Chapter 19 Investing in Bonds

I. Bonds

a. A loan to the issuer of the bond

b. Types

i. Bearer bonds

ii. Registered bonds

iii. Coupon bond

iv. Discount bond

II. Categories of Bonds

a. Treasury bonds

i. Stripped and non stripped

ii. Inflation indexed bonds

b. State and Municipal Bond

i. Revenue bonds

ii. General obligation bonds

c. Federal Agency Bonds

i. Government National Mortgage Association Ginnie May 

1. Proceeds used to purchase FHA and VA mortgages

2. Repayment guaranteed by federal government

ii. Federal Home Loan Mortgage Association Freddie Mac

1. Proceeds used to purchase conventional mortgages

2. Not guaranteed

iii. Federal National Mortgage Association Fannie Mae

1. Proceeds used to purchase residential mortgages

2. Not guaranteed

d. Corporate Bonds

i. Junk bonds

1. Bonds for high risk companies

2. Savings and Loan Collapse 

a. Inflation made S&Ls unprofitable

b. Government allowed more risky investments

c. Junk promoted as good investment

d. 1990 recession caused default on junk bonds and bankruptcy of S & Ls

e. Federal government stuck with $300 billion bill

III. Bond Quotations

a. Treasury quotation – Figure 19.1

i. Bid and Asked price

ii. Rate and Yield

b. Muni Quotations

i. Coupon and Yield

ii. Maturity?

c. Corporate – Figure 19.4

IV. Bond Indexes

a. Provide average performance for different types of bonds

V. Buying Bond

a. Hard for individual to invest in bonds

b. No central bond market

c. Choice are overwhelming

d. Most use bond mutual fund

VI. Bond Yields and Returns

a. Yield to Maturity

i. Annualized return over remainder of bond life

b. Holding period return

i. Same as yield but must estimate sales price

c. Returns – Figure 19.7

i. Return on bonds volatile

d. International bonds

i. Exchange rate changes affect Yield 

VII. Bond Risk

a. Types – Table 19.1

b. Sensitivity varies with time to maturity

i. Longer time more sensitive to changes

c. Coupon bonds less sensitive to changes than discount bonds

d. Factors

i. Risk Free Interest Rate

1. Monetary policy

2. Inflation

ii. Risk Premium

1. Economic growth

2. Conditions of the firm

VIII. Indicators

a. Like all financial markets bond market is forward looking

b. Rely on indicators to predict future

IX. Strategies

a. Passive 

i. Hold bonds to maturity

ii. Earn coupon rate

b. Matching

i. Sales of bonds to generate expected need for cash

c. Laddered Strategy

i. Diversified bond portfolio

d. Barbell

i. Mix of short term and long term bonds

e. Interest Rate Strategy

i. Buy and sell along with interest rate expectations

