Notes on Chapter 10

Bond Valuation

The value of a financial asset is based on the present value of its future cash flows. 

A bond provides a stream of equal interest payments, unless it is zero coupon, plus a principal payment upon its maturity. The bond indenture is a lengthy, complicated legal document that spell’s out the borrowers’ responsibilities to individual lenders in a bond issue—contractual interest payments and redemption upon maturity.  

The yield to maturity is the required rate of return on a bond issue. It is the discount rate used in PV analysis of future interest payments and the principal payment upon maturity. The term is used interchangeably with market rate of interest and actuarial yield. The bond prices are inversely related to required rate of return and are more sensitive to decline in market yield to maturity than a rise in market yield to maturity. 

The yield curve shows interest rates at a specific point for all securities having equal risk but different maturity dates. Usually government securities are used to construct such curves. The yield curve is also referred to as the term structure of interest rate. The yield curve is used for higher risk bonds such is international bonds that are issued in a foreign currency. 

Forward interest rate reflects the future value of the interest rate based on market expectation. The forward rate can be higher than the current spot rate or lower than spot rate based on investors expectation.

Bond Innovation

Zero-coupon bonds are none interest bearing, and payment is paid in lump sum upon maturity. Issuer assumes reinvestment risk. Issues sold in Japan carried below market yield reflecting their tax advantage over conventional debt issue. Investors are especially attracted to these bonds when interest rate is high and expected to fall.

Convertible Bonds are convertible to common stocks of the issuing corporation at the option of holder based on a pre agreed conversion price.

Bonds with warrants give the holder of the bond option to buy more securities based on a preset price.

Currency option bonds include provisions to cover currency risk. Many countries with historically fluctuated currency, in order to create international demand for their bonds include this provision in their bonds. 

Perpetual bonds have no prescribed maturity date. They are redeemable at any time at the par value. Canadian and British government bonds are often perpetual. 

Serial Bonds have several maturity dates instead of one. Serial bonds are specially used in purchase of heavy equipments, trust financing, state and municipal issues. 

Portfolio managers normally create a data base of each of their bond holdings including issuer name, coupon rate and intervals of the payment, maturity dates, options and provision, credit rating, yield to maturity, duration and more. These information should be kept in the currency of issue and should be changed as any of the variable changes. 

