
Read the Chapter 5 Mini Case on pages 236-237 in Financial Management: Theory and Practice. Using complete sentences and academic vocabulary, please answer questions a through f.
Create a 5-10 slide PowerPoint presentation in which you summarize your answers from the mini case. Be sure to include graphs, charts, and trends as appropriate.
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a. Face value: amount one gets back from the issuer on maturity of the bond
Maturity: the time bound when the bond comes due.
Coupon: periodic redeeming of the interest value of the bond.
b. A call provision gives the issuing corporation the right to call the bonds for redemption. The call provision generally states that the company must pay the bondholders an amount greater than the par value if they are called. The sinking fund provision facilitates the orderly retirement of the bond issue. On rare occasions the firm may be required to deposit money with a trustee, which invests the funds and then uses the accumulated sum to retire the bonds when they mature. The call provision bonds are valuable to the firm but not with the investor if at the time of the bond issuance, the interest rates are high. This can be considered a risky provision while the sinking fund provision bonds are considered less risky than the ones without a provision. When sinking funds are issued, they have lower levels of coupon rates than other bonds out of the sinking funds category.
c. Cash flow method can be used to determine the value of an asset when there are a series of expecting future cash flows. The information needed for the cash flow method includes the asset’s required rate of return, the time period for the expected cash flows, the interest payment frequency, and the future value of the asset. Each cash flow is then discounted back to current period using the required rate of return as the discount rate. The asset’s value is the sum of the present value of each cash flow.
d. 
A bond value is calculated based on the bond’s required rate of return, the bond’s coupon rate, the frequency of the coupon payments, and the maturity date of the bond. The value of a bond is determined by discounting the expected future cash flows using the bond's required rate of return. The required rate of return for a bond can be determined by summing of risk-free rate, the bond’s default risk premium, liquidity premium and maturity risk premium. By using the required rate of return as discount rate, each bond coupon payment is discounted to current period. The bond’s value is the sum of discounted interest payments plus the discounted par value of the bond. 
Bond value = 
Whereby: 
Cr = coupon rate
Fv = face value
R = Interest Rate
T = time
 

 
 
 
= 447.00
e. 1. The value of the described bond (with the inflation rising 3 percentage points) would now be: 837.213. This would now be a discount bond.
2. The value of the bond would increase to 1210.71. This bond would now be a premium bond.
3. If it remained at 13%: The closer the bond reaches the maturity date, the more discounted it becomes. If it remained at 7%: The closer the bond reaches the maturity date, the more the premium increases.
f. Using present value interest factors:
$887.00 = $90(PVIFAk, 10) + $1,000(PVIFk, 10) = 
	= $90((1-1/ (1+r) ^10)/r + $1,000 (1/ (1+r) ^10) = 10.91%
Where k is the bond's YTM. The best way to solve for k = YTM is to use a financial calculator with a bond valuation capability. Input the following into your financial calculator: N=10, PV=-887.0, PMT=90, FV=1,000, and then solve for I = k = YTM = 10.91%. Because the YTM is greater than bond’s coupon rate, this bond is selling at a discount.
Likewise, for $1,134.20 = $90(PVIFAk, 10) + $1,000(PVIFk, 10) = 
		= $90((1-1/ (1+r) ^10)/r + $1,000 (1/ (1+r) ^10) = 7.08%
For discounted bonds, YTM must be above the 9% coupon rate since the bonds are selling at discount rates. However, when the bonds are priced at premium, they must have YTM that is below the 9% coupon rate since premium bonds must have coupons that exceed the going interest rate. 
2. What are the total return, the current yield, and the capital yield for the discount bond?
(a) The current yield = annual coupon payment / current price of a bond.
	$90 / $887 = 0.1014656
		      ≈ 10.15%
Capital gains = ((current selling price – original selling price)/ original selling price)
		(($887 - $1000)/ $1000) = -0.113
		≈ -11.3%
Total return = current yield + capital gains yield 
		10.15% - 11.3% = -1.15%
(b) The current yield = annual coupon payment / current price of a bond.
	$90 / $1134.20 = 0.07935
		      ≈ 7.94 %
Capital gains = ((current selling price – original selling price)/ original selling price)
		(($1134.20 - $1000)/ $1000) = 0.1342
		≈ 13.42 %
Total return = current yield + capital gains yield 
		7.94% + 13.42% = 21.32%
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Sam Strother and Shawna Tibbs are vice presidents of Mutual of Seattle Insurance Company

and co-directors of the company’s pension fund management division. An important new
client, the North-Western Municipal Alliance, has requested that Mutual of Seattle present
an investment seminar to the mayors of the represented cities, and Strother and Tibbs, who

will make the actual presentation, have asked you to help them by answering the following

questions.

a. What are the key features of a bond?

b. What are call provisions and sinking fund provisions? Do these provisions make bonds
more or less risky?

c. How does one determine the value of any asset whose value is based on expected
future cash flows?

d. How is the value of a bond determined? What is the value of a 10-year, $1,000 par value
bond with a 10% annual coupon if its required rate of return is 10%?

1. What would be the value of the bond described in Part d if, just after it had been
issued, the expected inflation rate rose by 3 percentage points, causing investors to
require a 13% return? Would we now have a discount or a premium bond?




