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What Are Similar Securities?

m Similar securities are bonds or other
investment vehicles issue by other
corporations (different than the one being
considered) that have similar business
and financial risks

m The similarities could be:
m Similar credit ratings
m Similar business activities
m Similar capital structure
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YTM (Market) Rate For Similar Securities
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Coupon Rate On Bond Emmn_ To Calculate _:qummﬁ PMT)

Record Bond At Record Bond Record Bond At
Premium Without Pre. Or Dis. Discount




Below 1.00

0.93 or 93%)

(Example: 93 or

Selling Price For Bond

100

(Example: 100 or

1.00 or 100%)

Above 1.00

(Example: 107 or

1.07 or 107%)

Record Bond At
Discount

No Premium Or
Discount

Record Bond At
Premium
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Interest Rate Risk

m The risk that arises for bond owners from
fluctuating interest rates

m How much interest rate risk a bond has
depends on:

m How sensitive its price is to interest rate
change
= The sensitivity depends on two things:

= All things being equal, the longer the time to
maturity, the greater the interest rate risk

= All things being equal, the lower the coupon
rate, the greater the interest rate risk
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Interest Rate Risk And Time To Maturity

Bond
value ($)
[
2000 ¢4 768.62
30-year bond
1,500 =
o0dnee e
e —me $016.67
|
500 |- | $502.11
|
: | “ _ _ Interest
5 10 15 20 iR

Value of a Bond with a 10 Percent Coupon Rate for Different Interest Rates and Maturities

Time to Maturity

Interest Rate 1 Year 30 Years
5% 41.047.62 $1,768.62
10 1,000.00 1,000.00
15 956.52 671.70

20 916.67 502.11
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Interest Rate Risk To Loss Of Principal (current price)

m Longer time to maturity

1. Small changes in market rate have
substantial affect on bond value

2. Face value is discounted over many periods
and thus compounding magnifies small
interest rate changes

m Lower Coupon rate

1. Bond with lower coupon rate is

proportionally more dependent on the face
value

= (Bond with larger coupon rate has a larger
cash flow early in life, so value less sensitive
to discount rate)
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Interest Rate Risk Increases At A
Decreasing Rate
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Interest Rate Risk
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