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Like in life, Bonds in investment portfolios also need
time and patience to make and nurture. Strong bonds
help us in the future, by giving us fruitful yields. In
this booklet, we try and understand them better —
their quality, suitability and sustainability.

What is a Bond?

Bond is a debt security issued by a government/corporation or any other entity to
raise funds. It is a contract to repay borrowed money with interest at fixed dates
(it is like a loan where the issuer is the borrower and the holder is the lender).
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How is a Bond different from a Stock?

1. Bonds are debt instruments 1. Stocks are equity instruments
2. By purchasing a bond an investor 2. By purchasing equity an
becomes a creditor/lender to investor becomes an owner

the corporation in the corporation

3. Bankruptcy: Bondholder gets 3. Bankruptcy: Shareholder gets
paid before the shareholder paid after the bondholder

4. \Voting Rights: Bondholder has 4. Voting Rights: Shareholder has
no voting rights voting rights

5. Bondholder receives the 5. Shareholder receives the

coupon payments but no dividend payments but no
dividend payments coupon payments
6. Coupon payment is an obligation 6. Dividend payment is non-obligatory

Why Bond?: Issuer’s point

> Access to domestic and international markets
> Raise capital without parting with the ownership of the organisation

Why Bond?: Investor’s point

> Access to the credit risk of the issuer as per the bond rating

> Provides diversification to investment portfolio

> Liquidity through access to a secondary market

> Generates periodic returns on the investment, subject to the credit risk of
the issuer

> Provides opportunity to trade in the bonds for sophisticated investors

Knowing Bonds

Bonds are commonly referred to as fixed-income securities and are one of the
three main asset classes, along with stocks and cash equivalents. Everyone wishes
to build a well-diversified investment portfolio, including a healthy combination
of stocks and bonds. Stocks often offer you the potential for capital appreciation,
while bonds are capable of providing a steady flow of investment income and
potentially lower your overall portfolio risks.

Upon investing in a bond, you are typically entitled to receive interest payments
at scheduled intervals and capital repayment of the principal amount on maturity.

Who issues Bonds?

> Sovereign entities

> Governments/Government agencies
> Banks

> Non-bank financial institution

> Corporations

Understanding how Bonds work

Bonds are issued to fund day-to-day operations or to finance specific goals. When
you buy a bond, you are lending your money for a certain period of time to the
issuer. In exchange, the borrower promises to pay you interest every year and to
return your principal at ‘'maturity’, when the loan comes due, or at ‘call’ if the
bond is of the type that can be called earlier than its maturity (more on this later).
The length of time to maturity is called the ‘term’.

Abond’s face value, or price atissue, is known as its ‘par value'. Its interest payment
is known as its ‘coupon’. The prices and yields of bonds fluctuate throughout the
trading day but the coupon payments stay the same.
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Things to remember when investing in Bonds

M Stocks do not always out-do bonds in terms of performance

M Bond prices move in the opposite direction of interest rates

M A bond and a bond mutual fund are different, because the latter’s
value fluctuate

M For a steady income, short and medium term bonds are best.
For capital gains, go for long term

M Consider not just the yield, but the total return
Calculate the amount of risk you want to take, and then invest in an investment grade

M You can lose money in bonds bond or a high-yield bond. While investment grade bonds are more secure, high-yield
bonds pay a relatively higher return but also carry a higher risk. It is best to monitor
these closely.

The selection of a bond(s) would depend on your investment profile, i.e. appetite for
risk and your investment goals. You do not have to guess your profile.

There are sophisticated tools available in the market that generate your profile based
on your responses to a set of questions.

Our proprietary tool helps us understand the type of investor you are, either cautious,
moderate or adventurous and suggest a right solution for you.
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Types of Bonds available

Bonds are differentiated by their varying payment features

Fixed Rate Bond

The term Fixed Rate Bond refers to an interest bearing deposit made for a set
length of time that provides the depositor with little or no access to their funds,
much like a Certificate of Deposit (CD). In other countries, a Fixed Rate Bond is a
security issued by a government or business corporation which pays out a fixed
interest rate on the amount of the face value of the security. Such Fixed Rate Bonds
are primarily long term securities.

Floating Rate Bond

A bond whose interest amount fluctuates in step with the market interest rates or
some other external measure. Price of Floating Rate Bonds remain relatively stable
because neither a capital gain nor a capital loss occurs as market interest rates go
up or down.

Subordinate Bond

A class of bond that, in the event of liquidation, is prioritised lower than other
classes of bonds. For example, a subordinate bond may be an unsecured bond,
which has no collateral. Should the issuer be liquidated, all secured bonds and
similar debts must be repaid before the subordinated bond is repaid. A subordinate
bond carries higher risk but also pays higher returns than other classes.

Convertible Bond

A bond that can be converted into a predetermined amount of the company’s
equity at certain times during its life, usually at the discretion of the bondholder.
These are often also called CVs.

Zero-coupon Bond

A debt security that doesn’t pay interest (a coupon) but is traded at a deep
discount, rendering profit at maturity when the bond is redeemed for its full
face value.
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Basics: Buying, holding and selling

Upon investing in a bond, you can choose to hold on to it until it matures. At
the end of the term, you will recover the principal repayment and receive the
scheduled coupon payments in the intervening period.

Before its maturity date, you can also choose to sell the bond in the open secondary
bond market as the bondholder. In the market, you can monitor bond prices and
trade them in an attempt to accrue capital gains.
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All about an inverse relationship

When interest rates rise, bond prices will tend to fall and vice versa.

When new bonds are issued, they typically carry coupon rates at or close to the
prevailing market interest rate. Interest rates and bond prices have what'’s called
an 'inverse relationship’ - meaning, when one goes up, the other goes down.
The question is: how does the prevailing market interest rate affect the value of a
bond you already own or a bond you want to buy from or sell to someone else?
The answer lies in the concept of ‘opportunity cost’.

Investors constantly compare the returns on their current investments to what
they could get elsewhere in the market. As market interest rates change, a bond’s
coupon rate - which, remember, is fixed - becomes more or less attractive to
investors, who are therefore willing to pay more or less for the bond itself.

Let’s look at an example:

6% $1,166
$ 1,000
8% $ 875

Suppose the ABC Company offers a new issue of bonds carrying a 7% coupon.
After evaluating your investment alternatives, you decide this is a good deal, so
you purchase a bond at its par value, $1,000. This means it would pay you $70
a year in interest.

What if rates go up?

Now let's suppose that later that year, interest rates in general go up. If new
bonds from XYZ Company costing $1,000 are paying an 8% coupon ($80 a year
in interest), buyers will be reluctant to pay you face value ($1,000) for your 7%
ABC bond. In order to sell, you'd have to offer your bond at a lower price - a
discount — that would enable it to generate approximately 8% to the new owner.
In this case, that would mean a price of about $875.1.

What if rates fall?

Similarly, if rates dropped to below your original coupon rate of 7%, your
bond would be worth more than $1,000. It would be priced at a premium,
since it would be carrying a higher interest rate than what was currently
available on the market.
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Advantages of investing in Bonds

M Usually a higher yield of bonds than bank deposits
M Source of regular coupon income
M Can help hedge against inflation

M May earn an investment return which overtakes the inflation rate

W' Capital appreciation

Buying a bond means you are lending out your money

Knowing the risks The issuers of bonds are primarily governments and corporations

A bond is characterised by its face value, coupon rate, maturity and issuer

When price goes up, yield goes down and vice versa

When interest rates rise, the price of bonds in the market falls and vice versa
- . Government bonds are the safest bonds, followed by municipal bonds and then

on the principal or coupon payments. A bond is not a

fixed deposit. The price and yield of a bond is heavily corporate bonds

linked to interest rates Bonds are not risk free. It's possible - for the issuer to default on the debt payments

High-risk/high-yield bonds are known as Junk Bonds

A bond investor takes credit risk on the issuer.

Is the issuer risk - i.e., the risk that the issuer may default
Credit Risk

> In a rising interest rate scenario it is not advisable to
invest in bonds

> A downgrade in the rating of a bond will adversely
affect the price of the bond

Price Risk

Reinvestment Intermediate coupons will have to be invested at prevailing
Risk interest rates

Is the price risk of the bond - i.e., the risk that the price
Market Risk of the bond could be lower (or higher) than the purchase
price for the bondholder.
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