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Introduction to Bonds

A common question we get is 'What are bonds?' And in order to get a firm grasgwa funds
it's important to understand what bonds are €inaleng with stock8 bonds make up the
foundation of many mutual funds.

Like stocks bonds are issued by entities (so there's no confusion, the term 'entities' refer to both
companies and governments at the federal, state, and local levels) to raise money to fund certain
projects. For example, your local government may isgxdéree municipal bonds order to

raise money for improvement on the roadways. Or, a corporation may@fgate bondo

raise money to build a factory. The United States federal government can evejoigsumnent

bonds (treasury securitieg) secure debt.

In essence, bonds are loans made by the investing public to entities. Unlike stocks, being a
bondholder does not make you a part owner of a company, it simply makes you one if its
creditors instead. In other wordmnds are simply an 'IOU' to you from an entity.

How do bonds work?
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When you borrow money from a bank, you are required to pay the bank back all of the money
you borrowedPLUS a stated rate of interest over a specified period of time.

This same principalorks with bonds.

When a company or government needs to borrow money they don't necessarily just go straight to
the bank. Instead, many times they may borrow money directly from the general investing public
by issuing bonds.

Like any other loan, the bonéé a facé or principad value (also known as par value) which

the entity promises to pay the bondholder after a specific period of time. For the use of the
money, the entity will also pay a set rate of interest (known as the coupon rate) to the bondholder
as incentive to hand over their haedrned cash for an extended period of time.

The amount of interest you receive on a bond is generally irdome respeeto the interest

rates in the economy. The interest you receive may be paid periodically (mayttterly, or
annually) over the life of the bond, or it may be paid to you in one lump sum once the bond has
reached its maturity date (the date that the entity is required to give you your money back).

Some bonds pay no interegihese are callederccoupon bondswhile others are considered
high-yield bonds which are very risky.

Some bonds even carry characteristics such as bellapleor convertible

Tax-Free Municipal Bonds

Tax free municipal bonds (also called munis)layadsthatare simply issued by a state, county,

or other local government. Thedal government will generally issue bonds to fund projects that
will be created for the general public such as building or improving roadways, bridges, or other
public services.

The great thing about municipal bonds is that the dividends and interestl é&m them are
generally free from federal, state, and local taxesI'herefore municipal bonds make a great
investment for someone who is looking to hedge against income Beware that not all
municipal bonds are tax freehough. They may be subjdotthe alternative minimum tax.

Because tax free municipal bonds are issued by the government, they are generally a reasonably
safe investment to partake in. As a result of this relative safety, the returns you can earn from a
municipal bond are much lowénan that of considerably more aggressive investments. Also,
because of the tax free status of the investment, many investors are willing to accept a smaller
return for the benefit of not paying taxes on the returns.

Tax free municipal bonds have a matyiof varying lengths. Some can be issued for as little as a
few months to 10, 20, 30, 40 years or longer. Just like other bonds, the longer the maturity date
on the investment, the more risky it becomes. As a result of the added risk, the returns on the
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investment tend to be greater as well. And remember, the benefit of the municipal bond is its tax
free status.

As an investor, you can purchase municipal bonds directly from the municipality who is issuing
them at the timéhey are issued. If you do this you are purchasing them on the "primary market".
You can also purchase them sometime after the original issuance, which means you are
purchasing them on the "secondary market".

When the municipality receives the money that you paid for a bond, you are promised to receive,
over time, interest on youmitial investment, plus a little bit of your principal that you invested.

The frequency at which you received these principal and interest payments will vary depending
on the type of municipal bond that is being issued. If it is a short term municighlybarwill

probably receive your principal and interest at the time of the maturity of the bond. If it is a
medium to long term bond, you will generally see payments madeasemally or annually.

Corporate Bonds

As the name suggests, corporate bonds are simoplysthat are issued by corporations. So just
like a company can issue stock as a form of dividing ownership up amongst many investors,
companies can also issue bondsatise capital from investors for funding the needs of the
corporation. In other words, bonds are a debt security issued by a corporatiorstadisare

an equity (owership) security.

The yield (interest) on a bond issued from a corporation is likely to be substantially larger than
that you would receive frommaunicipal bondr any other governmets sued bond. Tha
because there's a much greater risk that the
it back to the investor. It is very unlikely that the government would default on its bond debts,

but mwch more likely that a corporation will. To compensate for the increased risk, they pay a
larger amount of interest. Keep in mind, however, that in general bonds are still much less

volatile than stocks.

Within the corporate realm there are subcategories of the types of bonds that may be available
such asonvertible bondswhich the bondholer can convert into stock shares, aatlable
bondswhich allow the bond issuer to redeem the bond prior to its maturity.

U.S. Government Bonds

US government bonds are also knownraagury securities, and they are issued by the United
States Department of the Treasury. This is the primary means through which the U.S.
government secures its debt to finance lesg@le projects. There are three primary marketable
treasury securities ailable to investors: treasury bills, treasury notes, and treasury bonds.

Treasury Bills
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Treasury bills are probably the safest investment you could possibly get. As such they usually
have a very low yield to maturity. Treasury bills are essentially bthadsnature in one year or
les® so they are very short term.

They are similar t@ero coupon bonds that they do not pay interest. Rather they are purchased
at a discount to give the investor a profit when the bond matures and it is redeemed. Treasury
bills are issued with maturity dates of 28 days, 91 days, and 182 days. So again they are very
short term investments.

Treasury Notes

Treasury notes are still gesafe investments, but these are essentially bonds that have a maturity
range between one and ten years. Interest is paid to the bondholders every six months and are
issued with maturity dates of 2, 5, and 10 years.

Treasury Bonds

Treasury bonds have thengest maturity of the government bonds at anywhere from 10 to 30
years. While these are still very conservative investments, they do carry the largest amount of
risk of all the US government bonds. Remember, the longer the term of the bond, thekyore ris
it gets.

Zero Coupon Bonds

Zerocoupon bonds are bonds that payinterest. The coupon on a bond is simply the amount of
interest that a particuldmondwill pay the bondholder.

Why would anyone want to buy a bond that pays no interest? Well, zero coupon bonds are sold
at a steep discouiita rate much lower than the face value of the bond. So when the bondholder
redeems the bond at maturibey will receive the face value which is more than what they
originally paid for it. In other words, it's an automatic profit for the bondholder.

Here's an example (and we'll keep the numbers simple):

Let's say a bond has a face value (par value) of $1,000 and matures in one year. Since this is a
zero coupon, meaning it pays mberest, no one in their right mind would pay the full $1,000 for

it. So instead, someone buys it for $900. For the entire year, the bondholder will receive no
interest on this investment. However, when the year is up the bondholder gets to redeem the
bondfor the full face value, which is $1,000. Since they only paid $900 for it, they have an
automatic profit of $100. This equates to a 10% return on their investment.

Now you can see the value of zero coupon bonds.
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High Yield Bonds

High yield bonds sound great, right? Whowildn't want éondthat paid a high rate of interest.

Unfortunately, the term high yield is also synonymous with the jenisas in junk bonds. Junk
doesn't neessarily mean that a bond is worthless (though it can), it simply means that the bond is
very risky to invest in.

What makes it riskyThe risk comes from the abiliyr lack therecbf the bond issuer to make

good on the terms of the bond. Just as banksarge a higher interest rate to borrowers that

have poor credit (thus making them a default risk), bond issuers must pay higher rates of interest
when their own credit is poor. This high rate of interest entices investors to consider the lower
quality, high yielding bonds in place of the lowgelding, but higher quality bonds.

A bonds' credit worthiness is determined by a bond rating system. The most commonly known
and popular bond raters are Moody's, S and P, and Bittkthe next pags a chart that shows

each rating figure given by each company and what it means. Naturally, the lower you go on the
chart, the more interest the company would have to pay in order to entice investors to choose
their bonds over other higher quality ones.

©2008, Guideto-RetirementPlans.cong All rights reserved Page 50of 8




Bonds Tutorial

2008

S&FP

Short

s
=

:
]
2

Long

Short
terme

T
=

P-2

P-3

e

A1+

Al

A3

g

E‘E

=
—_

Mot
Prime

QQ‘E‘E

9]

-

-

CCC

CCC-

Short

term
T [
A
- High Grade
e
- Upper Medium Grade
., |
-' Lower Medium Grade
W
B

i

©2008, Guideto-RetirementPlans.cont All rights reserved

Page 6 of 8



Bonds Tutorial | 2008

Convertible Bonds

Convertible bonds are hybrid investments which have characteristics didyatsandcommon
sto. In other words it has both debt and equitiees. Really, convertible bonds give the
holder the ability to convert the bonds into shares of common stock of the issuing company at
some predetermined ratio.

Ultimately, there are many factors that determine how and when a bond can be converted. These
are all predetermined factors. The conversion price, for example, is the nominal price per share at
which the conversion will take place. The conversion ratio is the number of shares each bond

will convert into.

Why would a company issue convertible bonds

As taken frominvestopedia

flssuing convertible bonds is one way for a company to minimize negatiestor

interpretation of its corporate actions. For example, if an already public company chooses to
issue stock, the market usually interprets this as a sign that the company's share price is
somewhat overvalued. To avoid this negative impressiorgaimpany may choose to issue
convertible bonds, which bondholders will likely convert to equity anyway should the company
continue to do well.

From the investor's perspective, a convertible bond has a-a&dtiel component built into it; it
is essentiallya bond with a stock option hidden inside. Thus, it tends to offer a lower rate of
return in exchange for the value of the option to trade the bond intodstock.

Callable Bonds

What are callable bond®

Well let's start with this: have you ever refinanced a loan beforef,lfla you at least
understand what it means? If so, you have the basic understanding of what these are.

Bonds are simply debt instruments used by corporate gegonent entities to borrow money
from the investing public. Like any other loan, these bonds have predetermined interest rates that
the issuer of the bond agrees to pay the bondholder over the life of the bond.

Many factors affect the interest rate tlspaid to the bondholder, but one of those factors is the
interest rate in the economy at the time the bond is issued. If interest rates are high, then the bond
will naturally have a higher yield (or coupon rate).
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Let's say that interest rates in the economy decrease dramatically. This means that the
corporation or government can secure debt at a lower interest rate than it is paying on pre
existing bonds. Therefore an entity may decdaeall the outstanding debts and make all the

bond holders whole, and then reissue new bonds at a lower interest rate. In other words, this is
their way of refinancing their debt.

Generally speaking, if your bonds are called, the issuer will "buy" thésboack at a premium,

SO your investment is not entirely lost. Put another way, if an issuer elects to call back bonds on
the call date, the call price will exceed the par value of the bond. Since there is a risk in callable
bonds of having the bond calledd reissued at a lower rate, the coupon rate of the bond will
generally be higher to compensate for this risk.
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