
Bond Basics
Benefits of investing in bonds: Potential for growth,
historically lower risk, diversification and income are
some of the benefits of investing in bonds. Generally,
bonds have provided investors with growth and
historically demonstrated less volatility than stocks.
Because economic events that decrease stock prices tend
to increase bond prices, and vice versa, adding bonds to
a portfolio can provide diversification benefits. Bond
investors generally receive income at fixed intervals that
can be used to offset cash obligations or increase
portfolio liquidity.

Bonds and interest rates: There exists an inverse
relationship between bond prices and yields. If interest
rates fall, bond prices rise and vice versa. Suppose an
investor purchases a 20-year $1,000 bond with a yield
of 8% and interest payable annually. One year later,
interest rates rise to 10%. Anybody in the market for a
bond can now buy one with a yield of 10%. If the investor
tried to sell the bond with an 8% yield for the original

price of $1,000, nobody would buy it—the same amount
of money could purchase a bond yielding 10%. In order
to find a buyer, the investor would need to discount the
bond price to compensate the buyer for the lower
interest or coupon payments (10% – 8% = 2% less per
year in interest payments).

Diversification does not ensure a profit or protect
against a loss in a declining market. Bonds are subject
to credit/default risk, which is the risk associated with
the issuer failing to meet its contractual obligations
either through a default or credit downgrade. Bonds
have varying levels of sensitivity to changes in interest
rates. In general, the price of a debt security tends to fall
when interest rates rise and rise when interest rates fall.
Securities with longer maturities and mortgage
securities can be more sensitive to interest rate changes.
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WHAT A MONTH!
2012 Market Performance
01-01-12 to 1-31-12
DJIA ^DJI  Up 3.40%
S&P 500 ^GSPC Up 4.36%
NASDAQ ^IXIC  Up 8.01%
Russell 2000 ^ RUT Up 7.00%
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Municipal Bonds and Tax-Equivalent
Yields

Teaching financial skills to
your kids

 
The following websites are
useful.
www.kidworth.com
www.Highscorehouse.com -
My favorite
www.AllowanceManager.com
www.HelloWallet.com
Look them over and let me
know if you like them as well.

When building a portfolio, it is important for
investors to take into account the ability of various
investments to build wealth over time (their
growth potential) as well as their potential to
generate income. Bonds are debt instruments
issued by governments, institutions, or
corporations that pay interest periodically,
making them a great choice for investors looking
for current income. One downside to most types
of bonds, however, is that the income they
generate is subject to taxes. Municipal bonds are
one exception.

Municipal bonds (munis) are issued by states,
counties, cities, and other government entities
and can be categorized into general obligation
bonds or revenue bonds. General obligation
bonds are backed by the “full faith and credit” of
the issuer or its ability to bring in tax revenue.
Revenue bonds are backed by income generated
from specific projects or agencies. These bonds
are often issued by hospitals and airports and are
typically considered riskier than general
obligation bonds.

Regardless of type, municipal bonds can offer an
aftertax equivalent yield that is meaningfully
above other bond investments. Yield is usually
expressed as a percentage and can be described as
the cash distributed periodically from an
investment—similar to an interest rate.
Municipal bond income is often protected from
federal and state income taxes, making these
investments desirable for investors in higher tax
brackets, but capital gains taxes must be paid if the
bonds are sold for more than their purchase price.
One way to compare municipal bonds with
taxable bonds is by calculating the tax-equivalent
yield, which represents the before-tax yield an
investor would need to achieve on a taxable bond
in order to match a given municipal bond yield.

The image depicts yields for long-term
government bonds, long-term municipal bonds,
and municipal bond tax-equivalent yields for
three different tax brackets. During the time

period studied, average municipal bond yields
have been below average long-term government
bond yields—5.3% compared with 5.9%.
However, average tax-equivalent yields have
ranged between 6.3% and 8.2%—depending on
the tax rate. The higher an investor’s marginal tax
rate, the greater their tax-equivalent yield will be
and the more desirable municipal bonds are as an
investment. For example, an investor in the 35%
tax bracket not investing in municipal bonds
would need an investment producing an 8.2%
before-tax yield in order to match a municipal
bond yield of 5.3%. An investor in the 15% tax
bracket would only need an investment producing
a 6.3% before-tax yield. Historically, tax-
equivalent yields for all tax brackets analyzed have
exceeded long-term government bond yields.
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What Is a Credit Score?
 Ever wondered why your application for a credit

card was declined? How the interest rates on your
loans were determined? Or what those
advertisements about getting your free credit
report mean? All of these are related to one’s credit
score.

What is a credit score? It is a system that creditors,
like banks, use to determine whether to extend
credit to you, the consumer, based on the
probability that you will repay the loan and make
the payments when they come due. In addition, it
is sometimes used to determine the interest rate
on the loan. Generally, scores above 720 are
considered excellent and you will qualify for most
loans. If you have a score in the high 600s to 700s,
you will qualify for most loans but not at the best
interest rates. Consumers with scores below the
mid-600s may not be able to qualify for credit
cards loans, and even if they do, would have to pay
unattractive rates. So what are the factors that
determine your credit score and what steps can
you take to improve it?

First, your payment history is the most important
component of your credit score. If you have paid
bills late or declared bankruptcy, this will lower
your score. The best way to keep up with your
monthly payments is to live within your means
and only use credit cards if necessary. In addition,
try to set up an emergency fund to protect you
from unexpected expenses or changes in your
income, like losing your job.

The second component looks at the amount you
owe, or your debt-to-credit ratio. You should have
some debt on your accounts to show that you are
able to handle credit, but if the amount you owe
is close to your credit limit, it is likely to have a
negative effect on your score. In addition, some
credit card issuers have been reducing lines of
credit for customers who have not have any late
payments, which will have the effect of increasing
your debt-to-credit ratio so make sure to call your
issuer to get this reversed if you are affected.

The length of your credit history looks at how
long you have had a credit track record and

considers the time since your accounts were
opened and they were last used. Thus, even
though you might have some inactive accounts, it
is important not to close your oldest accounts
especially if you have a relatively short credit
history of less than 10 years.

Fourth, creditors look at whether you have
inquired for new credit lately. Do not apply for
too many accounts within a short period because
it makes it look to creditors as though you are
desperate for credit. If you need to make multiple
inquiries for home or car loans, or for credit card
applications, do it within a short period of time,
between 14 to 30 days, so that it will be treated as
a single inquiry. Speak to your financial advisor on
the best ways to apply for new credit if you need
to.

The last factor used in determining your credit
score is the types of credit that you have. Try to
have a good mix of different types of credit,
including credit cards, car loans, and mortgages,
which might take longer to establish depending
on your current level of income. However, refrain
from applying for too many credit cards because
this may have a negative impact on your score.

To learn more about your credit score, go to
Annualcreditreport.com and obtain a free annual
credit report from any of the three major providers
—Experian, TransUnion, or Equifax. You will
not get your credit score with this free report but
you will obtain qualitative information based on
the five factors mentioned above, and learn
whether you have any inaccurate information or
unauthorized accounts. If you would like a more
detailed report with your credit score, you can
purchase the report from the providers.
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Don’t Forget to Raise Your IRA
Contribution
 In 2012, contribution limits for both traditional

and Roth IRAs (individual retirement accounts)
will remain the same as in 2011: $5,000 a year for
those 49 years of age or younger. If you are 50 or
older, the maximum contribution is $6,000. This
limit can be split between a traditional and a Roth
IRA. These annual contribution limits are
imposed by the Federal Government.

The graph shows both a $4,000 and $5,000 annual
contribution growing at a hypothetical 8% annual
return. Notice the dramatic impact on the ending
value of the portfolio. This may be a great time to
re-evaluate your financial situation and increase
your annual investment to your IRA. Even if you
are unable to max out your contribution, any
increase you can afford may help you reach your
savings goals more easily in the long run.
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