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Today’s line-up

What is Fixed Income Investing?

How do fixed income products differ?

How do I evaluate fixed income products?

How I do purchase fixed income products?



What is a fixed income investment?

Fixed Income Is… 
 A loan to a company or a government in exchange for a 

promise by the borrower to pay
 A fixed amount paid (interest) on fixed dates, and 
 The principal at a fixed date (maturity) 
 Fixed income investments do not guarantee an income 

or a return of principle.



Benefits of Fixed Income Investing

Regular payment stream

Reduced volatility

Downside protection

Diversification from a 
equity portfolio



Types of fixed income investments

By Maturity Date –
the longer the 
maturity, the greater 
risk of inflation and 
default, thus higher 
interest rate 
demanded



The 10-year U.S. Treasury rate, i.e. the 
risk-free rate

All interest rates 
in the market are 
quoted relative 
to the rate for 
U.S. Government 
Treasury 
securities of the 
same maturity



Types of fixed income investments

By 
Security 
Issuer

Banks
U.S. Government
Foreign governments
State and local municipalities
Foreign and domestic 

corporations



Types of fixed income investments

By Type of 
Security

Secured
Unsecured
Convertible
Callable
Zero Coupon
Strips



Types of fixed income investments

By 
Credit 
Rating



Two 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.



Risk #1: Interest Rate Risk
Interest rate risk is the risk that 
changing interest rates will 
affect bond prices. When 
current interest rates are 
greater than a bond's coupon 
rate, the bond will sell below 
its face value at a discount. 
When interest rates are less 
than the coupon rate, the bond 
can be sold at a premium—
higher than the face value.

Important to know: 
Interest rates and the 
price of a fixed 
income security move 
in opposite directions



Here's an example – interest rates rising
Let's say you have a 10-year, 
$5,000 bond with a coupon 
rate of 5 percent. 

If interest rates go up, new 
bond issues might have coupon 
rates of 6 percent. This means 
an investor can earn more 
interest from buying a new 
bond instead of yours. This 
reduces your bond's value, 
causing you to sell it at a 
discounted price.



Here's an example – interest rates falling

If interest rates go down, and the 
coupon rate of new issues falls to 4 
percent, your bond becomes more 
valuable, because investors can 
earn more interest from buying 
your bond than a new issue. They 
may be willing to pay more than 
$5,000 to earn the better interest 
rate, allowing you to sell it for a 
premium.



Duration
A measure of a bond’s sensitivity 
to interest rate changes

 A complex math formula to 
compare bonds of different 
maturities and interest (coupon) 
rates

More important than time to 
maturity

Shorter duration bonds are less 
sensitive to interest rate changes



Risk #2: Inflation

Inflation is a 
general increase in 
prices and fall in 
the purchasing 
value of money

Chart from usinflationcalculator.com



Strategies – use caution with fixed 
income

Use bond funds

Be aware of the shape of the yield curve

Understand risk vs. return

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

Understand the portfolio (holdings) in the 
fund

Duration is an important metric



Advantages to individual bonds

A reliable income stream is great for planning: If an investor has periodic 
upcoming expenses, like college tuition, having a reliable income stream can 
be good for planning.

A predictable value at maturity: Assuming the bond is not callable (eligible 
to be called back by the issuer at or above par prior to its maturity date), you 
will receive the par value of the bond at maturity, barring default. Knowing 
this may help you ignore potential price fluctuations for the bond if you plan 
on holding it to maturity.

Your own cost basis: With individual bonds, the price you pay to purchase 
the bond, and the amortization of any premium or discount for the bond, 
forms your cost basis. This feature is useful for tax-planning purposes



Disadvantages to individual bonds
You need a significant amount of bonds to achieve diversification. Along with diversification 
among sub-asset classes, diversification across issuers is also crucial. The amount you have to 
invest to achieve this level of diversification might be cost prohibitive.

Pricing is generally less attractive than the pricing institutional investors receive. 
Institutional investors—those who purchase large quantities of bonds at one time—generally 
receive better pricing than individual investors. It is important to research price history to 
evaluate the price you are paying when purchasing individual bonds.

It takes a significant amount of time to research individual bonds and manage a strategy.

There are thousands of individual bonds from thousands of individual issuers that are 
available to buy. Researching the issuer alone to get a sense of its creditworthiness often isn’t 
enough—most issuers have multiple bonds outstanding, each with its own characteristics. 



Understanding U.S. Treasuries

Can purchase directly from U.S. Treasury

Steady income

Liquid – can sell if needed prior to maturity

Price transparency

No risk of default

United States Treasury securities are government debt instruments issued by 
the United States Department of the Treasury to finance government 
spending as an alternative to taxation. Website: treasurydirect.gov

http://treasurydirect.gov/


Buying a bond fund vs. individual bond

Bond mutual funds usually hold a large number of bonds with a 
variety of maturity dates, coupon rates and credit ratings. Unlike 
individual bonds, which usually make semiannual interest 
payments, bond funds usually make monthly distributions that can 
be paid directly to the investor or reinvested into the fund to 
compound returns. 

One key difference between individual bonds and bond funds is 
that with bond funds, there’s no guarantee that you’ll recover your 
principal at a specific time, particularly in a rising-rate 
environment.

.



Advantages to owning bond funds
Greater diversification per dollar invested: It is much easier to achieve a 
diversified bond portfolio per dollar invested using a fund, because you obtain 
exposure to a basket of bonds within the fund.

Access to institutional pricing: Bond funds generally receive better pricing on 
individual bonds than individual investors do. All else being equal, a lower price 
means a higher yield.

Professional management: Some of the riskier segments of the fixed income 
market, like high-yield bonds, bank loans or preferred securities, have many 
nuances. They require a good knowledge of industry trends and credit analysis 
to navigate them successfully. If the fund is more actively managed, it also 
allows for the manager to buy or sell bonds when interest rates rise or fall, 
potentially increasing returns and income.



Disadvantages to owning bond funds
The management fee: Management fees for the more actively traded bond funds can be 
higher, which may lead to lower returns. In contrast, when owning individual bonds, there’s 
usually a commission charged when the bond is purchased, and unless it’s sold prior to maturity, 
there are no other charges.

The net asset value (NAV) will fluctuate with the market: As interest rates rise and fall, the 
NAV of a given bond fund will fall and rise respectively, and there’s no certainty as to what the 
NAV may be at a point in the future. This makes bond funds less attractive than individual bonds 
when planning for future liabilities.

Different cost basis and tax consequences: Bond funds pool money in order to purchase the 
bonds in the portfolio. With pooled funds, your cost basis for tax purposes won’t be as simple as 
if you had purchased an individual bond and held it to maturity. Additionally, you do not have 
control of the buying and selling of the individual bonds, which can lead to capital gain 
distributions at the end of the year. These capital gain distributions can be hard to anticipate and 
plan for from a tax standpoint.



How to decide: individual bonds vs. bond 
funds?
There are three important considerations when determining whether an 
individual bond or bond fund is best for you: 
 the amount you have to invest – individual bonds are sold in $100k 

increments

 your financial goals - If you are looking for predictable value and certainty 
for your financial goals, then individual bonds may be a better fit. If you are 
looking for professional management and want greater diversification for 
your financial goals, then bond funds may be a better fit.

 your behavioral preferences



Understanding Total Return

The total return on a portfolio of investments takes into account 
not only the capital appreciation on the portfolio, but also the 
income received on the portfolio.

Coupon returns are always positive, and account for a large portion 
of total returns


