
Bond-Fixed Income
An agreement with legal 
force, in particular.

synonyms:synonyms: promise, 
pledge, vow,oath, word 
(of honor); agreement, 

contract

Bonds 101

What is a Bond?

Finance:
  An official Document in 
which a government or 
company promises to pay 
back an amount of money 
that is borrowed and to pay 
interest for the borrowed 

money.





Debt vs Equity
Bonds are debt, whereas stocks are equitBonds are debt, whereas stocks are equity. This is the important distinction between the two securi-
ties. By purchasing equity (stock) and investor becomes an owner in the corporation. Ownership 

comes with voting rights and the right to share in any future profits. By purchasing debt (bonds) an in-
vestor becomes a creditor to the corporation (or Government). The primary advantage of being a cred-
itor is that you have a higher claim on assets than shareholders do: that is, in the case of bankruptcy, a 
bondholder will get paid before the shareholder. However, the bondholder does not share in the prof-

its if a company does well- he or she is entitled only to the principle plus interest. 

To sum up, there is generally less risk in owning bonds than in owning stocks, but this comes at the 
cost of a lower return.

Have you ever borrowed money? Of course you have. We all have, 
whether it was from family, friends, or a bank most of us have bor-
rowed money at some point in our lives

Just as people need money, so do companies and governments. A 
company needs funds to expand into new markets, while governments 
need money for everything from infrastructure to social programs. The 
problem large organizations run into is that they typically need far 
more money than the average bank can provide. The solution is to raise 
money by issuing bonds (or other debt instruments) to a public 
market. Thousands of investors then each lend a portion of the capital 
needed. Really, a bond is nothing more than a loan for which you are 
the lendethe lender. The organization that sells a bond is known as the issuer. 
You can think of a bond as an IOU given by a borrower (the issuer) to a 
lender (the investor). 

Of course, nobody would loan his or her hard-earned money for 
nothing. The issuer of a bond must pay the investor something extra 
for the privilege of using his or her money. This "extra" comes in the 
form of interest payments, which are made at a predetermined rate 
and schedule. Bonds are known as fixed-income securities because you 
know the exact amount of cash you'll get back if you hold the security 
until maturity.

Putting Bonds in Perspective



Risk of Bonds
Bonds can be a great tool to generate income and are widely considered to be a safe investment, especially when 
compared to stocks. However, investors need to be aware of some potential pitfalls and risks to holding corporate 

and/or government bonds. 



Bond Rating – Bond rating is a grade given to bonds that indi-
cates their credit quality.  Private independent rating services such 
as Standard & Poor’s, Moody’s and Fitch provide these evalua-
tions of a bond issuer’s financial strength, or its ability to pay a 
bond’s principal and interest in timely fashion.

Bond ratings are expressed as letters ranging from ‘AAA’, which is 
the highest grade, to ‘C’ (“junk”), which is the lowest, besides ‘D’ 
which is payment default on financial commitments.  Ratings from 
‘AAA’ to ‘CCC’ maybe modified by the addition of a plus (+) or 
minus (-) sign to show relative standing within the major rating 
categories.

Investors may use the credit ratings in making investment deciInvestors may use the credit ratings in making investment deci-
sions, S&P, Moody’s Etc. ratings are not indications of investment 
merit. 

Top Risk Considerations: 

Credit Risk



Top Risk Considerations: 

     Interest Rate Risk

Bond investors determine the price of a bond because when interest rates rise the sellers of bonds want to sell 
the lower interest producing bond for the higher producing bond. For the seller to make the lower interest 
paying bond attractive to the buyer they end up having to sell their bond at a lower value. Typically the buyers 
of these bonds would be purchasing these bonds at a discount to par. This also happens in the inverse. 

FOR EXAMPLE…
Imagine you were the owner of a bond that was paying a coupon on 3% and you were going to continue to reImagine you were the owner of a bond that was paying a coupon on 3% and you were going to continue to re-
ceive that rate for 6 more years. At the end of those 6 years you will have made a total of 18%. HOWEVER, while 
reviewing your holdings you found that you could now purchase a bond which would pay 4% and had the same 
credit rating of your current bond. 

You now have a choice:
You could sell your bond that pays 3% and use the proceeds to purchase the bond that pays 4% and over the 
next 6 years you would be making 24% (vs 18%). The first thing to consider with this option is if you can sell your 
3% bond at a price that still makes the change a profitable change. When selling a bond of 3% in a market where 
investors could purchase a similar bond at 4% you may have to sell that 3% paying bond at a discount to par. In 
order to make this a profitable move you would have to sell the bond at a price higher than 94. In your current 
situation, with 6 years left you know you are making 18%. If you sell your 3% bond at 93 then your return from 
the change is 17% (4% x 6 years = 24% - 7%= 17% total return). So to make this a profitable change the selling of the change is 17% (4% x 6 years = 24% - 7%= 17% total return). So to make this a profitable change the selling of 
the 3% bond has to trade at a rate higher than 94. (4% x 6 years = 24% - 6% discount = 18% total return)



Why Bother With Bonds? 
 It's an investing axiom that stocks return 
more than bonds. In the past, this has 
generally been true for time periods of at 
least 10 years or more. However, this doesn't 
mean you shouldn't invest in bonds. Bonds 
are appropriate any time you cannot 
tolerate the short-term volatility of the tolerate the short-term volatility of the 
stock market. Take two situations where 
this may be true: 

1) Retirement - The easiest example to think 1) Retirement - The easiest example to think 
of is an individual living off a fixed income. A 
retiree simply cannot afford to lose his/her 
principal as income for it is required to pay 
the bills. 

2) Shorter time horizons - Say a young 
executive is planning to go back executive is planning to go back for an MBA 
in three years. It's true that the stock market 
provides the opportunity for higher growth, 
which is why his/her retirement fund is 
mostly in stocks, but the executive cannot 
afford to take the chance of losing the 
money going towards his/her education. 
Because money is needed Because money is needed for a specific 
purpose in the relatively near future, 
fixed-income securities are likely the best 
investment. 

These two examples are clear cut, and they 
don't represent all investors. Most personal 
financial advisors advocate maintaining a 
diversified portdiversified portfolio and changing the 
weightings of asset classes throughout your 
life. For example, in your 20s and 30s a 
majority of wealth should be in equities. In majority of wealth should be in equities. In 
your 40s and 50s the percentages shift out 
of stocks into bonds until retirement, when 
a majority of your investments should be in 
the form of fixed income.

Discover the Potential Advantages 
of Fixed Income Investing

If you are looking to diversify your portfo-
lio, or if you seek a predictable income 
stream, fixed income investments may be 
right for you. Some features and benefits 
include:
• Regular income - If you're looking to 
supplement your income or help fund re-
tirement, fixed income investment may 
provide a steady stream of income 
monthly or quarterly.
• Diversification - Low volatility and low 
correlation to stocks can help balance 
your portfolio, helping to reduce portfo-
lio volatility in uncertain markets.
• Capital Preservation - Fixed income 
prices may fluctuate, but you can rely on 
receiving the full-face amount when your 
fixed income investment matures.



Investment advice offered through Center For Wealth Management, a registered investment advisor.

860 Ohio Pike
Cincinnati, OH 45245-2204
(513)407-5430 Office
(513)206-9765 Fax

customerservice@centerforwealthmanagament.com
centerforwealthmanagement.com

• Bonds are like IOUs. Buying a bond means you are lending out 
your money.
• Bonds are also called fixed-income securities because the 
cash flow from them is fixed. Stocks are equity; bonds are debt.
• The key reason to purchase bonds is to diversify your portfo-
lio.
• The issuers of bonds are governments and corporations.
• A bond is characterized by its face value, coupon rate, matu-
rity and issuer.
• Yield is the rate of return you get on a bond.
• When price goes up, yield goes down, and vice versa.
• When interest rates rise, the price of bonds in the market 
fall, and vice versa.
• Bills, notes, and bonds are all fixed-income securities classi-
fied by maturity. 
• Government bonds are the safest bonds, followed by munici-
pal bonds, and then corporate bonds.
• Bonds are not risk free. It’s always possible- or the borrower 
to default on the debt payment.
• High-yield bonds are known as junk bonds.

Synopsis of Bonds
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