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Chapter 7

INTEREST RATES AND BOND VALUATION

SLIDES


SLIDES - CONTINUED


CASES

The following cases in Cases by Finance by DeMello can be used to illustrate the concepts in this chapter:

Bond Price Elasticity

Rating Change Effects
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1.1. Bonds and Bond Valuation


A. Bond Features and Prices


Bonds – long-term IOU’s, usually interest-only loans (interest is paid by the borrower every period with the principal repaid at the end of the loan).


Coupons – the regular interest payments (if fixed amount – level coupon).

Face or par value – principal, amount repaid at the end of the loan


Coupon rate – coupon quoted as a percent of face value


Maturity – time until face value is paid, usually given in years
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B. Bond Values and Yields


The cash flows from a bond are the coupons and the face value. The value of a bond (market price) is the present value of the expected cash flows discounted at the market rate of interest.


Yield to maturity (YTM) – the required market rate or rate that makes the discounted cash flows from a bond equal to the bond’s market price.


Real World Tip, page 202: Not all bond interest is paid in cash. Isle of Arran Distillers Ltd., a UK firm, offered investors the chance to purchase bonds for approximately $675; the bonds give investors the right to receive ten cases of the firm’s products: malt whiskeys. The reason? According to Harold Currie, the company’s chairman, “The idea of the bond is to create a customer base from the beginning. The whiskey will not be available in shops and will be exclusive to the bondholders.”


Example: Suppose Wilhite, Co. issues $1,000 par bonds with 20 years to maturity. The annual coupon is $110. Similar bonds have a yield to maturity of 11%.


Bond value = PV of coupons + PV of face value
Bond value = 110[1 – 1/(1.11)20] / .11 + 1,000 / (1.11)20
Bond value = 875.97 + 124.03 = $1,000



or N = 20; I/Y = 11; PMT = 110; FV = 1,000; CPT PV = -1,000


Since the coupon rate and the yield are the same, the price should equal face value.
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Discount bond – a bond that sells for less than its par value. This is the case when the YTM is greater than the coupon rate.


Example: Suppose the YTM on bonds similar to that of Wilhite Co. (see the previous example) is 13% instead of 11%. What is the bond price?

Bond price = 110[1 – 1/(1.13)20] / .13 + 1,000/(1.13)20
Bond price = 772.72 + 86.78 = 859.50


or N = 20; I/Y = 13; PMT = 110; FV = 1,000; CPT PV = -859.50


The difference between this price 859.50 and the par value of $1000 is $140.50. This is equal to the present value of the difference between bonds with coupon rates of 13% ($130) and Wilhite’s coupon: PMT = 20; N = 20; I/Y = 13; CPT PV = -140.50.


Real-World Tip, page 203: It is unfortunate that many students fail to grasp the fact that the yield-to-maturity concept links three things: a purely mathematical artifact (the computed YTM), an economic concept (the relationship between value and return in market equilibrium), and a real-world observation (the fact that bond values move up and down in response to financial events). Without the underlying economics, neither the YTM nor observed bond price changes mean much.

Lecture Tip, page 203: You should stress the issue that the coupon rate and the face value are fixed by the bond indenture when the bond is issued (except for floating-rate bonds). Therefore, the expected cash flows don’t change during the life of the bond. However, the bond price will change as interest rates change and as the bond approaches maturity.
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Lecture Tip, page 204: You may wish to further explore the loss in value of $115 in the example in the book. You should remind the class that when the 8% bond was issued, bonds of similar risk and 

maturity were yielding 8%. The coupon rate was set so that the bond would sell at par value; therefore, the coupons were set at $80 per year.
     One year later, the ten-year bond has nine years remaining to maturity. However, bonds of similar risk and nine years to maturity are being issued to yield 10%, so they have coupons of $100 per year.  The bond we are looking at only pays $80 per year.  Consequently, the old bond will sell for less than $1,000.  The mathematical reason for that is discussed in the text. However, many students can intuitively grasp that you wouldn’t be willing to pay as much for a bond that only pays $80 per year for 9 years as you would for a bond that pays $100 per year for 9 years.


Premium bond – a bond that sells for more than its par value. This is the case when the YTM is less than the coupon rate.


Example: Consider the Wilhite bond in the previous examples. Suppose that the yield on bonds of similar risk and maturity is 9% instead of 11%. What will the bonds sell for?


Bond value = 110[1 – 1/(1.09)20] / .09 + 1,000/(1.09)20
Bond value = 1,004.14 + 178.43 = $1,182.57
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General Expression for the value of a bond:

Bond value = present value of coupons + present value of par
Bond value = C[1 – 1/(1+r)t] / r + FV / (1+r)t


Semiannual coupons – coupons are paid twice a year. Everything is quoted on an annual basis so you divide the annual coupon and the yield by two and multiply the number of years by 2.


Example: A $1,000 bond with an 8% coupon rate is maturing in 10 years. If the quoted YTM is 10%, what is the bond price?


Bond value = 40[1 – 1/(1.05)20] / .05 + 1,000 / (1.05)20
Bond value = 498.49 + 376.89 = $875.38
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C. Interest Rate Risk


Interest rate risk – changes in bond prices due to fluctuating interest rates.


All else equal, the longer the time to maturity, the greater the interest rate risk.


All else equal, the lower the coupon rate, the greater the interest rate risk.
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Real-World Tip, page 206: You might want to take this opportunity to introduce the concept of bond duration. In simplest terms, duration measures the offsetting effects of interest rate risk and reinvestment rate risk. A bond’s computed duration is the point in time in the bond’s remaining term to maturity at which these two risks exactly offset each other. Consider a $1,000 par bond with a 10% coupon and three years to maturity. The market’s required return is also 10%, so the market price is equal to $1,000.
     The bond’s term to maturity is three years; however, because the holder receives coupon cash flows prior to the maturity date, the bonds duration (or weighted-average time to receipt) is less than three years.
D = [1(100)/(1.1)1 + 2(100)/(1.1)2 + 3(1,100)/(1.1)3] / 1,000
Duration = 2.735 years

Real-World Tip, page 207: In 1998, newscasters frequently referred to rates reaching historic lows. As a refresher, the lowest rate in 1998 on 10-year Treasuries (monthly, annualized returns for the constant maturity index) was 4.53%. Rates increased after that point and then have fallen to that level again in late 2001. 
     This is nowhere near historic lows. Going back to 1953, the rate on 10-year Treasuries was under 4% (and often under 3%) for most of the 1950’s and early 1960’s. The lowest rate during that time was 2.29% in April of 1954.
     However, people have short-term memories. Rates started to rise in 1963 and topped out over 15% in 1981. In fact, rates were greater than 10% from 1980 – 1985.
     So, is 4.5% low or high? As Einstein would say – it’s all relative.
     Reference: www.federalreserve.gov/releases/h15/data/m/tcm10y.txt

Real-World Tip, page 207: Upon learning the concept of interest rate risk, students sometimes conclude that bonds with low interest-rate risk (i.e. high coupon bonds) are necessarily “safer” than otherwise identical bonds with lower coupons. In reality, the contrary is true: increasing interest rate volatility over the last two decades has greatly increased the importance of interest rate risk in bond valuation. The days when bonds represented a “widows and orphans” investment are long gone.
     You may wish to point out that one potentially undesirable feature of high-coupon bonds is the required reinvestment of coupons at the computed yield-to-maturity if one is to actually earn that yield. Those who purchased bonds in the early 1980s (when even high-grade corporates had coupons over 11%) found, to their dismay, that interest payments could not be reinvested at similar rates a few years later without taking greater risk. A good example of the trade-off between interest rate risk and reinvestment risk is the purchase of a zero-coupon bond – one eliminates reinvestment risk but maximizes interest-rate risk.
D. Finding the Yield to Maturity: More Trial and Error


It is a trial and error process to find the YTM via the general formula above. Knowing if a bond sells at a discount (YTM > coupon rate) or premium (YTM < coupon rate) is a help, but using a financial calculator is by far the quickest, easiest and most accurate method.
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Lecture Tip, page 208: Students should understand that finding the yield to maturity is a tedious process of trial and error. It may help to pose a hypothetical situation in which a 10-year, 10% coupon bond sells for $1,100. Ask whether paying a higher price than a $1,000 would yield an investor more or less than 10%. Hopefully, the students will recognize that if they pay $1,000 for the right to receive $100 per year, the bond would yield 10%. Thus a starting point in determining the YTM would be 9%. And if the same bond is selling for $1,200, one might want to try 8% as a starting point, since we would be paying a higher price for a lower yield.
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Lecture Tip, page 209: You may wish to discuss the components of required returns for bonds in a fashion analogous to the stock return discussion in the next chapter. As with common stocks, the required return on a bond can be decomposed into current income and capital gains components. The yield-to-maturity (YTM) equals the current yield plus the capital gains yield.
     Consider the premium bond described in Example 7.2. The bond has $1,000 face value, $120 annual coupons, and 12 years to maturity. When the required return on bonds of similar risk is 11%, the market value of the bond is $1,064.92. But what if one purchases this bond and sells it a year later at the going price? Assume no change in market rates. The current income portion of the bondholder’s return equals the interest received divided by the initial outlay; current yield = 120 / 1,064.92 = .1127 = 11.27%
     The capital gains yield equals the change in bond price divided by the initial outlay. Given no change in market rates, the “one-year-later” price must be $1,062.06. Therefore, the capital gains yield is (1,062.06 – 1,064.92) / 1,064.92 = -.0027 = -.27%
     Summing, the YTM = 11.27% - .27% = 11%. In other words, buying a premium bond and holding it to maturity ensures capital losses over the life of the bond; however, the higher-than-market coupon will exactly offset the losses. The opposite is true for discount bonds.
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1.2. More on Bond Features


A. Is It Debt or Equity?


In general, debt securities are characterized by the following attributes:


-Creditors (or lenders or bondholders) generally have no voting rights.

-Payment of interest on debt is a tax-deductible business expense.

-Unpaid debt is a liability, so default subjects the firm to legal action by its creditors.
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It is sometimes difficult to tell whether a hybrid security is debt or equity. The distinction is important for many reasons, not the least of which is that (a) the IRS takes a keen interest in the firm’s 

financing expenses in order to be sure that nondeductible expenses are not deducted and (b) investors are concerned with the strength of their claims on firm cash flows.


B. Long-Term Debt: The Basics


Major forms are public and private placement.


Long-term debt – loosely, bonds with a maturity of one year or more.

Short-term debt – less than a year to maturity, also called unfunded debt.

Bond – strictly speaking, secured debt; but used to describe all long-term debt.


C. The Indenture


Indenture – written agreement between issuer and creditors detailing terms of borrowing. (Also deed of trust.) The indenture includes the following provisions:


-Bond terms

-The total face amount of bonds issued

-A description of any property used as security

-The repayment arrangements

-Any call provisions

-Any protective covenants
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Terms of a bond – face value, par value, and form

Registered form – ownership is recorded, payment made directly to owner

Bearer form – payment is made to holder (bearer) of bond


Lecture Tip, page 214: Although the majority of corporate bonds have a $1,000 face value, there are an increasing number of “baby bonds” outstanding, i.e., bonds with face values less than $1,000. The use of the term “baby bond” goes back at least as far as 1970, when it was used in connection with AT&T’s announcement of the intent to sell bonds with low face values. It was also used in describing Merrill Lynch’s 1983 program to sell bonds with $25 face values. More recently, the terms has come to mean bonds issued in lieu of interest payments by firms unable to make the 

payments in cash. Baby bonds issued under these circumstances are also called “PIK” (payment-in-kind) bonds, or “bunny” bonds, because they tend to proliferate in LBO circumstances.
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Security – debt classified by collateral and mortgage

Collateral – strictly speaking, pledged securities

Mortgage securities – secured by mortgage on real property

Debenture – an unsecured debt with 10 or more years to maturity

Note – a debenture with 10 years or less maturity


Seniority – order of precedence of claims

Subordinated debenture – of lower priority than senior debt


Repayment – early repayment in some form is typical

Sinking fund – an account managed by the bond trustee for early redemption


Call provision – allows company to “call” or repurchase part or all of an issue

Call premium – amount by which the call price exceeds the par value

Deferred call – firm cannot call bonds for a designated period

Call protected – the description of a bond during the period it can’t be called


Protective covenants – indenture conditions that limit the actions of firms

Negative covenant – “thou shalt not” sell major assets, etc.

Positive covenant – “thou shalt” keep working capital at or above $X, etc.


Lecture Tip, page 214: Domestically issued bearer bonds will become obsolete in the near future. Since bearer bonds are not registered with the corporation, it was easy for bondholders to receive interest payments without reporting them on their income tax returns. In an attempt to eliminate this potential for tax evasion, all bonds issued in the US after July 1983 must be in 

registered form. It is still legal to offer bearer bonds in some other nations, however. Some foreign bonds are popular among international investors particularly due to their bearer status.


Lecture Tip, page 214: Ask the class to consider the difference in yield for a secured bond versus a debenture. Since a secured bond offers additional protection in bankruptcy, it should have a lower required return (lower yield). It is a good idea to ask students this question for each bond characteristic.  It encourages them to think about the risk-return tradeoff.
1.3. Bond Ratings


Lecture Tip, page 216: The question sometimes arises as to why a potential issuer would be willing to pay rating agencies tens of thousands of dollars in order to receive a rating, especially given the possibility that the resulting rating could be less favorable than expected. This is a good place to remind students about the pervasive nature of agency costs and point out a real-world example of their effects on firm value. You may also wish to use this issue to discuss some of the consequences of information asymmetries in financial markets.
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Real-World Tip, page 217: A new player has entered the debt rating arena. According to the November 2, 1998 issue of Forbes Magazine, a small, relatively young firm in San Francisco, KMV Corp., provides clients with “access to a software package that translates publicly available data into probabilities that a particular borrower will default on its obligations.” The article suggests that, by translating stock volatility into estimates of business risk, the firm is able to forecast defaults ahead of the more traditional rating agencies. The key is the now-familiar notion in finance that equity in a levered firm is equivalent to a call option on the firm’s assets. By estimating the probability that the value of the firm will fall below its liabilities, KMV is effectively estimating the probability that the equityholders will not “exercise their option,” thus defaulting on the debt obligations. For more information, see www.kmv.com.
Real-World Tip, page 217: Ask your students which is riskier – junk bonds or IBM common stock? If they guess the former, they would get an argument from those IBM shareholders who lost 

billions of dollars as prices fell from the $120’s to $42. More value was lost by IBM shareholders in 1991 – 92 than in the junk bond market from the 1980’s to that point!

Real-World Tip, page 218: A major scandal broke in 1996 when allegations were made that Moody’s Investors Service, Inc. was issuing ratings on bonds it had not been hired to rate, in order to pressure issuers to pay for their service. In a Wall Street Journal story dated May 2, 1996, it was reported that, after choosing to use rating services other than Moody’s, officials in Chippewa County, Michigan received a letter from the Executive Vice President warning that the “absence of a rating … might imply that we believe that there exist deficiencies” in the financing arrangements. Further, Moody’s billed the county anyway, “as part of a long-standing policy.” Moody’s actions resulted in an antitrust inquiry by the US Justice Department, and resulted in the departure of several of the firm’s senior management.
     It should be noted that Standard and Poor’s is also in the practice of issuing unsolicited ratings. In November of 1996, the Financial Times reported that S&P was “moving closer to formalizing the issuance of unsolicited ratings, which are issued 

without cooperation from the rated entity. Before the end of the year, it will have issued such ratings on emerging market banks in Singapore, Malaysia, Mexico, Colombia, Slovakia, as well as Japanese regional banks.”
     However, in March 1999, the US Justice Department announced that they were dropping the antitrust investigation into Moody’s without taking any action.

1.4. Some Different Types of Bonds


A. Government Bonds


Long-term debt instruments issued by a governmental entity. Treasury bonds are bonds issued by a federal government; a state or local government issues municipal bonds. In the US, Treasuries are exempt from state taxation and “munis” are exempt from federal taxation.
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International Tip, page 218: The government of Russia issued bonds in 1996 for the first time since the 1917 revolution. Demand was so great that the amount of the issue was raised from $200 million to $1 billion. The prime minister of Russia stated that the market’s reaction “reflected the trust international investors have 

in Russia.” It should be noted, however, that the yield required by investors in the five-year bonds was 9.36%, nearly 3.5% higher than similar US Treasury issues. Russia’s borrowing spree ended in a financial meltdown and unilateral default on much of its debt.
Video Note: “Bonds” follows the bond underwriting process through secondary market sales for an $83 million bond issue to finance a hotel in Miami’s South Beach.


Real-World Tip, page 218: In June, 1996, The Wall Street Journal reported that officials in New York City were considering the issuance of municipal bonds backed by the assets of “deadbeat parents.” The plan was to work like this: investors would buy the high-yield bonds, funds would go to some of the families to whom back child-support payments are owed, and the city would go after the assets of those with payments in arrears in order to make the interest payments on the bonds. What makes the deal so attractive to the city is that, besides addressing the “deadbeat parents” issue, the city is not backing the financial obligation, rather, the city simply promises to enforce the child-support laws. According to 

Finance Commissioner Fred Cerullo, “We find this proposal interesting … it’s very consistent with the city’s position of helping the families of deadbeat dads, and our position on [asset] securitization.” And, as the Journal points out, if this proposal sounds strange, “who would have thought 20 years ago that credit cards and other so-called receivables would be securitized and sold on a regular basis?”
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International Note, page 219: A Wall Street Journal article described how an American with the Agency for International Development has helped introduce municipal bonds to India. As the article notes, “The concept is to use dwindling funds to offer government the most rudimentary tools of capitalism, such as the mundane but beneficial muni bond. The idea is to help poor nations tap vast new sources for vital infrastructure development while developing goodwill, and investment opportunities, for US investors.” And the key to this exercise? The ability to get the bonds rated by a credit-rating agency.


B. Zero Coupon Bonds
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Zero Coupon Bonds

Zero coupon bonds are bonds that are offered at deep discounts because there are no periodic coupon payments. Although, no cash interest is paid, firms deduct the implicit interest while holders report it as income. Interest expense equals the periodic change in the amortized value of the bond.


Real-World Tip, page 219: Most students are familiar with Series EE savings bonds. Point out that these are actually zero coupon bonds. The investor pays one-half of the face value and must hold the bond for a given number of years before the face value is realized. As with any other zero-coupon bond, reinvestment risk is eliminated, but an additional benefit of EE bonds is that, unlike corporate zeroes, the investor need not pay taxes on the accrued interest until the bond is redeemed. Further, it should be noted that interest on these bonds is exempt from state income taxes. And, savings bonds yields are indexed to Treasury rates.

Real-World Tip, page 219: A popular financial innovation of the last decade are Treasury “strips.” You might want to take a few minutes to describe these instruments and use them as a springboard for a discussion of value additivity and/or an example of cash flow valuation in practice.
     Treasury strips are created when a coupon-bearing Treasury issue is purchased, placed in escrow, and the coupon payments are “stripped away” from the principal portion. Each component is then sold separately to investors with different objectives: the coupon portion is purchased by those desirous of safe current income, while the principal portion is purchased by those with cash needs in the future. (The latter portion is, in essence, a synthetically created zero-coupon bond.) Merrill Lynch was the first to offer these instruments, calling them “TIGRs” (Treasury Investment Growth Receipts), soon to be followed by Salomon Brothers’ CATs (Certificates of Accrual of Treasury securities).

C. Floating-Rate Bonds


Floating-rate bonds – coupon payments adjust periodically according to an index.


-put provision - holder can sell back to issuer at par

-collar - coupon rate has a floor and a ceiling
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Lecture Tip, page 220: Imagine this scenario: General Motors receives cash from a lender in return for the promise to make periodic interest payments which “float” with the general level of market rates. Sounds like a floating-rate bond, doesn’t it? Well, it is, except that if you replace “General Motors” with “Joe Smith” you have just described an adjustable-rate mortgage. The rates on ARMs are often tied to rates on marketable securities and the mortgage interest cost will be adjusted, typically on an annual basis, to reflect changes in the interest rate environment. From the bank’s perspective the homeowner has signed (issued) a “floating-rate bond” that the bank holds as its investment. Additionally, many variable rate mortgages involve collars. A detailed summary of the factors that affect interest rate changes is provided on a daily basis in the “Credit Markets” section of The Wall Street Journal.
     One other point of similarity, in recent years corporate borrowers have sought to lock-in low market rates by lengthening the maturities of their issues (see the discussion of 100-year bonds in the text); at the same time, homeowners similarly have tended to opt for 30-year fixed rate mortgages rather than ARMs.

Lecture Tip, page 220: The “Marketable Treasury Inflation-Indexed Securities” have floating coupon payments, but the interest rate is set at auction and fixed over the life of the bond. The principal amount is periodically adjusted for inflation and the coupon payment is based on the current inflation-adjusted principal amount. The CPI-U is used to adjust the principal for inflation.  The bonds will pay either the original par value or the inflation-adjusted principal; whichever is greater, at maturity.  For more information, see the Bureau of the Public Debt online. 
     I-bonds are an inflation-indexed savings bond designed for the individual investor. They pay an interest rate equal to a fixed rate plus the inflation rate. The fixed rate is fixed for the 30-year possible life of the bond and the inflation rate is adjusted every six months. Interest is added to the bond value each month but compounded semiannually. Like Series EE bonds, interest is exempt from state and local taxes and can be deferred for federal tax purposes for 30 years or until the bond is redeemed, whichever is sooner. Some investors may qualify for preferred tax treatment if the bonds are redeemed to pay for qualifying educational expenses.
D. Other Types of Bonds


Income bonds – coupon is paid if income is sufficient

Convertible bonds – can be traded for a fixed number of shares of stock

Put bonds – shareholders can redeem for par at their discretion
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Real World Tip, page 222: Near the end of the 1990s, firms began issuing bonds which have come to be known as “death puts” because they are designed to appeal to investors approaching their own demise.
     “To attract more retail investors, some enterprising underwriters are selling corporate bonds that give you a little reward for dying: Your estate has the right to put the bond back to the issuer and collect par value. Depending on what you paid for the “death put” bond and how interest rates have changed, your estate could make a nice profit by exercising the put option. The sooner you die, the greater the potential profit. And the proceeds can be used however you wish; they are not restricted to paying death duties.” (Forbes, March 8, 1999)
     These are essentially updated versions of the old “flower bonds” formerly issued by the US Treasury, which paid off at par upon the death of the holder, as long as they were applied to the deceased’s tax bill.
     One more innovation you might want to discuss with students are “Bowie Bonds,” so named because rock star David Bowie first securitized his catalog of music by issuing bonds based on future royalties from his compositions. Since then, Michael Jackson, Iron Maiden and the Supremes have all expressed interest in similar deals. And from a purely financial point of view, it makes sense, doesn’t it. Still, a cynic would say that it’s a sure sign that the rockers have reached (or passed) middle age …
1.5. Bond Markets
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A. How Bonds are Bought and Sold


Most transactions are OTC (over-the-counter)

The OTC market is not transparent

Daily bond trading volume exceeds stock trading volume, but trading in individual issues tends to be very thin

B. Bond Price Reporting
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1.6. Inflation and Interest Rates


A. Real versus Nominal Rates


Nominal rates – rates that have not been adjusted for inflation

Real rates – rates that have been adjusted for inflation
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B. The Fisher Effect


The Fisher Effect is a theoretical relationship between nominal returns, real returns and the expected inflation rate. Let R be the nominal rate, r the real rate and h the expected inflation rate; then,

(1 + R) = (1 + r)(1 + h)


A reasonable approximation, when expected inflation is relatively low, is R = r + h.


A definition whereby the real rate can be found by deflating the nominal rate by the inflation rate: r = [(1 + R) / (1 + h)] – 1.
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Lecture Tip, page 230: In late 1997 and early 1998 there was a great deal of talk about the effects of deflation among financial pundits, due in large part to the combined effects of continuing decreases in energy prices, as well as the upheaval in Asian economies and the subsequent devaluation of several currencies. How might this affect observed yields? According to the Fisher Effect, we should observe lower nominal rates and higher real rates and that is roughly what happened.
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1.7. Determinants of Bond Yields


A. The Term Structure of Interest Rates


Term structure of interest rates – the relationship between nominal interest rates on default-free, pure discount securities and time to maturity

Inflation premium – portion of the nominal rate that is compensation for expected inflation

Interest rate risk premium – compensation for bearing interest rate risk
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B. Bond Yields and the Yield Curve: Putting It All Together


Treasury yield curve – plot of yields on Treasury notes and bonds relative to maturity

Default risk premium – the portion of a nominal rate that represents compensation for the possibility of default

Taxability premium – the portion of a nominal rate that represents compensation for unfavorable tax status

Liquidity premium – the portion of a nominal rate that represents compensation for lack of liquidity
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Figure 7.6 - Downward Sloping Yield Curve
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Figure 7.7 Treasury Yield Curve May 11, 2001 There is a hot link to www.bloomberg.com/markets that provides the current Treasury yield curve.
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C. Conclusion


The bond yields that we observe are influenced by six factors: (1) the real rate of interest, (2) expected future inflation, (3) interest rate risk, (4) default risk, (5) taxability, and (6) liquidity.


1.8. Summary and Conclusion
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