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This relationship can be expressed mathematically as follows:
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where
P, = Price of the bond
I, = Interest payments
P, = Principal payment at maturity
t = Number corresponding to a period; running from 1 to n
n = Number of periods
Y = Yield to maturity (or required rate of return)

The first term in the equation says to take the sum of the present values of the inter-
est payments (I,); the second term directs you to take the present value of the principal
payment at maturity (P,). The discount rate used throughout the analysis is the yield
to maturity (Y). The answer derived is referred to as P, (the price of the bond). The
analysis is carried out for n periods.

Let’s look at an example:
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