FIN435 Chapter 7 Study Guide: Bond Valuation
True/False concepts + calculation practice • Spring 2026

How to use this study guide
First, review the Concepts & Theory Checklist.
Then do the True/False section without notes.
Finally, do the 3 calculation problems using the Formula Sheet (Excel or calculator).
Formula Sheet (Semiannual coupons)
	What to compute
	Formula / Excel

	Cash flows per period
	PMT = (Coupon rate × Face value) / 2

	# of periods
	NPER = Years × 2

	Yield to maturity (nominal APR)
	YTM = RATE(NPER, PMT, -Price, 1000) × 2

	Current yield
	Current yield = Annual coupon / Price = (Coupon rate × Face value) / Price

	Price in 1 year if YTM unchanged (sell right after coupon)
	Price1 = ABS(PV(YTM/2, (Years)×2, PMT, 1000))

	Capital gain yield (1-year)
	Capital gain yield = Yield to maturity – current yield


Concepts & Theory Checklist (what you should know)
Yield measures
Coupon rate vs. yield: coupon rate is based on face value; yields are based on market price.
Current yield = annual coupon divided by price (ignores capital gain/loss).
YTM is the discount rate that sets price equal to PV of all promised cash flows (includes both coupon income and price pull-to-par).
Capital gain yield (for a holding period) is the percentage price change over the holding period.
YTM = total return = Current yield + Capital gain yield
If YTM is unchanged, discount bonds tend to have positive capital gain yield (price drifts up toward par) and premium bonds tend to have negative capital gain yield (price drifts down toward par).
Discount bond: Price < par → YTM > coupon rate. Premium bond: Price > par → YTM < coupon rate.
Price-yield relationship and interest-rate risk
Bond prices move inversely with yields. If market yields rise, existing fixed-rate bond prices fall.
Sensitivity to yield changes increases with longer maturity and lower coupon (higher duration).
Quick ranking (all else equal): long maturity & low coupon (or zero-coupon) = most sensitive; short maturity = least sensitive.
Price response is curved (convex): for large yield moves, duration alone is an approximation.
Duration (the key sensitivity concept) (optional)
Macaulay duration is the weighted-average time to receive cash flows (in years).
Modified duration converts Macaulay duration into an interest-rate sensitivity measure.
First-order approximation: %ΔPrice ≈ - (Modified Duration) × Δy (where Δy is in decimal form, e.g., 0.01).
Higher duration: bigger price gains when yields fall, but bigger losses when yields rise.
Callable bonds and reinvestment risk
Callable bonds give the issuer the right to repay early, usually when rates fall.
Call risk: upside is capped (price can stop rising as much when yields fall).
When rates fall, callable bonds often exhibit shorter effective duration (the call option becomes more likely).
Reinvestment risk: if you receive principal back early, you may have to reinvest at lower rates.
Credit risk, ratings, and spreads
Treasuries are the benchmark 'low default risk' curve; corporate yields usually include a credit spread over Treasuries.
Bond ratings (AAA...BB...etc.) summarize default risk; downgrades typically raise required yield and lower price.
High-yield ('junk') bonds are more exposed to default risk and spread changes (especially in recessions).
Bond types (what makes them different)
Treasuries: very high liquidity, very low credit risk; main risk is interest-rate risk (duration) and inflation.
Investment-grade corporates: add credit risk + liquidity risk; spreads vary with the business cycle.
High-yield (junk): higher spreads/yields but higher default and downgrade risk; behaves more like 'credit' than pure rates.
Municipals: often federal tax-advantaged; compare using tax-equivalent yield; credit and liquidity can vary widely.
TIPS: principal adjusts with inflation (CPI); protects purchasing power, but still has real-rate (duration) risk.
Tip: even with inflation protection, a long-maturity TIPS can be very rate-sensitive (to real yields).
Where to find bond data (use these for assignments)
Corporate/agency bond trade activity, bond lookup, and other fixed income data: FINRA Fixed Income Data.
Municipal bond disclosure documents and trade data: MSRB EMMA (Electronic Municipal Market Access).
Treasury yields (curve levels) are often summarized on Treasury/FRED; use the date of the observation you cite.
Quick data links (official sources)
FINRA Fixed Income Data (bond lookup + trade activity): https://www.finra.org/finra-data/fixed-income
MSRB EMMA (municipal bonds: official docs + trade data): https://www.msrb.org/Electronic-Municipal-Market-Access-EMMA-Website

True/False Practice (Concepts)
Directions: For each statement, circle True (T) or False (F).
Current yield uses only coupon income and ignores price changes.   T / F: ________
Yield to maturity (YTM) is the discount rate that equates price to the PV of promised cash flows.   T / F: ________
If a bond sells at a discount (price < par), then YTM is greater than the coupon rate (all else equal).   T / F: ________
If a bond sells at a premium (price > par), then YTM is greater than the coupon rate.   T / F: ________
Capital gain yield can be negative.   T / F: ________
When market interest rates rise, prices of existing fixed-rate bonds fall.   T / F: ________
Holding maturity constant, a lower coupon bond is typically more sensitive to interest-rate changes than a higher coupon bond.   T / F: ________
Holding coupon constant, a longer maturity bond is typically more sensitive to interest-rate changes than a shorter maturity bond.   T / F: ________
A 1-year Treasury bill is usually less interest-rate sensitive than a 30-year Treasury bond.   T / F: ________
A zero-coupon bond has Macaulay duration equal to its maturity.   T / F: ________
Modified duration gives an approximate percentage price change for a small change in yield.   T / F: ________
Convexity generally makes the actual price increase (when yields fall) larger than the duration-only approximation.   T / F: ________
Callable bonds tend to have less price upside when yields fall because the issuer may call the bond.   T / F: ________
When yields fall, the effective duration of a callable bond often decreases.   T / F: ________
Treasuries typically have lower credit risk than corporate bonds.   T / F: ________
Corporate bond yield is often decomposed into Treasury yield plus a credit spread.   T / F: ________
Credit spreads tend to widen in recessions.   T / F: ________
High-yield (junk) bonds are generally more exposed to changes in credit spreads than investment-grade bonds.   T / F: ________
A bond rating is a guarantee that the bond will not default.   T / F: ________
A downgrade usually lowers a bond’s price (other things equal).   T / F: ________
TIPS principal adjusts with inflation; coupons are paid on the inflation-adjusted principal.   T / F: ________
Municipal bond interest is often exempt from federal income tax (but not always exempt from state tax).   T / F: ________
Tax-equivalent yield equals the muni yield divided by (1 - marginal tax rate).   T / F: ________
Current yield is always less than YTM.   T / F: ________
If two bonds have the same YTM, the one with the longer maturity will always have the higher price.   T / F: ________
The least interest-rate sensitive bond type is usually short maturity (low duration).   T / F: ________
Junk bonds usually have lower yields than Treasuries because they are riskier.   T / F: ________
Liquidity premium is usually smallest for U.S. Treasuries.   T / F: ________
FINRA is a primary source for corporate bond trade activity data (TRACE).   T / F: ________
EMMA is the official public source for municipal bond disclosures and trade data.   T / F: ________
Calculation Practice (Semiannual coupons)
For each bond, compute: (a) YTM (nominal APR), (b) current yield, (c) price in 1 year if YTM unchanged, (d) capital gain yield for the year.
Problem 1 (discount bond)
Given:
Face value: $1,000
Coupon rate (annual): 5.00% (paid semiannually)
Years to maturity: 10 years
Price today (P0): $950.00
Assumption for capital gain yield: You hold for 1 year (2 coupon payments) and the YTM is unchanged when you sell right after the 2nd coupon.
Required (show your work):
(a) YTM (nominal APR with semiannual compounding).
(b) Current yield.
(c) Price in 1 year (P1) assuming YTM unchanged (sell right after coupon).
(d) Capital gain yield = (P1 - P0) / P0.
Workspace:
 
Problem 2 (premium bond)
Given:
Face value: $1,000
Coupon rate (annual): 7.00% (paid semiannually)
Years to maturity: 15 years
Price today (P0): $1,120.00
Assumption for capital gain yield: You hold for 1 year (2 coupon payments) and the YTM is unchanged when you sell right after the 2nd coupon.
Required (show your work):
(a) YTM (nominal APR with semiannual compounding).
(b) Current yield.
(c) Price in 1 year (P1) assuming YTM unchanged (sell right after coupon).
(d) Capital gain yield = (P1 - P0) / P0.
Workspace:
 
Problem 3 (low-coupon discount bond)
Given:
Face value: $1,000
Coupon rate (annual): 3.50% (paid semiannually)
Years to maturity: 5 years
Price today (P0): $875.00
Assumption for capital gain yield: You hold for 1 year (2 coupon payments) and the YTM is unchanged when you sell right after the 2nd coupon.
Required (show your work):
(a) YTM (nominal APR with semiannual compounding).
(b) Current yield.
(c) Price in 1 year (P1) assuming YTM unchanged (sell right after coupon).
(d) Capital gain yield = (P1 - P0) / P0.
Workspace:
 










































True/False Answer Key
Use the explanation to correct your reasoning.
1. T  Current yield uses only coupon income and ignores price changes.
Current yield = annual coupon / price; it does not include pull-to-par.
T  Yield to maturity (YTM) is the discount rate that equates price to the PV of promised cash flows.
It is an IRR based on coupons + principal.
T  If a bond sells at a discount (price < par), then YTM is greater than the coupon rate (all else equal).
Discount implies investors need a higher yield than the coupon provides.
F  If a bond sells at a premium (price > par), then YTM is greater than the coupon rate.
Premium implies YTM < coupon rate.
T  Capital gain yield can be negative.
If price falls over the holding period, capital gain yield is negative.
T  When market interest rates rise, prices of existing fixed-rate bonds fall.
Inverse price-yield relationship.
T  Holding maturity constant, a lower coupon bond is typically more sensitive to interest-rate changes than a higher coupon bond.
Lower coupon pushes cash flows later -> higher duration.
T  Holding coupon constant, a longer maturity bond is typically more sensitive to interest-rate changes than a shorter maturity bond.
Longer maturity -> higher duration.
T  A 1-year Treasury bill is usually less interest-rate sensitive than a 30-year Treasury bond.
Short maturity implies low duration.
T  A zero-coupon bond has Macaulay duration equal to its maturity.
All cash flow occurs at maturity.
T  Modified duration gives an approximate percentage price change for a small change in yield.
%ΔP ≈ -ModDur × Δy.
T  Convexity generally makes the actual price increase (when yields fall) larger than the duration-only approximation.
Duration is linear; convexity adds curvature.
T  Callable bonds tend to have less price upside when yields fall because the issuer may call the bond.
Call option caps appreciation.
T  When yields fall, the effective duration of a callable bond often decreases.
Higher call probability shortens expected cash-flow timing.
T  Treasuries typically have lower credit risk than corporate bonds.
Corporate bonds add default risk.
T  Corporate bond yield is often decomposed into Treasury yield plus a credit spread.
Spread compensates for default + liquidity risk.
T  Credit spreads tend to widen in recessions.
Default risk rises and risk appetite falls.
T  High-yield (junk) bonds are generally more exposed to changes in credit spreads than investment-grade bonds.
Spreads/default risk are a larger share of yield.
F  A bond rating is a guarantee that the bond will not default.
Ratings are opinions and can change; default is still possible.
T  A downgrade usually lowers a bond’s price (other things equal).
Required yield rises -> price falls.
T  TIPS principal adjusts with inflation; coupons are paid on the inflation-adjusted principal.
Inflation protection feature.
T  Municipal bond interest is often exempt from federal income tax (but not always exempt from state tax).
Tax treatment depends on investor residence and bond type.
T  Tax-equivalent yield equals the muni yield divided by (1 - marginal tax rate).
TEY = muni / (1 - tax rate) for simple case.
F  Current yield is always less than YTM.
For discount bonds, current yield can be below or above YTM depending on maturity; no 'always'.
F  If two bonds have the same YTM, the one with the longer maturity will always have the higher price.
Price also depends on coupon; not guaranteed.
T  The least interest-rate sensitive bond type is usually short maturity (low duration).
Short maturity implies low price volatility.
F  Junk bonds usually have lower yields than Treasuries because they are riskier.
Riskier bonds usually require higher yields.
T  Liquidity premium is usually smallest for U.S. Treasuries.
Treasuries are highly liquid benchmark securities.
T  FINRA is a primary source for corporate bond trade activity data (TRACE).
FINRA collects and publishes TRACE-related fixed income data.
T  EMMA is the official public source for municipal bond disclosures and trade data.
EMMA is operated by MSRB.
Calculation Answer Key (with Excel-style steps)
Problem 1 (discount bond)
Inputs (semiannual):
Face value (FV) = $1,000.00
Coupon rate = 5.00% → PMT per 6 months = $25.00
Years = 10 → NPER = 20
Price today P0 = $950.00
1) YTM (nominal APR):
Excel: YTM = RATE(NPER, PMT, -P0, 1000) × 2
Answer: YTM ≈ 5.6617% → 5.66%
2) Current yield:
Current yield = Annual coupon / P0 = $50.00 / $950.00
Answer: 5.26%
3) Price in 1 year if YTM unchanged (sell right after coupon):
Excel: P1 = ABS(PV(YTM/2, (Years)×2, PMT, 1000))
Answer: P1 ≈ $953.84
4) Capital gain yield (1-year):
Capital gain yield = (P1 - P0) / P0
Answer: ($953.84 - $950.00) / $950.00 = 0.40%
Or: capital gain yield = YTM – current yield = 5.66% - 5.26% = 0.4%
Problem 2 (premium bond)
Inputs (semiannual):
Face value (FV) = $1,000.00
Coupon rate = 7.00% → PMT per 6 months = $35.00
Years = 15 → NPER = 30
Price today P0 = $1,120.00
1) YTM (nominal APR):
Excel: YTM = RATE(NPER, PMT, -P0, 1000) × 2
Answer: YTM ≈ 5.7919% → 5.79%
2) Current yield:
Current yield = Annual coupon / P0 = $70.00 / $1,120.00
Answer: 6.25%
3) Price in 1 year if YTM unchanged (sell right after coupon):
Excel: P1 = ABS(PV(YTM/2, (Years)×2, PMT, 1000))
Answer: P1 ≈ $1,114.80
4) Capital gain yield (1-year):
Capital gain yield = (P1 - P0) / P0
Answer: ($1,114.80 - $1,120.00) / $1,120.00 = -0.46%
Or: capital gain yield = YTM – current yield = 5.79% - 6.25% = -0.46%
Problem 3 (low-coupon discount bond)
Inputs (semiannual):
Face value (FV) = $1,000.00
Coupon rate = 3.50% → PMT per 6 months = $17.50
Years = 5 → NPER = 10
Price today P0 = $875.00
1) YTM (nominal APR):
Excel: YTM = RATE(NPER, PMT, -P0, FV) × 2
Answer: YTM ≈ 6.4657% → 6.47%
2) Current yield:
Current yield = Annual coupon / P0 = $35.00 / $875.00
Answer: 4.00%
3) Price in 1 year if YTM unchanged (sell right after coupon):
Excel: P1 = ABS(PV(YTM/2, (Years)×2, PMT, FV))
Answer: P1 ≈ $896.92
4) Capital gain yield (1-year):
Capital gain yield = (P1 - P0) / P0
Answer: ($896.92 - $875.00) / $875.00 = 2.51%
Or: capital gain yield = YTM – current yield = 6.47% - 4% = 2.47%


