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Interest Rates and Bond Valuation
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Introduction of bond

• A corporate bond is a long-term debt 
instrument indicating that a corporation has 
borrowed a certain amount of money and 
promises to repay it in the future under clearly 
defined terms.

• Most bonds are issued with maturities of 10 
to 30 years and with a par value, or face value, 
of $1,000.



Characteristics of bond

• Face Value – par value
• Maturity – period of bond
• Issuer- company issuing the bond
• Bondholder - A person owning a bond/lenders
• Coupon rate - the percentage of the bond’s par 

value that will be paid annually, typically in two 
equal semiannual payments, as interest.

• Coupon- annual interest payment that the 
bondholder receives from the bond's issue date 
until it matures.



Scenario
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Bond Rating

• Independent agencies such as Moody’s, Fitch, 
and Standard & Poor’s assess the riskiness of 
publicly traded bond issues.

• These agencies derive their ratings by using 
financial ratio and cash flow analyses to 
assess the likely payment of bond interest and 
principal.

• Ratings affect salability and cost.





Bond Quality and Rate of return

• Normally an inverse relationship exists 
between the quality of a bond and the rate of 
return that it must provide bondholders: 

High-quality (high-rated) bonds provide 
lower returns than lower-quality (low-
rated) bonds. 
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Types of Bond

• Traditional bonds

• Contemporary bonds
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Bond Market

• The bond market broadly describes a 
marketplace where investors buy debt 
securities that are brought to the market by 
either governmental entities or publicly-
traded corporations.



Bond market in Pakistan

• In Pakistan, the development of money 
market and bond market was initiated in late 
1990s after the liberalization reforms; 
however, Pakistan's bond market has 
developed at a slow pace as compared to 
other countries. Like other emerging markets, 
most of the debt financing is done through 
bank borrowings.



Bond Market in Pakistan

• Market Treasury Bills

• Pakistan Investment Bonds

• Federal Investment Bonds

• US Special Dollar Bonds

• Sukuks

• For details: 
https://www.slideshare.net/abubakartoor/bond-
market-in-pakistan

https://www.slideshare.net/abubakartoor/bond-market-in-pakistan


International Bond market

• Eurobond market
– A bond issued by an international borrower and sold 

to investors in countries with currencies other than 
the currency in which the bond is denominated.
• e:g  GE issuing a dollar denominated bond in Pakistan

• Foreign bond market
– A bond that is issued by a foreign corporation or 

government and is denominated in the investor’s 
home currency and sold in the investor’s home 
market.
• e:g GE issuing a rupee denominated bond in Pakistan
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Bond Valuation

The value of a bond is the present value of its 
interest payments plus the present value of its 
par value.



Basic Valuation Model…

The value of any asset is the present value of all 
future cash flows it is expected to provide over 

the relevant time period.



Bond yields(rate of return)

• Current yield: A measure of a bond’s cash return for 
the year; calculated by dividing the bond’s annual 
interest payment by its current price.

• Yield to maturity: Yield to maturity is the rate of return 
investors earn if they buy a bond at a specific price and 
hold it until maturity.

• Yield to call: The yield to call represents the rate of 
return that investors earn if they buy a callable bond at 
a specific price and hold it until it is called back. 



Basic Bond Valuation

rd or the required return on the bond is the 
discount rate used to determine bond value, 
which may differ from the bond’s coupon 
interest rate. 





Bond Value Behavior

• In practice, the value of a bond in the 
marketplace is rarely equal to its par value. 

– REASONS:

• Variety of forces in the economy

• Required return

• Time to maturity



Bond Value Behavior

• In practice, the value of a bond in the 
marketplace is rarely equal to its par value. 

– REASONS:

• Variety of forces in the economy

• Required return

• Time to maturity



Bond Value Behavior…
Required return and bond values

– Required rate > coupon interest rate 

• Bond will be sold at discount

– Required rate < coupon interest rate 

• Bond will be sold at premium

A bond can sell at a discount, at par, or at a premium, 
depending on whether the required return is greater than, 
equal to, or less than its coupon interest rate. 





Bond Value Behavior…
Time to maturity and bond value

The amount of time to maturity affects bond 
values. The value of a bond will approach its 
par value as the bond moves closer to 
maturity.



Bond Value Behavior…
Time to maturity and bond value

• Constant Required Returns:

– When the required return is different from the 
coupon interest rate and is constant until maturity, 
the value of the bond will approach its par value 
as the passage of time moves the bond’s value 
closer to maturity. 





Bond Value Behavior…
Time to maturity and bond value

• Changing Required Returns:

– Short maturities have less interest rate risk than 
long maturities when all other features (coupon 
interest rate, par value, and interest payment 
frequency) are the same. 

The chance that interest rates will change
and thereby change the required return and
bond value is called interest rate risk.
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Yield to Maturity

• When investors evaluate bonds, they 
commonly consider yield to maturity (YTM).

• A bond's yield to maturity (YTM) is the 
internal rate of return required for the 
present value of all the future cash flows of 
the (coupon payments and face value) to 
equal the current price.



Yield to maturity vs current yield

• Current yield is the actual return one gets 
annually if one purchase that bond now.

• Yield to maturity is the yield one can expect 
annually if one holds on to the bond till 
maturity.



B0 = 100/r x [ 1-(1/(1+r)10)] + 1,000 [1/(1+r)10]

1. 100/r x [ 1-(1/(1+r)10)] + 1,000 [1/(1+r)10]
= 100/0.09 x [ 1-(1/(1+0.09)10)] + 1,000 [1/(1+0.09)10]
=$1,064.177

– Required rate > coupon interest 
rate 
• Bond will be sold at discount

– Required rate < coupon interest 
rate 
• Bond will be sold at premium

Solution:

2.    100/r x [ 1-(1/(1+r)10)] + 1,000 [1/(1+r)10]
= 100/0.08 x [ 1-(1/(1+0.08)10)] + 1,000 [1/(1+0.08)10]
=$1,134.202

or

rd lies between 8% and 9%. 



SELF-TEST PROBLEMS

For practice











Solution:
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Problems 

6.10, 6.11, 6.15, 6.16, 6.17, 6.18, 6.20, 6.21, 
6.22, 6.24, 6.25. 


