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PREFACE

This third edition includes information to assist bond investors to become more knowledgeable about their investments. Among the many changes to this edition are new chapters on foreign and emerging market debt, how to use duration and convexity concepts, and the inclusion of investing in bond exchange traded funds. Each chapter includes many new sections to provide both beginning and sophisticated bond investors with the tools to make more informed bond investments. Bond exchange traded funds are compared with bond mutual funds and investing in individual bonds.

The early chapters present information on the characteristics of bonds with the purpose of providing readers with an understanding of the workings of a bond, and their performance with regard to risk and return. The following chapters present the different types of bonds (Treasuries, government agency bonds, GNMA, FNMA, collateralized mortgage obligations, municipal bonds, corporate bonds, convertible bonds, zero coupon bonds, and foreign bonds) along with a comparison of the corresponding mutual funds and bond exchange traded funds. These chapters provide readers with the information to make their choices as to whether to invest in individual bonds, or bond mutual funds, or bond exchange traded funds. The last chapter provides the information to manage a bond portfolio.

As a more informed investor, it is easier for you to make better decisions regarding your bond investments.
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Many people facilitated the preparation of this book, and I am grateful for their assistance.

My husband, Eric, and our children, Jennifer and Michael, deserve a special note of thanks for their continued support and patience.


CHAPTER 1 
What Bonds Can Do for You and Why You Should Consider Investing in Them

KEY CONCEPTS

[image: image] Reasons for investing in bonds

[image: image] What are bonds?

[image: image] Terminology of bonds

[image: image] How to buy and sell bonds

History provides not only insights into past returns from investing in the stock and bond markets, but also valuable lessons for investing in the future. Evaluating the performance of stocks and bonds can provide you with insights into planning your investments for the future. Advocates of stock investments quote historic returns over long periods of time, such as 20-, 50-, and 100-year periods because stocks have consistently outperformed bonds and other financial asset classes. However, when the time frame falls to shorter time periods (less than five years) the results can be markedly different, as Table 1-1 illustrates. The performance of bonds over two- to five-year periods has often outperformed the returns of stocks and money market securities (cash equivalents). Within these shorter time frames, there are at least two sets of circumstances where bonds outperform stocks. During recessions, bonds generally provide better returns than stocks, and when both interest rates and inflation are rising, short-term bonds (Treasury bills and money market equivalents) often outperform both long-term bonds and stocks.

TABLE 1-1 Historical Performance of Stocks, Bonds, and Treasury Bills


	Time Period

	Large-Cap Stocks

	Corporate Bonds

	Treasury Bills




	1926–2004

	9.37%

	6.19%

	3.5%




	1980–2004

	11.12%

	10.84%

	6.47%




	1995–2004

	14.00%

	9.87%

	3.92%




	1999–2004

	–0.7%

	10.76%

	2.7 %





An example illustrates the risk of loss from investing in only one asset class. If you had invested solely in stocks in the time period from March 1995 through March 2000 you would have earned spectacular returns, as the U.S. stock markets reached their all-time highs in March 2000. During that time period, other financial securities such as bonds and money market securities could not match the stellar stock market returns. However, for the following two and a half years, the broad stock market index fell by 50 percent, and technology stocks declined by roughly 80 percent, while bonds earned positive returns. For the next two and a half years through March 2005, the stock markets increased but they came no where near the highs of March 2000.

If you were clairvoyant you would have invested solely in stocks from 1995 to 1999, switched to bonds January 1, 2000, through 2002, and then switched back to stocks in 2003 through 2004, and your returns would have been hard to beat. The problem is that we do not know when we should be fully invested in stocks and when we should switch to bonds. The lessons that we can learn from this example are:

[image: image] It is virtually impossible to determine how the markets will perform in the future and so we should not have all our eggs in one basket, so to speak, by investing solely in stocks or bonds. We want to minimize the risk of loss.

[image: image] The key to minimizing the risk of loss is to invest in different classes of investments whose returns are not correlated—in other words, investing in asset classes

FIGURE 1-1 Historical Performance of Large-Cap Stocks, Long-Term Corporate Bonds, and Treasury Bills from 1995 to 2004

[image: image]

whose returns do not rise and fall together. When one asset class declines in value, another asset class increases, which minimizes portfolio losses and seeks positive overall returns.

The concept of minimizing the risk of loss through asset allocation can be illustrated further by examining Figure 1-1. In the 10-year period from 1995 to 2004, large-cap stocks earned on average 14 percent per year, but had negative returns for three of the years (2000 through 2002). Long-term corporate bonds had a negative return for only one year in that same 10-year period.

As of March 2005, the Nasdaq composite index was still 60 percent lower than its highs of March 2000. A broadly diversified portfolio of stocks, bonds, money market securities, and real estate (real estate investment trusts [REITs] and not necessarily individual properties) would have produced modest positive returns throughout the 10-year period, avoiding the pain caused by the negative returns of stocks.

Figure 1-2 compares the returns of a balanced portfolio invested with 50 percent in large-cap stocks and 50 percent invested in long-term corporate bonds with large-cap stocks and long-term corporate bonds over the 10-year period 1995 to 2004. This graph provides a valuable lesson learned from many myopic investment strategies pursued in the late 1990s through the early 2000s. Successful investing requires asset allocation (investing in different asset classes, such as stocks, bonds, and money market securities) and diversification (selecting different investments within an investment class).

FIGURE 1-2 Historic Comparison of Stocks, Bonds, and a Balanced Portfolio from 1995 to 2005

[image: image]

A well-diversified portfolio is less likely to suffer the extreme ups and downs within the markets.

Although the balanced portfolio (as shown by the line graph) did not have the highs of both individual stock and individual bond portfolios, it also did not produce the losses of the stock portfolio.

REASONS FOR INVESTING IN BONDS

[image: image] Investing in a diversified portfolio of stocks, bonds, money market securities, and other asset classes reduces the risk of loss and balances returns due to uncertainties in the markets. Bonds are like an anchor on a ship and act as a buffer when stocks decline.

[image: image] Investing in bonds provides financial security because bondholders are paid regular payments of interest and their principal is returned to them when their bonds mature.

[image: image] Certain types of bonds provide tax breaks. Municipal bonds are exempt from federal taxes, and may also be free from state and local taxes for taxpayers filing in the states and counties where the bonds are issued.

[image: image] Bonds can be sold before their maturity dates should bondholders need their money earlier than the stated maturity dates.

[image: image] Bonds are less risky than stocks. Treasury bonds are virtually free of credit and default risk, while bonds with high credit ratings seldom default on their interest and principal payments.

[image: image] Bond investments preserve and increase capital, in addition to providing the opportunity for capital appreciation (and capital loss).

Despite these many reasons for investing in bonds, many investors overlook investing in bonds because they do not provide the capital appreciation of stocks. This is true—bonds are not stocks—but bonds can provide you with a lower risk approach to building a secure nest egg. Consequently, bonds should play a part in virtually every investor's portfolio.

WHAT PART SHOULD BONDS PLAY IN YOUR PORTFOLIO?

Bonds provide a predictable stream of income and preserve capital, making bonds less risky than stocks. Consequently, virtually every portfolio needs to be invested in bonds, and leads to the question, "How much of my portfolio should be invested in bonds?

ASSET ALLOCATION

The decision of how much to invest in each of the different investment classes of assets (stocks, bonds, real estate, futures, and cash) is an important decision that determines the return for the portfolio. This asset allocation decision has been shown to be the most important decision with regard to achieving an investor's financial goals. The reason is that each class of investment assets (stocks, bonds, money market securities, and real estate) has different levels of risk and return, and while one asset class may increase in value, another decreases or stays the same. If something goes wrong with one asset class, the other asset class may not be affected and could possibly compensate for the weak asset class.

One rule of thumb in determining your asset allocation is that the younger you are the more risk you can generally take, meaning that your investments can be geared more toward seeking capital appreciation than capital preservation. Investors close to retirement want to protect the value of their portfolios because a large decrease in the value of their holdings can affect their retirement lifestyles. It is your time horizon until you begin to draw down from your investments that determines your asset allocation. A long time horizon means that you will not need to draw down your assets and you can ride out the short-term market fluctuations of the stock market in order to grow your portfolio. Thus, with a long time horizon you can weather the risk of investing in stocks. Investors with a short time horizon would invest in assets with less overall risk, and the investments are weighted more toward bonds and money market securities. Figure 1-3 illustrates some portfolio asset allocation models for investors with different time horizons.

Another aspect to consider in determining your asset allocation is how long you will need your investments to last. Once you begin making withdrawals from your investments in retirement, the longer the retirement period, the greater will be the amount allocated to stocks. For example, a person retiring at age 55 years has a long retirement period ahead of him as compared with retiring at age 75. Depending on the size of the investment portfolio, the investor retiring at age 55 would need to grow investment assets so as not to outlive the funds.

FIGURE 1-3 Asset Allocation Models for Different Time Horizons

[image: image]

The amount of your financial wealth also determines your asset allocation. For example, a young couple with children might need to supplement their wages with investment income to meet their living expenses instead of investing for capital appreciation. Consequently, they would need to invest in bonds to provide them with a predictable stream of income.

Asset allocation is a means of balancing the growth in purchasing power of your investments and providing income while preserving your capital. The asset allocation plan that works for you depends on your time horizon to retirement, the length of time that you will withdraw from your investments, your risk tolerance, and the amount of your portfolio of investments. The asset allocation plans shown in Figure 1-3 are only suggestions, and you would need to determine what plan would work best for you. The general rule of thumb is that as you approach retirement more assets are transferred from stocks into bonds and money market securities.

DIVERSIFICATION

Once you have determined your asset allocation, it is important to diversify your investments within each asset class (stocks and bonds). Even though bonds are less volatile than stocks, they are not devoid of risk, such as inflation risk, interest rate risk, and credit risk. Figure 1-4 illustrates the 20-year performance of different bond types. In the years 1985 through 2004, junk bonds had the best year's return of close to 40 percent and the worst year's return of a 6 percent loss. The best year's return from investment-grade bonds was not as good as those for junk bonds or international bonds, but its worst year was less than those for junk bonds and international bonds. Money market securities preserved investment capital by not losing value while providing the lowest level of income.

Figure 1-4 shows the different risk and return characteristics of the four types of fixed income securities. Consequently, when choosing bonds for a portfolio, you want a selection of bonds that perform differently under changing conditions, namely market rates of interest, inflation, and credit quality. For example, if you have two years to retirement, you might consider bond types illustrated in Figure 1-5 to achieve a diversified bond portfolio.

FIGURE 1-4 Historical Performance of Bonds from 1985 through 2004

[image: image]

FIGURE 1-5 Example of a Diversified Bond Portfolio with 2 Years to Retirement

[image: image]

Treasury inflation protection securities (TIPS) and Treasury securities issued by the U.S. Treasury have no credit or default risk. The advantage of TIPS is that they protect against inflation by adjusting the purchasing power of the bonds to the rate of inflation. Investment-grade bonds provide higher yields than Treasury securities; consequently, when market rates of interest increase, investors in investment-grade bonds lose less of their principal in bond price fluctuations than they would for Treasury securities.

Junk bonds and international bonds have the potential for providing higher returns than those from Treasury securities and investment-grade bonds, but they also have the potential for producing the greatest risk of loss of principal. By understanding the characteristics of each class of bonds, you can control your exposure to inflation, credit risk, and changes in market rates of interest. By matching the maturities of your bonds to your financial needs for the use of the principal, you can reduce the risk of loss of principal.

Once you have determined your asset allocation and selected the individual securities within each asset type, you will want to revisit your asset allocation plan periodically to make sure that your portfolio is still in line with achieving your financial objectives. For example, as you get closer to retirement, your stock portfolio might have appreciated beyond your target allocation, requiring you to sell off a portion of your stocks and reinvest those proceeds into bonds and money market securities.

WHAT ARE BONDS?

A bond is similar to an IOU or savings account. When you deposit money in a savings account, you are lending the bank money and the bank pays you interest on the deposited amount. Similarly, if you buy bonds you are lending the issuer money in return for regular payments of interest. When the bonds mature (come due), you (the bondholder) receive the principal amount of the bonds back, as you would have, had you withdrawn the amount from a savings account. The major difference between a savings account and a bond is that bondholders can sell their bonds before they mature to other investors. Savings accounts with set maturities can only be redeemed by the issuing institution. A bond is a legal obligation by the issuer of the bond to pay the bondholder a predetermined rate of interest over the life of the bond and then repay the bondholder the principal (amount lent) at maturity. Figure 1-6 illustrates how a bond works.

FIGURE 1-6 How a Bond Works

[image: image]

The three basic components of a bond are:

[image: image] The coupon rate

[image: image] The maturity date

[image: image] The price or yield

Coupon Rate

The coupon rate is the stated rate of interest that the issuer of the bond promises to pay the bondholder over the life of the bond unless it is a floating rate bond. If the coupon rate is 4 percent, the issuer of the bonds promises to pay $40 in interest on each bond per year (4% × $1,000). Many bonds pay interest semiannually For a 4 percent coupon bond that pays interest semiannually, the bondholder receives $20 every six months for each bond held until maturity. Government National Mortgage Securities (GNMAbonds) pay interest on a monthly basis. Some bonds are issued with floating coupon rates of interest that are tied to a particular index. Consequently, the coupon payment fluctuates based on the movement of the underlying index. There are some bond types, such as zero-coupon bonds and Treasury bills, that do not pay periodic interest payments to their holders. Instead, these bonds pay their interest at maturity.

Maturity Date

The maturity date indicates the length of time until the bond comes due and the bondholder is repaid the face value of the bond. The maturity date also determines when bondholders receive their interest payments. For example, a bond with a maturity date of March 1, 2020, matures on that date and the issuer repays the bondholder $1,000, the par or face value of the bond, and also the last interest payment. If the bond pays interest on an annual basis, the bondholder of this particular bond receives interest on this date annually. If this bond pays interest semiannually, then bondholders receive their interest coupon payments on March 1 and six months later on September 1 of each year until maturity.

Price or Yield

The price or market value of a bond is determined by numerous factors, such as the relationship between the bond's coupon rate and market rates of interest, credit quality, and length of time to maturity. A bond's coupon rate remains fixed through the life of the bond (unless it is a variable or floating rate bond) but market rates of interest (or market yields of new and existing bonds) fluctuate, and changes in market rates of interest largely determine the price of the bond. For example, when the coupon rate is the same as market rates of interest (yields on comparable newly issued bonds), the price of the bond generally trades at par, which is $1,000. However, investors are willing to pay more for an existing bond with a higher coupon rate than for new bonds offered with lower coupon rates. Consequently, the price on the existing bond rises to compensate investors for the additional yield differential over the new bond. Similarly, when market yields on new bonds exceed market yields on existing bonds, prices of existing bonds fall because of their lower coupon yields.

There is an inverse relationship between market rates of interest and a bond's price: when market rates of interest rise, the prices of existing bonds decline, and when market rates of interest decline, prices of existing bonds increase. This relationship explains why a bond can trade at a premium price (above par value), at par value, or at a discount (below par value).

Bond investors are likely to be swayed by their expectation of interest rates in the economy. If they see a future decline in interest rates, they are more likely to invest in bonds, as prices of existing bonds will increase. On the other hand, if interest rates are expected to rise, investors are less likely to invest in bonds due to the decline in future bond prices.

Although other factors, such as length of time to maturity and the overall quality of the bond, also affect bond prices, this basic relationship of interest rates and bond price is a good starting point for an introductory discussion on bond price.

TERMINOLOGY OF BONDS

Par Value

Par value is also known as the face value of a bond, which is $1,000. Par value is the amount paid to the bondholder when the bond matures. For example, a bond purchased at issuance for $1,000 is acquired at its par value. At maturity, the holder receives $1,000 from the issuer of the bond.

Discount

Bonds trading below $1,000 trade at a discount. For example, Ford Credit Corporation bonds, with a coupon rate of 6 3/8 percent and maturity in 2008, traded at a discount on September 26, 2005, of $967.50 per bond.

Premium

Bonds trading above $1,000 trade at a premium. On September 26, 2005, IBM's 8 3/8 percent bonds maturing in the year 2019 traded at $1,328.75 per bond. This was a $328.75 premium per bond.

Coupon Interest Rate

The coupon rate is the interest rate that the issuer of the bond promises to pay the bondholder. If the coupon rate is 5 percent, the issuer of these bonds promises to pay $50 (5% × $1,000) in interest on each bond per year.

Many bonds pay interest semiannually If a bond has a coupon rate of 5 percent paid semiannually, the bondholder receives $25 per bond every six months. Some bonds have adjustable or floating interest rates, which are tied to a particular index. This means that the coupon payment fluctuates based on the underlying index.

Maturity

The maturity of a bond is the length of time until the bond comes due when the bondholder receives the par value of the bond and the final interest payment (for coupon bonds).

Market Rates of Interest

Market rates of interest affect bond prices, which in turn affect bond yields. Put another way, bond prices are determined by the differences between their coupon rates and their yields. Suppose you bought a bond last year with a coupon rate of 5 percent when the coupon yields of comparable bonds' interest were 5 percent, and you paid $1,000 per bond. A year later, market rates of interest rise, causing new, comparable bonds to be issued with 6 percent coupons. What price would you get if you tried to sell your bond with a 5 percent coupon?

An investor would not want to buy your bond yielding 5 percent for $1,000 when new bonds with coupon rates of 6 percent could be bought for $1,000. The buyer would expect to get a yield of at least 6 percent, which means that your bond would sell at a discount (less than $1,000) in order to be competitive with current bonds.

Conversely, if market rates of interest fell below the coupon rate of 5 percent, investors would be willing to pay a premium (above $1,000) for a bond with a higher coupon rate than those of comparable new bonds being brought to the market. Thus, bond prices are vulnerable to market rates of interest as well as other factors, which are discussed in Chapter 2.

Call Provision

Some bonds have call provisions, which means that the issuer of the bonds can call or redeem the bonds at a specified price before their scheduled maturity. Issuers exercise the call provision when market rates of interest fall well below the coupon rate of the bonds.

Bid Price

Bond prices are quoted on a bid and ask basis. The bid price is the price at which owners of a bond can sell to dealers. For example, a bid price quote of 94½ is translated as 94.50 percent of par value. The par value of a bond is $1,000, so an owner of this bond would be willing to sell this bond to a buyer/trader at $945.00.

Ask Price

The ask price is the price at which the public can buy a bond from a dealer or trader.

Spread

The spread is the difference between the bid and the ask price of the bond, part of which is a commission that goes to the broker/dealer. A large spread indicates that the bonds are inactively traded.

Basis Point

A basis point is one hundredth of a percentage point. For example, if the yield on a bond falls from 5.25 percent to 5.20 percent, then the yield has declined by 5 basis points. Basis points are used to measure the differences in bond yields.

HOW TO BUY AND SELL BONDS

There are many more complexities involved in buying and selling bonds than there are for other investments. Individual bonds are bought through brokerage firms like stocks, but there are significant differences in the pricing of bonds, which make them more costly to trade than stocks. In fact, most bonds trade infrequently and are available only at certain dealers (Braham, 2006).

Unlike stocks, individual bond buyers do not have ready access to bond price quotes. The reason for this is that bond prices are not quoted when they are traded on the Internet or any other central exchange. For the most actively traded bonds listed on the exchanges, investors might be able to find day-old prices in the financial newspapers. However, most bonds trade over the counter and are not listed on bond exchanges. The other problem is that brokers trade bonds from their inventory, and so the pricing for the same bond might vary significantly. One broker might sell, for example, a Ford Motor Corporation bond at $950, while it could be bought from another broker at $925 per bond. There are many reasons to account for this discrepancy in price: the brokers could have bought the bonds at different prices, or charged different markups, or had different sizes of those bonds in inventory. The commission on bonds is priced into the markup, so investors cannot separate out the markup from the cost of the bond (Braham, 2006).

Not all brokers charge markups. Many online brokers charge a flat commission to trade bonds (for example, $2 per bond or a minimum charge per trade, whichever is greater).

Investors should shop around at different brokerage firms to get the best prices before buying or selling individual bonds. When comparing bond prices, investors should compare the bid/ask prices because the difference, or spread, between the bid and ask price represents the commission. This spread varies from broker to broker and also varies for the different types of bonds. For example, the spread on government agency bonds and municipal bonds is wider than those for U.S. Treasury bonds, because the former two types are not as actively traded. Similarly, spreads are wider for thinly or inactively traded issues of all types. Large spreads might also indicate that the creditworthiness of the bond issuer is low.

The importance of the discussion so far is to highlight some of the reasons why bond prices vary so that investors know to shop around at different brokerage firms to get the best price when they buy or sell their individual bonds. Brokerage firms also do not carry the same bonds in inventory, which makes price comparisons difficult. Consequently, investors, who do not want to go through the difficulties in pricing individual bonds might consider investing in bond mutual funds or bond exchange-traded funds.

Bond Mutual Funds

A mutual fund pools money from investors and then uses it to make investments on behalf of those investors. The types of investments that the mutual fund invests in depend on the objectives of that particular fund. For example, if the objective of a mutual fund is to provide short-term income from money market securities, then this fund would invest in money market instruments. Similarly, there are stock mutual funds of various types and bond mutual funds of various types.

Mutual funds give investors the flexibility of investing in stocks, bonds, and/or money market investments without having to buy investments (stocks, bonds, and money market instruments) individually. Mutual funds are particularly popular with investors who do not have the expertise, knowledge, or time to research individual investment alternatives. Mutual funds are discussed in greater detail in each of the different types of bond chapters.

Bond Exchange-Traded Funds

Bond exchange-traded funds (ETFs) offer investors the opportunity to invest in bonds without having to be concerned with the lack of individual bond pricing transparency. ETFs track indexes and trade on the stock exchanges. Instead of investing in individual corporate bonds, for example, investors could choose the iShares iBoxx Investment Grade Corporate Bond Exchange fund traded on the stock market under the ticker symbol LQD. This ETF includes investments in a basket of investment grade bonds. Other bond ETFs track Treasury bonds, mortgage-backed bonds, and government bonds of various durations.

Bond ETFs offer investors diversified portfolios with low expense ratios and are tradable (listed on the stock exchange). Although expense ratios of ETFs might be lower than those of mutual funds, there is an added cost to investing in ETFs, which is brokerage commissions. Buying bond ETFs is no different from buying and selling stocks on the stock exchanges. The advantage of ETFs over mutual funds is that holders can buy or sell their ETFs at any time during the trading day at specified prices. Shares in mutual funds can only be traded at the end of the day at the closing prices of the mutual funds, which is not known until the end of the day.

The different types of bond ETFs are discussed in detail in the corresponding bond chapters. The saying on Wall Street that investors buy stocks to obtain wealth and buy bonds to keep their wealth aptly summarizes why bonds are an important part of investors' portfolios.
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CHAPTER 2 
Characteristics of Bonds

KEY CONCEPTS

[image: image] Bond issuer
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Although there are basic differences between the different types of bonds issued, bonds have similar characteristics:

[image: image] Maturity date, which is the date when the bond is paid off

[image: image] Interest payments, which the issuer promises to pay the lender in return for the use of the money loaned

[image: image] Repayment of principal, which the issuer promises to pay back at the maturity date

[image: image] Bond indenture, containing the information for the issue:

[image: image] Amount of the bond issue.

[image: image] Coupon rate.

[image: image] Frequency of interest payments (annual or semiannual).

[image: image] Maturity date.

[image: image] Call provision, if any. This provision allows the issuer of the bonds to call them in and repay them before maturity.

[image: image] Refunding provision, if any. This provision allows the issuer to obtain the proceeds with which to repay the bondholders when the issue matures by issuing new securities.

[image: image] Sinking fund provision, if any. This provision offers bondholders greater security in that the issuer sets aside earnings to retire the issue.

[image: image] Put option, if any. This provision allows bondholders to sell the bonds back to the issuer at par value.

Bonds provide a steady stream of income, and the investor's principal is returned when the bond matures. However, bonds with similar characteristics could experience wide fluctuations in price, making it important for you to be familiar with many of the differing characteristics before investing. For example, two bonds issued by different issuers with the same coupon rate, maturity, and credit rating could have wide fluctuations in price due to the credit risk of the issuer when interest rates in the economy change.

BOND ISSUER

Bond investors count on a steady stream of interest income, and if the bonds are held to maturity, investors receive the face value of the bonds back. Consequently, the financial stability of the issuer determines the assurance that investors are paid their interest and principal. Bonds issued by the U.S. Treasury are the most secure in that the risk of default (chance that the interest or principal might not be paid back) is negligible. The reasons are that the U.S. government can always raise additional revenue by increasing taxes, selling more bonds, and/or printing money. Consequently, Treasury securities are considered to be risk free.

Bonds issued by corporations do not have the same assurance as the U.S. Treasury that investors' obligations will be paid back. Companies issuing bonds need to be profitable in order to be able to pay their interest and principal. To compensate for this added credit risk and risk of default, corporate bonds offer higher yields than Treasury securities. Bond ratings by independent rating services, such as Moody's, Standard & Poor's (S&P), Fitch, and others, assist investors in determining a company's ability to pay its obligations (credit risk). Table 2-1 illustrates the bond ratings scales from Moody's and S&P.

Moody's and S&P's ratings are similar though not identical. The highest-quality bonds (lowest credit risk) are those with triple A ratings. Ratings of AAA, AA, A, and BBB from S&P are considered to be investment-grade quality. Bonds with ratings below BBB are considered to be junk bonds and are speculative. These junk bonds have lower ratings, which means that the issuers have a greater likelihood of default on their interest and principal repayments. Before buying a bond issue, investors should obtain the ratings on that issue.

A rule of thumb to ensure against sleepless nights is to stick to issues with ratings of BBB and above. These ratings, however, provide only a relative guide for investors, because the financial status

TABLE 2-1 Bond Ratings



	Moody's

	Standard & Poor's

	Interpretation of Ratings




	Aaa

	AAA

	Highest-quality obligations




	Aa

	AA

	High-quality obligations




	A

	A

	Bonds that have a strong capacity to repay principal and interest but may be impaired in the future




	Baa

	BBB

	Medium-grade quality




	Ba

	BB

	Interest and principal is neither highly protected nor poorly secured. Lower ratings in this category have some speculative characteristics.




	 

	B

	 




	B

	CCC

	Speculative bonds with great




	Caa

	CC

	uncertainty




	Ca

	C

	 




	C

	DDD

	In default




	 

	DD

	 




	 

	D

	 





of the issuer could deteriorate over time and result in the issue being downgraded to a lower rating. A downgrading usually causes a decline in the market price of the bond. The opposite occurs when a bond issue is upgraded. The same issuer with many different bond issues outstanding could have different ratings for each issue. For example, on May 1, 2007, S&P reduced its ratings on Leggett & Platt Inc.'s senior unsecured debt from A + to A due to continued softness in the company's related business lines.

Investors need not be alarmed if their bonds are downgraded from AAA to A, for example, because this still indicates good quality. However, if the issue is downgraded below BBB, an investor should review whether to continue owning that bond. A case in point is the risky subprime mortgage loans made to consumers with troubled credit histories. Moody's and S&P downgraded many mortgage bond issues to junk bond status in a short period of time after the bonds were issued. This not only reflects poorly on the credit rating service's abilities to correctly assess the creditworthiness of the bonds, but also acts as a red flag to investors to pay attention to the financial condition of the issuers of their bond issues.

Even though different bond issues might have the same credit ratings, the issuer's creditworthiness might not be the same. U.S Treasury securities are superior to AAA-rated government agency securities for the reasons cited earlier. Similarly, AAA-rated state and local government debt might be considered to be more creditworthy than AAA-rated corporate bonds. Bond ratings are not cast in stone and only provide a guide as to the creditworthiness of the issuer. Enron bonds were rated good quality only a few years before the company ended up in bankruptcy and defaulted on its debt obligations.

LENGTH OF TIME TO MATURITY

A good starting point to lessening the risk of loss and improving returns from investing in bonds is to match bond maturities to the time needed for the principal. Maturities of bonds range from less than a year to longer than 50 years. Consequently, investors who have funds available to invest for six months would not want to invest in 30-year U.S. Treasury bonds because, if interest rates rise during that period, investors would lose a portion of their principal due to a decline in bond prices of existing issues. Similarly, if interest rates decline during that six-month period, investors would be able to sell those bonds at a profit, because prices of existing bonds would increase. By matching bond maturities to financial needs, investors can limit their losses due to market interest rate fluctuations.

Generally, bond issues with a longer time to maturity pay higher yields than issues with shorter maturities. This higher yield for investing in longer maturity bond issues compensates investors for future risk due to fluctuating interest rates, higher inflation, and any credit or default risk of the issuer. Choosing to invest in shorter maturity issues results in lower yields, but the risk of loss of principal is also limited. Bear in mind that there have been occasions when short-term interest rates have exceeded longer-term interest rates. The structure of interest rates, which determines the yield curve, varies according to economic conditions, which is discussed in Chapter 4.

SHORT-TERM MATURITIES

Many different short-term debt issues are negotiable and actively traded in the money market. The money market is a collection of markets consisting of brokers and dealers who trade in billions of dollars of short-term securities: Treasury bills, bankers' acceptances, negotiable certificates of deposit, and commercial paper, among others. There is a primary market for newly issued short-term securities and an active secondary market where issues that have already been issued trade.

The primary money market instruments are as follows:

[image: image] Treasury bills are sold by the U.S. Treasury to finance some of the federal government's expenditures. Their maturities are for 4, 13, and 26 weeks.

[image: image] Bankers' acceptances are promissory notes that are used mainly to finance international trade transactions. Their maturities are nine months or less.

[image: image] Commercial paper is issued by the most creditworthy companies as a source of short-term credit and is in essence an unsecured promissory note. Maturities are 270 days or less.

[image: image] Negotiable certificates of deposit are deposits of $100,000 or more deposited in commercial banks at a specific rate of interest. These can be bought and sold in the open market.

[image: image] Repurchase agreements are contracts that involve the sale of money market securities with the simultaneous agreement to buy the securities back at an agreed on price in the future.

[image: image] Money market mutual funds invest in a diversified portfolio of short-term securities such as those described above.

These short-term securities are relatively safe from default and are also fairly liquid due to the active secondary markets. Short-term debt instruments are discussed in greater detail in Chapter 5.

By tailoring your investment options to your financial needs you can build stability into your financial program. Short-term money should be matched with short-term securities, and longer-term funds should be invested in longer-term maturities.

Long-Term Securities

Long-term debt securities include notes and bonds with maturities longer than one year from the time that they are issued. Notes have maturities of 1 to 10 years, and bonds have maturities of greater than 10 years. These long-term securities are referred to as capital market securities. There is not always a clear distinction between short-term and long-term debt, because U. S. Treasury bonds and notes that are about to mature are considered to be money market securities.

Long-term debt securities that make regular interest payments include U.S. Treasury notes and bonds, U.S. agency issues, mortgage-backed bonds, municipal bond issues, and corporate issues. Zero coupon bonds and convertible bonds are hybrid debt securities. They have different characteristics but are also considered to be capital market securities.

The U.S. Treasury issues two types of long-term securities: Treasury notes and Treasury bonds. These debt issues pay stated coupon interest semiannually, and the interest is exempt from state and local taxes. Treasury debt issues are the most secure of all debt issues in that they have no credit or default risk.

U.S. governmental agencies sell long-term debt issues to finance various activities. Although they are not backed by the full credit of the U.S. government, U.S. agency issues are considered to be of good investment quality, but they have slightly more credit and default risk than Treasury securities. Because so many different agencies of the U.S. Government issue debt obligations, each issue should be analyzed with regard to its maturity, liquidity, and marketability.

State and local governments, counties, and cities issue municipal bonds. The main advantage of municipal bonds is their special tax treatment. Interest received from municipal bonds is exempt from federal income tax and exempt from state and/or local tax if issued in that state and county.

Corporate bonds are debt obligations of corporations and vary considerably in their features and their risk. Good-quality corporate bonds pay lower coupon interest than more speculative corporate bonds, also referred to as junk bonds.

Zero coupon bonds are hybrid issues in that they pay no periodic interest and are issued at a deep discount to their face value. At maturity, the bonds are redeemed at face value ($1,000). Another hybrid security is a convertible bond. Convertible bonds are issued by corporations, and the bonds can be exchanged for the common stock or preferred stock of the issuing company at the option of the bondholder.

Each of these types of long-term securities differs in risk, return, taxability, liquidity, and marketability. Investors should analyze the characteristics of the different types of bonds before investing.

Instead of investing in individual long-term bonds, investors have the choice of investing in bond mutual funds and bond ETFs. There are Treasury bond mutual funds, U.S. government agency mutual funds, corporate bond mutual funds, zero coupon mutual funds, and convertible bond mutual funds. The list of bond ETFs is expanding rapidly to give investors alternatives to specific bond mutual funds.

The advantages of investing in long-term maturities are the higher yields, and with a long time horizon the potential to ride out the price fluctuations.

BOND PROVISIONS

Investors should always check the provisions of a bond issue before investing. Corporate bond issues invariably contain a call provision, refunding provision, put provision, or sinking fund provision. These provisions can work for or against the investor; therefore, it is important to understand these specific characteristics. Investors should read and understand the details in these provisions before investing. For new bond issues, investors should obtain a final prospectus that contains the details of these provisions. A preliminary prospectus is often skimpy on details.

Call Provision

A call provision allows the issuer to call in the bonds before maturity. This feature is advantageous for the issuer because when interest rates fall below the coupon rate of the bond issue, the issuer is able to call in the bonds (pay them off before maturity) and issue new lower coupon interest bonds. The bond investor is disadvantaged because even though the principal is received early, reinvesting in new bonds means that the investor would receive a lower coupon interest rate.

The bond indenture spells out the details of the call provision such as when the bond can be called and the price at which the bond can be called. There are freely callable bonds that offer investors no protection, since issuers can call them anytime. Deferred callable bonds offer some protection because the bonds cannot be called until after a period of time (5, 10, or 15 years after issue). For example, a bond issued in 2007 could have 10 years of call protection, meaning that the bond issue becomes callable in 2017. To entice investors to invest in callable bonds, there might be a call premium of 5 percent over par. In such a case, if the bonds are called in the year 2017, the issuer will pay $1,050 per bond. Typically, however, a call premium declines toward par (face value) as the bond matures.

Noncallable bonds offer investors the most protection. Consequently, the price of callable bonds is lower than the price of comparable noncallable bonds. A call provision is important to investors who are purchasing bonds at a premium price (above $1,000) and if market rates of interest are at or near a peak.

Refunding Provision

A refunding provision does not allow the issuer to redeem a bond issue if the proceeds come from a new bond issue. In other words, if a bond issue has both a call and refunding provision, the issuer may call in the bonds, but the proceeds to repay bondholders only can come from cash, or from the sale of assets or common stock.

Bond issues with a refunding provision offer refunding protection, similar to call protection. If, for example, the call protection date and refunding protection date is the same (e.g., July 2010), and the call premium is 5 percent, the bonds can be called before July 2010, with the issuer paying $1,050 per bond, and the proceeds cannot come from the issuance of a new lower coupon bond issue. The proceeds can only come from "clean money"—cash, sale of assets, or common stock.

Put Provision

Bonds with put provisions are less common than bonds with call provisions, primarily because a put provision benefits the bondholder rather than the issuer. A put provision allows the bondholder to sell the bond back to the issuer at par (or a predetermined price). Thus, bondholders with a put provision are protected against inflation and rising interest rates (bond prices decrease when interest rates and inflation increase). Because a put provision is so advantageous to investors, many corporations issue bonds with a one-time put provision, which means that the bond can only be sold back on one date at a predetermined price.

A bond with a put provision generally sells for a higher price than a comparable bond without a put provision, and the flip side of the coin is that the yield of a putable bond is generally lower than that of a comparable bond without a put provision.

Sinking Fund Provision

A sinking fund in a bond's indenture allows an issuer to contribute to a fund from which the proceeds are used to retire bonds before maturity. The details, dates, and methods of retirement are described in the indenture. For example, the issuer can set specific dates for retirement or arbitrarily decide when to call in the bonds. When bonds are called for retirement, they no longer earn interest after the date of call.

There are two methods used to determine which bonds will be retired early. One method is to draw the bonds randomly, which means that some bondholders will not be affected. One complication of the use of this method is that it becomes difficult to value the bonds from this issue, because bondholders do not know when their bonds will be called in. The second method used to determine which bonds will be called is the pro rata method. With this method, all bondholders are affected equally. If the issuer decides for example to retire 5 percent of the issue, then all bondholders will have to retire 5 percent of their bond holdings. Valuation of the bonds when this method is used is not affected.

Even though a sinking fund provision like a call provision is disadvantageous to bond holders, there are two advantages to a sinking fund. The first is that the risk of default is reduced somewhat owing to the payments made by the issuer to the sinking fund. The second advantage is that a bond with a sinking fund offers a slightly higher yield than a comparable bond without a sinking fund provision.

Conversion Provision

Corporations issue bonds with a conversion provision that allow bondholders at their discretion to convert their bonds into the corporation's common stock. To complicate matters, most convertible bonds have call provisions, which give issuers the ability to force conversion when bond issues are called.

A reverse convertible issue gives the issuer control over whether the bondholder can receive common shares at conversion or the par value ($1,000) of the bond. The bondholder is denied the choice in the matter. Chapter 12 discusses convertible bonds in greater detail.

TAXES

Taxes diminish investors' returns, and so it becomes important to choose those investments that enhance investors' rates of return. Interest income from Treasury bonds, agency bonds, and corporate bonds is taxed at ordinary rates (the investor's marginal tax rate) at the federal level. Interest income from a municipal bond is generally exempt from federal taxes. Consequently, investors need to be able to compare returns from taxable bonds to tax-exempt bonds. The after-tax return of a taxable bond can be compared with the yield of a municipal (tax-exempt) bond. The after-tax return is calculated as follows:

After-tax return of a taxable bond = (1 – marginal tax rate)(bond yield)

For example, an investor in the 35 percent marginal tax bracket who invests in a corporate bond yielding 6.8 percent has an aftertax return of 4.42 percent:

[image: image]

This after-tax return can be compared with the rate of return of a municipal bond, which is tax free at the federal level. In many cases, taxes affect the choice of investments, and effective tax planning may reduce the level of taxes paid.

Interest income from Treasury securities is exempt from state and local taxes, and states generally do not tax interest income from municipal bonds issued in their states.

What you should know is that capital gains are taxed at lower marginal tax rates (as of 2008) if the securities are held for longer than one year. If the securities are held for less than one year before being sold, then any realized capital gains are taxed at the investor's marginal tax rate.

As taxes (federal, state, and possibly local) are levied on income and capital gains, the after-tax return of different bonds should be compared.

CHARACTERISTICS OF BOND MUTUAL FUNDS

Because bond mutual funds make investments on behalf of the fund's investors, mutual fund investors do not choose the individual bonds in the fund. However, investors in bond mutual funds should understand the characteristics of bond mutual funds in order to make the right investments.

Many investors choose to invest in bond mutual funds over individual bonds to avoid having to understand the complexities of individual bonds. Mutual funds have professional managers who make informed decisions on which bonds to buy, sell, and hold for the bond fund portfolio.

The basic differences between a bond mutual fund and an individual bond are:

[image: image] A bond mutual fund does not mature like an individual bond. When the bonds in the fund mature, the fund manager uses the proceeds to purchase new bonds. When individual bonds mature, holders receive their invested principal back in the form of the par value of the bond ($1,000 per bond).

[image: image] The amount of interest received by fund holders in the form of dividends varies, whereas individual bonds pay fixed coupon interest payments to bond holders.

[image: image] Bond mutual funds charge fees that diminish returns of mutual funds. Investors in individual bonds pay no fees other than the commissions to buy and sell the bonds.

[image: image] The quality, risk, and return of bond mutual funds change continually as bonds in the fund are bought and sold.

The advantages of investing in bond mutual funds are that they provide both convenience for investors who do not have the time, skill, or inclination to manage their own bond portfolios, and the opportunity to invest in a diversified bond portfolio without having to invest large amounts of money.

CHARACTERISTICS OF EXCHANGE-TRADED FUNDS

Bond ETFs are unique in that investors need not be concerned with the lack of pricing transparency of individual bonds. The reason is that ETFs are traded on the stock exchanges, and bond prices of the holdings of the ETF portfolio are reflected in the share price of the ETF. Shares of ETFs are traded during the hours that the stock market is open, whereas shares of mutual funds are only traded at the close of the day. Commissions incurred to buy shares of ETFs are lower than the transaction fees incurred to buy individual bonds. However, no-load mutual funds do not charge fees to buy and sell shares.

Bond ETFs share some characteristics with bond mutual funds, such as offering investors a share of a diversified bond portfolio and the convenience of not having to choose individual bonds to buy and sell or having to manage a bond portfolio. Fees charged for bond ETFs tend to be lower than those for bond mutual funds. Like mutual funds, ETFs pay interest received from bonds held in the portfolio in the form of dividends on a monthly basis.

The basic disadvantage of both bond ETFs and bond mutual funds is that the investor has no control over the amount of income or capital gains received. With an individual bond portfolio, an investor can choose higher-yielding bonds to receive greater income or hold bonds through maturity to avoid capital gains. Bond ETFs, however, give investors a flexible alternative to investing in individual bonds or bond mutual funds.


CHAPTER 3 
Risks of Bonds

KEY CONCEPTS
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The misconception many investors have about investing in bonds is that this class of investment carries no risk. When compared with investing in stocks, bond prices are less volatile than stock prices, but investing in bonds is not without risk. All bond instruments carry risk, but the degree of risk varies with the type of debt and the issuer. There is always the risk that if you try to sell a bond before maturity, you could lose money on it if market rates of interest have risen. Similarly, you could lose your entire investment if the bond issuer goes bankrupt. This does not mean that you should resort to stashing your money under the mattress, because that too involves a risk of loss. There are different types of risk, and you should be aware of how these affect your bond investments. Risk, therefore, can be defined as the possibility of losing money.

INTEREST RATE RISK

Suppose that you purchase a bond at issue for $1,000 that pays a coupon yield of 5 percent. A month later market rates of interest rise, and a new issue of bonds of comparable quality and maturity (to the issue that you purchased) sells for $1,000 per bond and pays a coupon of 5.25 percent. Investors wanting to purchase existing bonds would not offer to pay $1,000 for bonds from your issue because they can purchase similar bonds with a greater coupon rate (5.25 percent versus 5 percent). Consequently, to make the bonds of your issue more marketable, they would decline in price so that they are more marketable to entice investors to purchase them. Holders of that bond issue experience the effects of interest rate risk. When market rates of interest increase, prices of existing bonds decline. Similarly, when market rates of interest decline, prices of existing bonds increase. Figure 3-1 illustrates these relationships graphically.

Interest rate risk refers to changes in market rates of interest, which have a direct effect on bond investments. The price of fixed income securities changes inversely to the changes in interest rates. During periods of rising interest rates, investors holding fixed income securities will experience declines in the market prices of their bonds, because new investors in those bonds will want a competitive yield. Similarly, in periods of declining interest rates, prices of fixed income securities will rise. The longer the maturity and duration of the bond, the greater is the potential interest rate risk.

FIGURE 3-1 Market Interest Rates and Bond Prices

[image: image]

By reducing the maturities of bonds in a portfolio in addition to choosing bond issues with different maturities, an investor can lessen interest rate risk. Interest rate risk also is minimized if investors hold onto their bonds until maturity.

DEFAULT OR CREDIT RISK

Another risk involving bonds depends on the creditworthiness of the issuer of the debt. Creditworthiness is the ability of the issuer to make its scheduled interest payments and to repay principal when the bonds mature. Credit risk varies with bond issuers. An inability of an issuer to repay interest or principal may involve bankruptcy. However, issuers can experience financial difficulties, which could result in their bonds being downgraded by any of the major credit ratings agencies, such as Moody's, Standard & Poor's (S&P), or Fitch. The impact of a downgrade in ratings results in a decline in the price of a bond issue, even though the issuer may still be able to pay its interest obligations.

An analysis of the financial health of an organization determines the ability of an issuer to meet its financial obligations. Consequently, a rating of AAAby S&P indicates a strong likelihood that the issuer will meet its financial obligations. If the issuer's rating is downgraded from AAA to AA (owing to changes in the economy that might impact the issuer), there is still a strong likelihood that the issuer will not have any difficulty meeting its financial obligations. Bond investors should be cautious when their bonds are downgraded by more than two levels or drop from investment grade to below investment grade. Not only will the prices of their bonds fall significantly, but there is an increased credit or default risk. When bonds are downgraded by more than one level at a time, bondholders should evaluate their future holdings in that issue. Enron bond issues were downgraded over time until their bonds were in default.

U.S. Treasury issues carry virtually no risk of default. U.S. agency debt has slightly increased risks of default. Bonds issued by state and local governments depend on the financial health of the particular issuer and their ability to raise revenue. For corporate issuers, credit risks are linked to their balance sheets, income statements, and earnings capacities.

Credit risks can be minimized by buying bonds with investment-grade ratings (A and above by S&P), which have a reduced likelihood of default, and by diversifying investments. In other words, instead of investing all your money in the bonds of one issuer, buy bonds of different issuers.

CALL OR SINKING FUND RISK

Bonds with call and sinking fund provisions have early redemption risk. Many corporate, municipal, mortgage-backed, and agency bond issues are issued with call provisions. The risk facing holders of the bonds is that issuers can repurchase their bonds at a specified (call) price before maturity, which is beneficial to issuers and detrimental to investors. Issuers call bonds early when interest rates drop below the bond issues' coupon rate and then issue new bonds with lower coupon rates.

Call risk poses a potential loss of principal when the bonds are purchased at a premium and the call price is less than the premium price. Call risk can be anticipated by estimating the level to which the interest rates must fall before the issuer would find it worthwhile to call the issue. As will be explained in a later chapter, the call provision of a bond makes the duration of the bond uncertain.

To minimize call risks, examine the call provisions of the bond and choose bonds that are unlikely to be called. This is particularly important if you are contemplating the purchase of bonds that are trading above their par values (at a premium). However, not all bond issues with call or sinking fund provisions are called before maturity. If market rates of interest are higher than bond coupon rates, it would be disadvantageous for issuers to call them in.

PURCHASING POWER RISK

Purchasing power risk affects all bond issues because the amount of bond coupon interest and principal received are fixed; consequently, the value of the payments is affected by inflation. When the rate of inflation rises, bond prices tend to fall because the purchasing power of the coupon payments is reduced. Thus, to say the least, bonds are not a good hedge against inflation. Bond prices react favorably to low rates of inflation as long as the coupon rate exceeds the rate of inflation. For example, when monthly announcements of the consumer price index or producer price index (measures of inflation in the economy) are less than anticipated, bond prices rise.

To combat purchasing power risk, invest in bonds whose rates of return exceed that of anticipated inflation. If you anticipate inflation in the future, invest in floating rate bonds whose coupon rate adjusts up and down with market interest rates.

REINVESTMENT RATE RISK

Returns from bonds are composed from two components: interest receipts, and the market value of the bond received when sold or the par value of the bond when held to maturity. Interest receipts from bonds are either reinvested or spent. Reinvestment rate risk is defined as the risk of reinvesting interest receipts at a lower rate of interest than the original coupon rate of the bond issue. All coupon bonds are subject to reinvestment rate risk. Zero coupon bonds that make no periodic interest payments have no reinvestment risk.

Market interest rates fluctuate over time, so it is likely that over the life of a bond, interest payments received will be reinvested at different rates from the coupon rate of the issue. If market rates of interest are higher than the coupon rate of the bond, the returns from reinvesting interest receipts will be higher than the original coupon rate. Reinvestment rate risk prevails when interest payments received are reinvested at lower rates than the original coupon rate of the bond issue. Thus, reinvestment rate risk will be greater for longer-maturity bonds than shorter-maturity bonds.

EXCHANGE OR FOREIGN CURRENCY RISK

Bonds denominated in foreign currencies have uncertain dollar cash flows owing to fluctuations in foreign exchange rates. For example, if an investor purchases a euro-denominated bond, and the euro depreciates relative to the dollar, then the interest received in dollars will be lower. The opposite is also true: if the euro appreciates relative to the dollar, the interest receipts will be greater. Currency rate risk also affects the proceeds from the bond at maturity or if sold before maturity. Foreign exchange rate risk is an additional risk over and above all the other risks of domestic bonds that bondholders face when they invest in foreign bonds.

It is evident that risk cannot be avoided even with the most conservative investments, such as savings accounts and Treasury bills—even stashing money under the mattress entails risks. However, through diversification, which is investing in different types of bonds rather than investing completely in one bond issue, certain levels of risk can be minimized. By understanding and recognizing the different levels of risk for each type of bond, the total risk can be better managed in the construction of a bond portfolio.

LIQUIDITY RISK

Liquidity risk is the risk that a bond cannot be bought or sold without a significant price concession. Because most bonds trade over the counter, there may not be a ready buyer or seller on the other end of your trade for a bond resulting in a large price concession. Consequently, thinly traded bonds are highly illiquid.

By their nature, bonds are less liquid than stocks because of the lack of pricing transparency for bonds. The bid and ask spread is generally not easily found for bonds, and many brokers mark up their bonds to include a profit. Another factor that adds to the illiquidity of bonds is that the commissions or markups to buy and sell bonds in odd lots (less than 1,000 bonds) are larger than when trading in round lot sizes.

PREPAYMENT RISK

Prepayment risk affects bondholders of mortgage-backed bonds (also called pass-through certificates) and collateralized mortgage obligations. Prepayment risk occurs when market rates of interest decline and mortgage owners pay off their old mortgages and refinance their homes with new lower interest mortgages. Mortgages that are part of a pool of mortgages are packaged and sold to investors. Consequently, when owners of mortgages refinance, investors in the pool of mortgages have their principal returned to them.

A similar risk occurs when mortgage owners make additional principal payments on their loans, resulting in investors in the pool receiving their principal faster, which is then reinvested at lower rates of return.

POLITICAL RISK

Political risk affects bondholders of foreign government and corporate debt. This category of risk includes civil unrest, military coups, nationalization of assets, inflation, currency devaluation, or any other factors that affect the receipt of interest and principal. To entice investors to invest in these higher-risk foreign bonds, issuers pay higher coupon rates to compensate for the risk. Another consideration when investing in foreign bonds is to determine how well regulated the markets are and the types of protection afforded foreign bondholders.

EVENT RISK

Event risk occurs when a company is merged or bought using large amounts of debt to finance the purchase (known as leveraged buyouts). The increased debt of the combined companies can result in a downgrade of the company's bonds, causing bond prices to fall and increasing the likelihood of default.

RISKS OF BOND MUTUAL FUNDS

Bond mutual funds, like individual bonds, are exposed to various types of risk. The major risk with bond mutual funds is the risk of loss of principal invested due to a decline in net asset value. The longer the maturity of the bond fund, the greater is the possibility of a decline in the net asset value due primarily to interest rate risk. An increase in market rates of interest results in the decline in bond prices and, consequently, net asset values of bond funds. Similarly, when interest rates decline, bond prices and net asset values of bond funds appreciate.

Credit risk affects those funds that invest in speculative bonds such as junk bonds. Nervousness about bond defaults can provoke a major sell-off in the junk bond market that results in steep declines in junk bond prices and, consequently, net asset values of related bond funds. However, credit risk may not be as significant for bond funds as it is for individual bonds, because funds are large and diversified, holding many different bond issues. The loss from the default of one or two issues would have a small impact on the price of a fund.

The risk of insolvency of mutual funds, especially in light of some of the bank failures in the past, may be of concern to investors. Although there is always the risk that a mutual fund could go under, the likelihood of this happening is small. The key distinction between banks and mutual funds is the manner in which mutual funds are set up, which reduces the risks of failure and loss due to fraud. Typically, mutual funds are corporations owned by shareholders. A separate management company is contracted to run the fund's daily operations. The management company oversees the investments of the fund, but it does not have possession of the investments (assets). The investments are held by a custodian such as a bank. If the management company gets into financial trouble, it cannot get access to the investments in the fund.

Another safeguard is that shareholders' accounts are maintained by a transfer agent. The transfer agent keeps track of purchases and redemptions of shareholders. In addition, management companies carry fidelity bonds, which are a form of insurance to protect the investments of the funds against malfeasance or fraud perpetrated by their employees. Besides these safeguards, there are two other factors that differentiate mutual funds from banks and savings and loan associations:

1. Mutual funds must be able to redeem shares on demand, which means that a portion of the investment assets must be liquid.

2. Mutual funds must be able to price their investments at the end of each day, known as marking to market.

Hence, mutual funds cannot hide their financial difficulties as easily as banks and savings and loans.

In addition to these checks and balances, mutual funds are regulated by the Securities and Exchange Commission. Therefore, the risk is small that investors in mutual funds will have to worry about losing money due to the financial collapse through fraud. However, investors should be aware that they can lose money by purchasing a fund whose investments perform poorly in the markets. The major risk of bond mutual funds is the potential for the fund to underperform the comparable index. Research has shown that most bond funds underperform their comparable indexes post expenses.

RISKS OF EXCHANGE-TRADED FUNDS

Like mutual funds, the major risk of bond ETFs is that they can lose part of a shareholder's investment. Bond ETFs are subject to market risk in that their share prices fluctuate in value as a result of supply of and demand for the shares in addition to fundamental and market factors.

Bond ETFs are subject also to interest rate risk (inverse relationship between the movement of share prices and market rates of interest), credit and default risk, inflation risk, and the risk of underperforming the relevant bond index after expenses.




End of sample
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Nper = total number of payments

Pmt = payment (interest) each period

PV = present value of bond (needs a
negative sign before the amount)

FV = future value (face value) of bond

Formula result = rate
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