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“Thank goodness we do not get all the

government we pay for.”
- Will Rodgers



“Do not let the tax tail wag the
investment dog.”
- Anonymous



An investment of any kind should make
economic sense first
THEN consider the tax aspects.



Investing 101

* Investment: Putting value (money) at risk to gain a
return

* Risk: Potential price change of a security up or down
for any reason

* Risk driven by:

* Market Risk

e Credit Risk

* Liquidity Risk
* Risk drives return




“The safe way to double your
money is to fold it over once and
put it in your pocket.”

-Frank Hubbard



Accounting 101
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Something of Secured and :
) . Whatever is left
future economic unsecured claims of over
value to the entity creditors
AKA Fixed Income AKA Equities
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OK to try this at home.
How much are YOU worth?



Fixed Income Is...

A loan to a company or a government in
exchange for a promise by the borrower to pay:

* A fixed amount (aka interest) on fixed
dates, and

* The principal at a fixed date (aka maturity)

Fixed income investments do not guarantee an income or a return of principle.
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Benefits

* Regular payment
stream

* Reduced volatility

* Downside
protection

* Diversification to
offset an equity
portfolio
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Fixed Income Securities

Come In 31 Flavors
(& More)
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31 Flavors (& More)

* By Maturity Date of the Security

e Term Structure of Interest Rates: The relationship between the market rate of
interest and the maturity of the security.

* The Yield Curve
Darkest Line —5/24/2021 Light Line — 1 years ago
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Source: http://news.morningstar.com/treasuryyield/bonds.aspx

13



The Yield Curve

* Plot of the interest rate on US Government Treasury securities versus
maturity.

* All interest rates in the market are quoted relative to the rate for US
Government Treasury securities of the same maturity—the “riskless rate”
(i.e. no risk of default—in theory).

* The longer the maturity, the greater the risk of inflation and default, the
higher the interest rate demanded. So the slope of the curve is:

e Upward sloping (normal)
* Downward sloping or flat (not normal) - the bond market is anticipating bad

times ahead...usually...at some point.

Look at the yield curve to judge the incremental return for incremental periods of time.
Reward follows risk—the longer the time to maturity the greater the risk and the greater the

return.
“Chasing yield”—going out the yield curve for higher return and ignoring the associated risks
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31 Flavors (& More)

* By Security Issuer
* Banks
* U.S. Government
* Foreign governments
e States and local municipalities
* Foreigh and domestic corporations
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31 Flavors (& More)

* By Type of Security
e Secured
* Unsecured
e Convertible
 Callable
* /ero coupon
e “Strips”
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31 Flavors (& More)

* By Credit Rating

Moody's ‘ Standard Interest
& Poors Comment Rate
Aaa AAA Prime Lowest
Aa AA High Grade Investment
A A Upper Medium Grade Grade
Baa BBB Lower Medium Grade
Ba BB Speculative
B B Highly speculative Not
Caa CCC Extremely Speculative Investment
Ca CC In default with little Grade
C C prospect of recovery v
D DOA--"Dead on Arrival" Highest
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2 Types Of Risk

All fixed income is subject to two (systematic) risks:

1. Interest rate risk: change in the value today of the
fixed future cash payments due to a change in
interest rates, and

2. Inflation risk: the decline in purchasing power of the
fixed future cash payments over time.
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Risk #1: Interest Rate Risk

Interest rates and the price (value) of a fixed

income security move in opposite directions.
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0/s lllustration
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In order to have a fixed $1,000 in five years:
Put aside $783.54 earning interest at 5% per year OR
Put aside $620.93 for five years earning 10% per year

Observation #1:
For the same amount in the future, the higher interest rate,

the smaller the amount needed today to get there.

Observation #2:
Bond prices do change.

Observation #3:
Since bond prices change, selling a bond before maturity can generate gains
or losses.
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Duration

* A measure of a bonds sensitivity to interest rate
changes

* Complex math formula used by bond pros to
compare bonds of different maturities and interest
(coupon) rates

* More important than time to maturity

 The less sensitive the bond is to interest rate
changes, the shorter the duration
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Risk #2: Inflation Risk

Inflation is the change in
purchasing power of fixed income.
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“A nickel ain’t worth
a dime anymore.”
-Yogi Berra
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lllustration

First class stamp in 1980: 15 cents
First class stamp in 2021: 55 cents

Postal inflation: 3.2% per year

US Department of Labor Consumer Price Index Calculator
$1,000 in January 1980 is worth $3,433 in April 2021

Cost of Living Inflation: 3.0%

Observation #1:
Living on a portfolio of all fixed income is a great way to outlive the value of
your portfolio

Observation #2:
Don’t even think about USC tuition in 30 years!
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Strategies

Use caution with Fixed Income

Investing:

* Use bond funds (not ETFs, ETNSs)
* Watch the yield curve

* Risk (time to maturity) versus Return (yield)

* Check the overall credit quality of the bonds
held by the fund

* Duration is an important metric
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Strategies

Be wary of Individual bonds
 NOT traded on organized exchanges
* Traded among brokerage firms
* Subject to wide price variation
* Priced depending on availability

* May have liquidity issues if need to
sell quickly
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“You got’ta know the territory!”
- Opening Chorus of The Music Man
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Buying & Selling

* Bond Descriptors
e Par — face value of bond
* Coupon — stated interest rate on the bond

* Indenture — the bond version of a
prospectus.
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Buying & Selling

* Market Descriptors

Price — Quoted as a % of par:
Current yield — the interest rate you receive based on the date of purchase
Total Return — Cash interest received plus any price change to maturity

Yield to maturity — Rate of return at the current price if held to maturity

Yield to call — Rate of return at the current price to the call price if there is
such an option.

Duration — Effective maturity to express sensitivity to interest rate changes
“High Yield” — Marketing term for higher risk securities

Premium — Current price amount above par

Discount — Current price below par

Bid — Price a buyer buys

Ask — Price a seller sells

Spread — Difference between bid and ask—can be quite large.
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Why Have Fixed Income
In Your Portfolio?

g—- * Regular payment stream

* Reduced volatility

* Downside protection

e Diversification to offset an
equity portfolio
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Considerations

* Portfolio: Mix of asset classes
based on acceptable level of risk

* Risk: Price change of a security

* Portfolio design: Acceptable time
to recover from an unfavorable
price change

* 4% Annual Withdrawal Postulate
* Cash Required for RMD

Age
<50

60

70

80
>90

Fixed
Income

in Portfolio*

50%
50%
60%
70%
80%

*balance in dividend

paying equities/funds

32



“Well, they’re not exactly rules.
The Pirate’s Code is more like...
guidelines”

-Pirates of the Caribbean |
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“Our favorite holding period
is forever.”

-Warren Buffett

34



“Experience has taught me a few things:

One is to listen to your gut, no matter how
good something looks on paper.

The second is that you’re generally better
off sticking with what you know.

And the third is that sometimes your best
investments are the ones you don’t make.”

- Anonymous
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MAKING SENSE
on the
DoLLAR

S/ |Scott Anderson

|I-_ F I NANTCI A L

ScottAndersonFinancial.com

e Revised Edition Summer 2021

 Download the introductory
chapter for FREE!

e Sign up for monthly newsletters
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But Wait — There’s More...

Attendees are eligible for a
complementary half hour telephone
introductory meeting
with Scott Anderson
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Any Questions?

Scott K Anderson, Jr. CPA CFP® EA
949.200.7111| sanderson@skacpa.com

www.ScottAndersonFinancial.com
Member: NAPFA - National Association of Personal Financial Advisors
Registered Investment Advisor
Fee Only Fiduciary Relationships
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Thank You For Coming!
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