Bond Valuation Calculation Exercise—Using ST 6-1, pg. 264
We discount a bond’s interest stream and its principal repayment (as those are the only two types of cash flows coming to us as investors) when doing a “second opinion,” “theoretical price,” or value estimate for a bond.

Info given in problem about Lahey’s bonds:  $1,000 par value (which is always the FV)

8% coupon rate -> $80 (moving decimal one place to the right), which will be PMT because it occurs each year.  This assumes annual compounding.
Bond has 12 years until maturity, from today, so 12 is N.

a. (1) the required return is 7% a year – this is I/YR, the discount rate.

[ ] C ALL

1 [ ] P/YR

80 [PMT]

1000 [FV]

12 [N]

7 [I/YR]

Press [PV] -> -1,079,43 or $1,079.43
This is what we’d be willing to pay for the bond today.
Is this a discount or premium price?

Why a premium price resulting here?  Because the discount rate < the coupon rate.

     a. (3) 10% discount rate:


Change the I/YR to 10, press [PV]-> $863.73.  Discount or premium? This is because the discount rate is now > the coupon rate.


Part c. (3) 10% discount rate:



2 [ ] P/Yr


12[N] [ ] [N]


10 [I/YR]

divide PMT by 2 -> $80/2 -> $40 [PMT]


Press [PV] -> -862.01 (lower than with annual because bond selling at discount)
Bond Yield-To-Maturity Calculation Exercise – Using Real-World Data
Now, we are determining what the required return is, given the bond’s price, coupon rate, maturity, and $1,000 par value received at maturity.

Example:  Rally’s bonds are priced at 63 in the Wall St. Journal.  The coupon rate is 11%, and they have 3 years remaining until maturity.  What is their YTM, based on semi-annual compounding?


[ ] C ALL


2 [ ] P/Yr


3[N] [ ] [N]


630 [+/-] [PV]   (reason:  63 is a percent of par, dollar price is .63 x 1000)

1000 [FV]

11% coupon rate is $110 per year; divide by 2 -> $110/2 -> $55 [PMT]


Press [I/YR] -> 30.75% 

Comment:  bond investors were very concerned that Rally’s would default on these bonds.  They were junk bonds at the time of this quote, which represents a real situation.  As it turned out, Rally’s did not default, and investors that bought at almost a 31% yearly return did very well (but they took on significant risk, as well).
