on long-term bonds or mongy market instruments, will
generally cause prices of outstanding debt securities
to increase. Conversely, rising rates across a particu-
lar maturity spectrum will generally cause the prices of
outstanding debt securities of that maturity to decline,

EXAMPLE: A 30-year Treasury bond pays inter-
ast at a 12% coupon rate. The cnly ime prior to matur-
ity that investors will pay a price of 100 (that is, 100%: of
par valua) for the bond is when the prevailing vield on
such long-term Treasury bonds is exactly 12%. Should
rates move higher to, say, 14% for such Treasury
bonds, the price of an outstanding 12% bond would
have to decling to about 86 in order for the bond to
yield 14%. If rates on such bonds subsequently de-
cline to 10%, the price of the 12% bond could be ex-
pecled to rise substantially above par, since it would
yield 10% at a price of 120.

Price-based call options become more valuable as
the prices of the underlying debt securities increase,
and price-based puts become more valuable as the
prices of the underlying debt securities decline. The
retationship between interest rate changes, prices, and
the value of price-based debt options can be ex-
pressed as follows:

‘ _ Cal 1
Prices 1 = Put 4

Prices | = Gt

Imterest Rates (Yields) 4

Interest Rates (Yields) ¢

In contrast, the exercise setttement value of a yield-
based option is based on the difference belween the
value of an undesdying vield and the exercise price of
the option. Since the underlying yields of yield-based
options will increase as interest rates increase, and
vice-versa, it follows that yield-based calls become
more valuable as yields rise (ie., as the prices of the
debt securities from which the underlying vield is de-
rived decling), and puts become more valuable as

These relationships can be expressed as follows:

; L e _ Call ¢
Interest Hates {Yields}) + = Prices 1 = Put t
Interest Rates (Yields) ¢ = Prices ¢ = EﬁH
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