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This chapter takes what we have learned about the time value { of bond yields
of money and shows how it can be used to value one of the most
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L common of all financial assets, a bond. It then discusses bond fea-
tures, bond types, and the operation ©f the ond market
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PARY 4  Vaiung Slocks and Bonds

M BONDS AND BOND VALUATION
When u corporation (or government) wishes (o borrow money from the public on 2 long-
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term busis, it usuully does so by issuing, or selling. debt securities thut are generically called
bonds, In this section, we describe the various features of corparate bonds and some of the
terminology associated with bonds. We then discuss the cash flows associated with a bond
and how boads can be valued using our discounted cash [low provedure.

Bond Features and Prices
As we mentioned in our previous chapler. a bond is normally an interest-only loan, meaning

that the borrower will pay the intercst every period, hut none of the principal will be repaid
until the end of the loan, Suppose the Beck Corporation wants 1o borrow $1,000 for 30
vears, The interest rate on similar debt fssued by similar cospotations is 12 percent. Beck
will thus pay .12 x $1.UOU = $120 in interest every year for 30 pears. Al lhe end ol 30 years,
Beck will repay the $1000. As this example suggests, a bond js a fairly simple financing ar-
ranzement. There is, however, a sich jargon associated with bonds, so we will use this exam-

ple to define some of the more important teras.
In our example, (ke $120 regular interest payments that Deck promises (o make are

called the bond's coupons. Because the coupan is constant and paid every year, the type ol
band we are deseribing is sometimes called a lwed rovpen bone. The amount that will be re-
paid at the end of the loan is called the bond's face valwe o par value. As in our example,
thas par value s usvally $1000 for corporate bumds, and o bond that sells for its par value 15
called a pur wlpe bomd. Guvernment bonds frequently have much larger lace, or par, values.
Finally, the annugl coupon divided by the face value is called the caupor rate on the bond; in
this case, because $120/81,000 = 12, or 12 pereenr, the bond has a 12 pereent coupon rare,
The number of vears umel the face valve is paid is called the bond's time 1o maturity, A
(<}

corpurile bond will [requently Jave o malurity o 30 vears when il is unigizally tssued. but this
varies. Cnce the bond hes heen issued. the sumber of years to maturity declines as time goes by.
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this case, because $120/$1,000 =

The number of years undl
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Bond Values and Yields

As time passes, interest rates change in the marketplace. The cash Mlows from a bond, how-
ever, slay the same. As a result, the value of the bond will Muctuate, When interest rates rise,
the present value of the bond's remaining cash flows declines, and the bond is worth less,
When interest rates fall, the bond is worth more.

To determine the value of a band at a
number of periods Temaining until maturity,

terest rale for bonds with similar features,

particular point in time, we need to know the
bond is called

s the face value, the coupon, and the market in-
This interest rate required in the markel ona
the bond's yield to maturlty {YTM). This rate is sometimes called the bond's
yield for shart. Given all this information, we can calculate the present value of the cash
flows as an estimate of the bond’s ¢urrent marker vilue,

For example, suppose the Xanth (pronounced "z
10 years to maturity. The Xanth bond hus an annual
vield to maturity of & percent. Based on our precedi
$80 per year for the next 10 years in coupen intere

the ewner of the bond. The cash [lows from the by
this bond sell for?

anth”) Co. were 1o issue a bond with
| coupon of $80. Similar bonds have a
ng discussion, the Xanth bond will pay
st In 10 vears, Xanth will pay $1.000 o

ond are shown in Figure 6.1, What would
As illustrated in Figure 6.1, the Xanth bond's cash flows have an annuity component
(the coupons) and a lump sum (the face value paid at maturity). We thus estimate the mar-
ket value of the bond by caleulating the present value of these WO components sepatately
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Year

Coupon
Face Value

a . OF par,
As shown, the Xanth bond has an annual coupon of §
10 yeers.

e of the
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$1,000 paid in 10 years is:

Present value = $1,000/1.08" = $1,000/21589 = $46319

\st
Second, the bond offers S80 per year for 10 years; the present value of this annuity stream
Prasent value = $80 x (1 — 11.08™) .08
tymid = $80 x (1 — 121588).08
= $80 X 67901
- $536.81

We can now add the values for the two parts together 1o get the bond's value:
Total bond value = $46319 + 536.81 = $1,000

'mlshmdsellsrormmyluﬁmvnhm.“ﬁs\snma neid The going in rake n \he
markel is 8 percent. Considered s an interest-only loan, what interest rate does this band have?
With an $80 coupon, this bond. Pays exactly 8 percent interest only when it sells for $1.000.
To illustrate what h as i FAtes change, suppose that a year has gone by,
The Xanth bond now has 9 YRALS 10 maturity, If the interest rate in the market has Tsen o
10 pervent, what will the bund be worth?

! To find out, we Tepeal the
Uons with 9 years instead of 10, and a 10

present value caleula.
percent yield instead of an § pereent yield, Firs
the present value of the S1O0O0 paid in 9 years at |0 pereent is: . )
Present value = $1,000/140" = $1.000/2.3579 = $a2440
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Total bond valus = $46319 4 536.81= $1,000
. This bond sells for exactly its face value. This is not a coincidence, The
! _mifﬂmm 8 percent. Considered us an interest-only loan, what interest rmﬁ?baﬂ:;m
~ With an $30 coupon. this bond pays cxactly 8 percent intercst only when it sells for $1,000.

L To illustrate what happens as interest rates change, suppose that a year has gone by.
~ The Xanth bond now has 9 years to maturity. I the interest rate in the market has risen o
10 percent. what will the bond be worth? To find out, we repeat the present value Gileula:
tions with 9 years instead of 10, and & 10 percent yield instead of an 8 percent yield. First,

the present value of the §1,000 paid in 9 years at 10 percent is:

Present value = $1,000/110" = $1,000/2.3579 = $424.90

ity stream at 10 percent is:

Annuity pmu:ﬂmlue=m X {1 — 110790

= B8O x {1 = 1/2.3579)110
=580 x 57590

= “ﬁﬂ.ﬂ

, can now add the values for the two parts Together 1o gel the hand’s value:

1al bond value = $424.10 4 460,72 = sas4.02

e ad-ﬁcil for about 3885, In the vernacular, we say that this hond, “,
pon, is priced to vield 10 percent at $845. . -

s, hond now sells for ess {han its §LOO0 face value. Why! The

et s interestonly loan of 1,000, this bund unly
i « than the going rate, ivestors aic o

Sacand, the bund now offers $80 per year for nine years; the present value of this annu- o
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A good bond site to visit is
www.bloomberg.com
Imarkets/rates-bonds,
which has loads of useful
information.

PART 4 Valuing Stocks and Bonds

willing to lend something less than the $1,000 promised repayment. Because the bond sells
for less than face value, it is said to be a discount bond.

The only way to get the interest rate up to 10 percent is to lower the price to less than
$1,000 so that the purchaser, in effect, has a built-in gain. For the Xanth bond, the price of
$885 is $115 less than the face value, so an investor who purchased and kept the bond would
get $80 per year and would have a $115 gain at maturity as well. This gain compensates the
lender for the below-market coupon rate.

Another way to see why the bond is discounted by $115 is to note that the $80 coupon
is $20 below the coupon on a newly issued par value bond, based on current market condi-
tions. The bond would be worth $1,000 only if it had a coupon of $100 per year. In a sense,
an investor who buys and keeps the bond gives up $20 per year for nine years. At 10 percent,
this annuity stream is worth:

Annuity present value = $20 x (1 — 1/1.10%/10
= $20 x 57590
= $11518

This is the amount of the discount.
What would the Xanth bond sell for if interest rates had dropped by 2 percent instead

of rising by 2 percent? As you might guess, the bond would sell for more than $1.000. Such
a bond is said to sell at a premitm and is called a premitm bond.

This case is the opposite of that of a discount bond. The Xanth bond has a coupon rate
of § percent when the market rate is now only 6 percent. Investors are willing to pay a pre-
mium to get this extra coupon amount. In this case, the relevant discount rate is 6 percent,
and there are nine years remaining. The present value of the $1,000 face amount is:

ik . o, 1 e o o B e P puiikugy hifis



of rising by 2 percent? As you might guess, the bond would sell b:';relthmr;;(;v Such
u bond is said to sell at a premium and is called a premium bond, :

This case is the opposite of that of a discount bond, The Xanth bond has a coupon rate
of 8 percent when the market rate is now only 6 percent. Investors are willing to pay  pre-
mium to get this extra coupon amount. In this case, the relevant discount rate is 6 percent,
and there are nine years remaining. The present value of the $1,000 face amount is:

Present value = $1,000/1.06° = $1,000/1,6895 = $591.90

The present value of the coupon stream is:

Annuity present value = $80 x (1 — 1/1.06°)/.06
= $80 x (1~ 1/1.6895)/.06

= $80 x 6.8017
= $544.14
We can now add the values for the two parts together to get the bond’s value:

Total bond value = $591.90 + 544.14 = $1,136.03
re about $136 in excess of par value. Once again, we can

The total bond value is therefo
verify this amount by noting that the coupon is now $20 too high, based on current market
conditions. The present value of $20 per year for nine years al 6 percent is:
Annuity present value = $20 x (1— 1/1.06%)/.06
= $20 x 6.8017

= $136.03

This is as we calculated. :
Based on our examples, we can now write the general expression ior the value of a
f F paid at maturity, (2) a coupon of C paid per period,

bond. If a bond has ( 1) a face value 0 ity :
(3) 1 periods to maturity, and (4) a yield of r per period. its value is:



The present value of the coupon stream is:

Annulty present value = $80 x (1~ V/1.06°)/.06
= $80 x (1 — 1/1.6895)/.06
= $80 x 6.8017
= $544.14

We can now add the values for the two parts together to get the bond’s value:

Total bond value = $591.90 + 544.14 = $1,136.03

Th? totzfl bond value is therefore about $136 in excess of par value. Once again, we can
verify this amount by noting that the coupon is now $20 too high, based on current market

conditions. The present value of $20 per year for nine years at 6 percent is:

Annuity present value = $20 X (1 — 1/1.06°)/.06
= $20 x 6.8017

= $136.03

This is as we calculated.

Based on our examples, we can now write the general expression for the value of a
bond. If a bond has (1) a face value of F paid at maturity, (2) a coupon of C paid per period,
(3) 1 periods to maturity, and (4) a yield of r per period, its value is:

Bond value = C x [1—1/(1+ 0y + F(1+1)"
Present value +  Present value [6.1]
of the face amount

Bond value =
of the coupons
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CHAPTER 6 Interest Rates and Bond Valuation

m&mlannual Coupons

In practice, bonds issued in the United States usually make coupon payments twice a year. So, if an
ordinary bond has a coupon rate of 14 percent, then the owner will get a total of $140 per year, but
this $140 will come in two payments of $70 each. Suppose we are examining such a bond. The
yield to maturity is quoted at 16 percent.

Bond yields are quoted like APRs; the quoted rate s equal to the actual rate per period multi-
plied by the number of periods. In this case, with a 16 percent quoted yield and semiannual pay- /

ments, the true yield is 8 percent per six months. The bond matures in seven years. What is the
bond’s price? What Is the effective annual yleld on this bond?

Based on our discussion, we know that the bond will sell at a discount because It has a cou- /
pon rate of 7 percent every six months when the market requires 8 percent every six months. So, If /
our answer Is equal to or exceeds $1,000, we know that we have made a mistake.

To get the exact price, we first calculate the present value of the bond's face value of $1.000 |
paid in seven years. This seven-year period has 14 periods of six months each. At 8 percent per |
period, the value Is: [

Present value = $1,000/1.08"* = $1,000/2.9372 = $34046
The coupons can be viewed as a 14-period annuity of $70 per pericd. At an 8 percent discount rate,
the present value of such an annuity is:
Annuity present value = $70 x (1 — 1/1.08%/.08
= $70 x (1 - .3405)/.08

= $70 x 8.2442
l = $57710

The total present value gives us what the bond should sell for:
Total present value = $340.46 + 57710 = $91756

To calculate the effective yield on this bond, note that 8 percent every six manths Is equivalent to:

D
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The total present value glves us what the bond should sell for;
Total present value = $340.46 + 57710 = $917.56
To calculate the effective yleld on this bond, note that 8 percent every six months is equivalent to:
Effective annual rate = (1 + .08)? — 1= 1664, or 16.64%
The effective yield, therefore, Is 16.64 percent.

rates always move in  Online bond calculators
and interest rate
information are available

As we have illustrated in this section, bond prices and interest
opposite directions. When interest rates rise, a bond’s value, like any other present value,
will decline. Similarly, when interest rates fall, bond values rise. Even if we are considering

a bond that is riskless in the sense that the borrower is certain to make all the payments, at money.cnn.com/data

j JE i i i ; /bonds and www

there is still risk in owning a bond. We discuss this next. bankrate.com

Interest Rate Risk

The risk that arises for bond owners from fluctuating interest rates is called interesi rate risk.
How much interest rate risk a bond has depends on how sensitive its price is to interest rate
changes. This sensitivity directly depends on (Wo things: the time to mzztflrizy and the c‘aw
pon rate. As we will see momentarily, you should keep the following in mind when looking

at a bond:

1. All other things being equal, the longer t the greater the interest

he time to maturity,

rate risk.
2. All other things being eq
risk.

ual, the lower the coupon rate, the greater the interest rate
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Interest rate risk and time to maturity

Bond
value ($)
2090 [ s17e862
30-year bond
1,500
$104762 1-year bond
it il $016.67
l
500 l $50211
!
1 | i 1 _ Interest
5 10 15 0 o rate()

Value of a Bond with a 10 Percent Coupon Rate for Different Interest Rates and Maturities

Time to Maturity
Interest Rate 1 Year 30 Years
5% $104762 $1.76862
10 1000.00 100000
15 35652 610

20 91667 5021
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‘We illustrate the first of these two points in Figure 6.2. As shown, we compute and plot
prices under different interest rate scenarios for 10 percent coupon bonds with maturities of
1 year and 30 years. Notice how the slope of the line connecting the prices is much steeper (

for the 30-year maturity bond than it is for the 1-year maturity bond. This steepness tells us
that a relatively small change in i

rates will lead to a substantial change in the bond's
value. In comparison, the one-year bond’s price is relatively insensitive to interest rate
changes.

Intuitively, we can see that the reason that longer-term bonds have greater interest rate
sensitivity is that a large portion of a bond's value comes from the $1,000 face amount. The

present value of this amount isn't greatly affected by a small change in interest rates if the
amount is to be received in one year. Even a small ch

inthei rate, h , onee
itis compounded for 30 years, can have a significant effect on the present value. As a result,
the present value of the face amount will be much more volatile with a \ongerterm bond.

The other thing to know about interest rate risk is that, like most things in finance and
£Conomics, it increases at a decreasing rate. In other words, if we compared a 10-year bond
to a l-year bond, we would see that the 10-year bond has much greater interest rate tisk.
However, if you were to compare a 20-year bond to a 30-year bond, you would find that the

30-year bond has somewhat greater interest rate risk because it has a longer maturity, but
the difference in the risk would be fairly small,

The reason that bonds with lower coupons have greater interest rate risk is *asY 10 un-
derstand. As we discussed earlier, the value of a bond depends on the present value of s
coupons and the present value of the face amount. If two bonds with different COUPON rales
have the same maturity, then the value of the one with the lower coupon is proporuonately



CHAPTER 6 |ntsrastRatesandBdealmﬁon
more dependent on the face amount to be Teceived at maturity. As a result, all other things
being equal, its value will fluctuate more as interest rates change. Put another way, the bond
With the higher coupon has a larger cash flow early in its life, so itg value is less sensitive to
changes in the discount rate,
Bonds are usually not issued with m
rates have led to the

aturities longer than 30 years. However, low interest

issuance of bonds with much longer maturities, In the 1990s, Walt

Disney issued “Sleeping Beauty” bonds with a 100-year maturity. Similarly, BellSouth (now

known as AT&T), Coca-Cola, and Dutch bankj giant ABN AMRO all issued bonds with

Ar maturities. These companies wanted to lock in the historically low interest rates for

g time. The current record holder for ctorporations appears to be Re
Bank, whi

public National
maturity. Before these fairly recent issues, it

tina’
defaulted three times in the past 23 years,
We can illustrate the effect of interest rate risk usin
following table provides some basi

g a 100-year BellSouth issue. The
¢ information on this issue. alon,
cember 31, 1995; May 6, 2008: and Feb:

€ with its prices on De.
ruary 1, 2018,
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5 Change in
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Rate 12/31/95 5/6/08 1995-2008 2/1/18 2008-2018
2095 7.00% $

1.000.00 $1,008.40 ]
——— N Mn9o HBA% $116a21

at, however, they fell even
A percent and then gained an additional
P ngs illustrate that longer-term bonds have significant interest
rate risk.
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$95514 = $80 x =1+ nsyr 4 $1,000/(1 4 r)*

where r is the unknown discount rate, or yield to m,
one unknown, but we cannot solve for re
trial and error (or. better yel, a spre,
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aturity. We have one equation here
xplicitly. The only way to find the g
adsheet or financial calculator).
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PART 4  Valuing Stocks and Bonds

We can speed up the trialand-error process by using what we know about bond prices
and yields. In this case, the bond has an $80 coupon and is selling at a discount. We thus
know that the yield is greater than 8 percent. If we compute the price at 10 percent:

T

Bond value = $80 X (1— 1/110°)/10 + $1,000/1.10° e

= $80 x 4,3553 + $1,00011.7716

= $912.89 } ‘
Current marketratesare At 10 percent, the value we calculate is lower than the actual price, so 10 percent is too high.
avallable at www The true yield must be somewhere between 8 and 10 percent. At this point, it’s “plug and
-bankrate.com. chug” to find the answer. You would probably want to try 9 percent next. If you did, you

L would see that this is, in fact, the bond’s yield to maturity. i |
current yield A bond’s yield to maturity should not be confused with its current yield, which is a
A bond's coupon payment  bond’s annual coupon divided by its price. In the example we just worked, the bond’s annual
divided by its closing coupon was $80 and its price was $955.14. Given these numbers, we see that the current
A “ yield is $80/8955.14 = 0838, or 8.38 percent. which is less than the yield to maturity of 9
percent. The reason the current yield is too low is that it only considers the coupon ‘pohi
of vour return; it doesn't consider the built-in gain from the price discount. For a prem
bond, the reverse is true, meaning that current yield would be higher because it ignores

 built-in loss.. |
‘Our discussion of bond valuation is summarized in Table 6.1 =

CurrentEvents i,




built-in loss.
Our discussion of bond valuation is summarized in Table 6.1.

Current Events

A bond has a quoted price of $1,080.42. It has a face value of $1,000, a semiannual coupon of $30,
and a maturity of five years. What is its current yield? What is its yield to maturity? Which is bigger?
Why?

Notice that this bond makes semiannual payments of $30, so the annual payment is $60. The
current yield is thus $60/$1,080.42 = 0555, or 5.55 percent. To calculate the yleld to maturity, refer

back to Example 6.1. Now, in this case, the bond pays $30 every six months and it has 10 six-month
periods until maturity, So, we need to find r as follows:

$1080.42 = $30 X [1 — (1 + Yr + $1,000/(1 + 1)®

After some trial and error, we find that r is equal to 2.1 percent. But the tricky part is that this 2.1 per-
cent is the yield per six months., We have to double it to get the yield to maturity, so the yield to /

maturity is 4.2 percent, which is less than the current yield. The reason is that the current yield ig-
L neres the bullt-in loss of the premium between now and maturity.

/
I}

TABLE 6.1 I. Finding the value of a bond

Summary of bond 2::?;3!% =CxX[1 =11 +0Vr+F(1 +1f
valuation C = Coupon paid each period
r = Rate per period
t = Number of periods
F = Bond's face value
Il. Finding the yield on a bond
Given a bond value, coupon, time to maturi

ty, and face value, it is possible to find the implicit
discount rate, or vield to maturity, by trial a

nd error onlv. To do this, try different discount rates




HOW TO CALCULATE BOND PRICES AND YIELDS USING A FINANCIAL  MEAREZL U

CALCULATOR HINTS

Many financial calculators have fairly sophisticated built-in bond valuation routines. However, these vary
quite a ot in implementation, and not all financial calculators have them. As a result, we will illustrate a
simple way 10 handle bond problems that will work on just about any financial calculator.
To begin, of course, we first remember to clear out the calculator! Next, for Example 6.3, we have
two bonds to consider, both with 12 years to maturity. The first one sells for $935.08 and has a 10 per-
cent coupon rate. To find Hs yield, we can do the following:

Enter 12 100  -93508 1,000
Nl PMT v v

Solve for 11

that here we have entered both a future value of $1,000, representing the bond’s face value,
ent of $1,000, or $100, per year, representing the bond’s annual coupon.
e bond's price, which we have entered as the present

Notice

and a payment of 10 perc

Also notice that we have a negative sign on thi
value.

For the second bond, we now know that the relevant yield is 11 percent. It has a 12 percent coupon

and 12 years 1o maturity, 50 what's the price? To answer, we enter the relevant values and solve for the

present value of the bond's cash flows:

12 11 120 1,000
N (A4 PMT PV FV

Enter

Solve for -1,06492
(continued)
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HOW TO CALCULATE BOND PRICES AND YIELDS USING A FINANCIAL
- CALCULATOR

Many financial calculators have fairly sophisticated built-in bond valuation routines. However, these vary
quite a lot in implementation, and not all financial calculators have them. As a result, we will illustrate a
simple way to handle bond problems that will work on just about any financial calculator.

To begin, of course, we first remember to clear out the calculator! Next, for Example 6.3, we have
two bonds to consider, both with 12 years to maturity. The first one sells for $935.08 and has a 10 per-
cent coupon rate. To find its yield, we can do the following:

Enter 12 100 -935,08 1,000
N (Y PMT PV FV

Solve for 11

Notice that here we have entered both a future value of $1,000, representing the bond's face value,
and a payment of 10 percent of $1,000, or $100, per year, representing the bond’s annual coupon.
Also notice that we have a negative sign on the bond'’s price, which we have entered as the present
value.

Far the second bond, we now know that the relevant yield is 11 percent. It has a 12 percent coupon
and 12 years to maturity, so what's the price? To answer, we enter the relevant values and solve for the
present value of the bond’s cash flows:

Enter 12 11 120 1,000
N Iy PMT PV FV

Solve for - 106492
(continued)

CALCULATOR

HINTS
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174 part 4 Valuing Stocks and Bends a
There s an Important detail that comes up here. Suppose we have a bond with a price of $902.29,10 “

years to maturity, and a coupon rate of 6 percent. As we mentioned earlier, most bonds actually make
semiannual payments. Assuming that this is the case for the bond here, what's the bond's yield to matu-

rity? To answer, we need to enter the relevant numbers like this:
30 -902.29
Y

Enter 20
”"‘T {

1,000
| W

Solve for
Notice that we entered $30 as the payment because the bond actually makes payments of $30 every
six months. Similarly, we entered 20 for N because there are actually 20 six-month periods. When we

solve for the yield, we get 3.7 percent, but the tricky thing to remember is that this is the yield per six
months, so we have to double It to get the right answer: 2 x 3.7% = 74 percent, which would be the

bond's reported yield.

LI 338 HOW TO CALCULATE BOND PRICES ANDYlELDS US\NG A :
SPREADSHEET

STRATEGIES
Like financial calculators, most spreadsheets have fairly elaborate routines available for calculating
hond values and ylelds, many of these routines involve detals that we have not discussed, However

selting up a simple spreadsheet to calculate prices or yields is straightforward, as our next two

spreadsheels show:
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I 331 HOW TO CALCULATE BOND PRICES AND YIELDS USING A -

= STRATEGIES SPREADSHEET ’
Like most have fairly routines for b

E bond values and yields; many of these routines involve details that we have not discussed. However, m
setting up a simple spreadsheet to calculate prices or yields is straightforward, as our next two
spreadsheets show: q

Using a spreadsheet to calculate bond yields

[ [ [ I

N
Suppose we have a bond with 22 years to maturity, a coupon rate of 8 percent, and a price of 3\
4

$960.17. If the bond makes semiannual payments, what is its yield to maturity?

Settlement date: 1100

Maturity date: 122

Annual coupon rate: .08
Bond price (% of par): | 96.017 {
Face value (% of par)y 100
Coupons per year: 2
Yield to maturity: | 084

8

The fonnu}a entered in cell B13is = YIELD(B7, BS. B9,

price are entered as a percentage of face value

(continued)

L Type here to search
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Usl
ng a spreadsheet to calculate bond values

Suppose we have m n
a bond with 22 years to f 8 pel and a yield to
atur‘dy a co!
‘ ‘ v upon rate of 8 percent i

Settlement date: 1M1/00
Maturity date: 11122

Annual coupon rate: .08

Itm EaIII.ﬁII Yield to maturity: .09
IE’IIELJEEM Face value (% of par): 100
Coupons per year: 2

Bond price (% of par): 90.49

The formula entered In cell B13 Is = PRICE(E7, B8, B9, B10, BT, B12); notice that face value and bond

pri_ceJ are. E’J,tf.ffﬂ.ﬁff percentage od igce \-_'alue.
YA AT I I I

ztes, a settlement date and a maturity date. The
d. and the maturity date is the day the bond
<o dates, so we have to make
t picked 1/1/2000 (January 1,
ate. Any two dates would
K with. Finally, no-
y provide

notice that we had o enter two d
| the date you actually pay for the bon
t of our problems, we don't explicitly have the
hag 22 years 10 maturity, we jus
as the maturity d
articularly easy to wor
terms and then explicitl

In our spreadsneets.
settlement date is Jus
actually matures. In mos
them up. For example, because our bond
2000) as the cettlement date and 1/1/2022 (January 1, 2022)
o asv jong as they were exactly 32 years apart. but these 8re p
{er the caupon rate and yield to maturily in

tice that we frad Lo e
It /ﬁf d’ﬂnﬂnﬂ nnumﬁnm e W

annual

the FH
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MORE ON BOND FEATURES

Qi < ‘Excel
In this section, we continue our discussion of corporate debt by describing in some f\em\ k‘hﬁ\!‘
the basic terms and features that make up a typical long-term corporate bond. We. discuss coverage online
additional issues associated with long-term debt in subsequent sections.

Securities issued by corporations may be classified roughly as equity securities and debt
securities. AUthe crudest level, a debt represents something that must be repaid; i is the re-
sult of borrowing money, When corporations borrow, they generally
larly scheduled interest payments an
principal). The person or firm maki

Promise 10 make regu-
tion borrowing the money is called

creditor, or lender
the debtor, or borrower.
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me a . - . 3
financial point of view, the main differences between debt and equity are the

following:
1. Debt is not an ownership interest in the firm. Creditors generally do not have voting

Information for bond
investors can be found at power.
www.investinginbonds ian"
i 2. The corporation’s paymcm of i'ntcrcst on debt is considered a cost of doing business
tax deductible. Dividends paid to stockholders are nof tax deductible.
3. Unpaid debt is a liability of the firm. If it is not paid, the creditors can legally claim
the assets of the firm. This action can result in liquidation or reorganization, two of
the possible consequences of bankruptcy. Thus, one of the costs of issuing debt is the
possibility of financial failure. This possibility does not arise when equity is issued.

and is fully

ebt or equity. Suppose a corporation is-
orate income if. and only if,

primarily a legal and seman-

Is It Debt or Equity?

Sometimes it is not clear il a particular security is d

sues a perpetual bond with interest payable solely from corp
a debt is hard to say and is

earned. Whether or not this is really
would have the final say.
that have many fea-

‘ourts and 1axing authorities
adept at creating exotic, hybrid securities
netion between debt and equity is

d as debt. Obviously. the disti
s. S0, one redson that corporations try 0 create a debt secu-
4in the ax benefits of debt and the bankruptcy benefits of

tic issue. C

Corporations dre Very
tures of equity but are treate
yery important for tax purpose

is really equity 15 10 obt
a residual claim.

rity thal
equity. S
le. equity represents an ownership interest, and it 18
after debt holders. As a result, the risks and benefits
ample, note that the

As a general ru
give one ¢x

This medns that equity holders are paid
and equity

associated with owning debt
- “Vels A\ e \

are different. To



As a general rule, equity re
This means th

Long-Term Debt: The Basics

Ultimately, all long-term debt securities a
pal when

tinguish these securities from one another. We discus:
some of these features next.
The maturity of g long-term de

bt instrument is the length of time the debt remains
outstanding with some unpaid balance, Debt securities can be sho

of one year or less) or long term (with mat

1s sometimes referred to as unfunded debt 2

rt term (with maturities
urities of more than on,

€ year).' Short-term debt
Debt securities are typically called no

is a secured debt, However, in common usage, the word hond refers to all kinds of secured
and unsecured debt. We will, therefore,
lerm debt.

continue to use the term generically to refer to long-
The two major forms of long-

term debt are public issue and priv.
trate on public-issue bonds. Most of w
long-term debt as well. The main diffe

—_—

hat we say about them holds

ate issue. We concen-
rence between public-issye an

true for private-issue,

d private-issue debt is
There is no universally agreed-upon distinetion between shortterm and lon
refer 10 intermediate-term debt, which has o maturity of more than | yearand less than 310 §
The word funding is part of the jurgon of finance, It generully refers
"fund” its debn requirements may be replacing shoreter

e-term debt. In addition, people often

- Or even 10, years
> the long term Thus, a firm planning 10
m debt with longterm debt
1o search
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~)
(o3}



