.2, where all coupon 
payments equal zero 



• Pricing equation for a zero coupon bond

• Zero coupon bonds pay cash only at maturity 
and must sell for less than similar bonds which 
make periodic interest payments



• What is the price of a zero coupon bond with a 
$1,000 face value, 10-year maturity, and 
semiannual compounding?  The market rate on 
similar bonds is 12%.



• YTM



• In bond trading, the EAR is called the effective 
annual yield (EAY). The way to annualize a 
bond yield

• Simple annual yield is yield per period 
multiplied by the number of compounding 
periods; for bonds with annual compounding, 
simple annual yield = semiannual yield × 2



• An investor buys a 30-year bond with a $1,000 
face value for $800. The bond’s coupon rate is 
8% and interest payments are made semi-
annually. What are the bond’s yield to maturity 
and effective annual yield?



• Step 1:



• Step 2:



• Step 3:



• The return earned on a bond given the cash 
flows actually received by investor

• The interest rate at which the present value of 
actual cash flows generated by the investment 
equals bond’s price

• The realized yield is important because it allows 
investors to see what they actually earned on 
their investments.



• Bond theorems are statements about the math used 
in bond pricing.





• For a given change in interest rates, prices of 
lower-coupon bonds change more than prices of 
higher-coupon bonds.





• If interest rates are expected to increase, avoid 
long-term bonds – they will experience the 
largest price declines.

• If interest rates are expected to decline, buy 
zero-coupon bonds. Their prices will increase 
more than those of coupon-paying bonds. 



• Four features of debt instruments are 
responsible for most of the differences in 
corporate borrowing costs and determine the 
level and structure of interest rates:



• How quickly and easily a security can be sold at 
at low transaction cost and at fair market value



• The difference in yields between a highly 
marketable security (ihigh mkt) and a less 
marketable security (ilow mkt) is the marketability 
risk premium (MRP)

• U.S. Treasury bills are considered the most 
marketable of all securities



• Bond issuer’s option to purchase a bond from 
the bondholder at a predetermined price before 
maturity.



• The difference in interest rates between a callable 
bond and a non-callable bond is the call premium 
(CIP)

• Callable bonds sell for lower prices and higher 
yields than non-callable bonds

• Bonds paying high yields are more likely to be 
called when interest rates decline; these bonds have 
a high CIP



• Risk that a borrower may not make payments as 
promised

• Lenders are paid a default risk premium for 
purchasing securities with default risk

• The default risk premium (DRP) is the 
difference between the yield on a security with 
default risk, idr, and the risk-free rate, irf

• Yield on T-bills is a proxy for the risk-free rate.



• Individuals and small businesses rely on outside 
agencies for information on the default potential 
of bonds.



• The highest grade bonds have the lowest default 
risk and are rated Aaa or AAA.







• The term structure of interest rates



1. Ascending or normal yield curves slope 
upward from left to right and imply higher 
interest rates are likely

2. Descending or inverted yield curves slope 
downward from left to right and imply lower 
interest rates are likely

3. Flat yield curves imply interest rates unlikely 
to change



• Three factors that influence the shape of the 
yield curve



• The real rate of interest changes with the 
business cycle.



• If higher inflation is forecast, the yield curve will 
slope upward because longer-term yields will 
contain a larger inflation premium than shorter-
term yields

• If investors believe inflation will subside, the 
yield curve will slope downward



• The longer the maturity of a security, the greater 
its interest rate risk – the risk of selling the 
security at a lower price - and the higher its 
yield-to-maturity

• The interest rate risk premium adds upward 
bias to the slope of the yield curve





• In an economic expansion, the real rate of 
interest and the inflation premium increase 
monotonically .  Interest rate risk increases.

• In an economic contraction, the real rate of 
interest and inflation premium decrease 
monotonically.  Interest rate risk decreases.


