Skandia

for the international investor

principles of investment

produced in association with

threadneedle.

understanding bonds

This factsheet is designed to offer a basic understanding of the bond
market.

what is a bond?

A bond is effectively an lOU’
issued by either a Government
or Corporation. By investing in
a bond, you are essentially
lending money to one of these
entities.

In return for the investment,
the issuer delivers an agreed
level of income in the form of a
fixed rate of interest (coupon).

At an agreed date, the
Government or Corporation
will return the face value (issue
price) of the bond, known as
the maturity value.

In many ways bonds and shares
are constantly in competition
for investors” money. When the
stock market is falling, investors
will often turn to the bond

Investment ina Year 1 Year 2
Government Bond Coupon payment Coupon payment
$1,000. Coupon 5.25% of 5.25% of of 5.25% of
and maturity three years. $1,000-$52.50 $1,000-$52.50

market for more stable returns.
Investing in the bond market
can also be an easy way to
diversify investments,
ultimately reducing the overall
risk in a portfolio.

The illustration below
demonstrates the lifecycle
of a bond as if held from the
day of issue.

On the bond’s maturity day the
year three coupon payment
- $52.50 (5.25% of $1,000)
and the maturity value ($1,000) are
paid out.

You pay a premium to buy the bond and receive a ‘coupon’ (the yearly interest payment) in return, for the duration of
the bond. The premium is paid back to you at the maturity of the bond.

Bonds can be bought at any time, not just on the day of issue, through the fixed-interest market.
In the fixed interest market, the price of a bond may actually be more or less than its original issue
price or ‘face value’.



what are the different types of bonds?

There are several types of bonds, each offering different levels of
return, with corresponding levels of risk:

Coupon value

High Yield

Bonds

Eurobonds

Corporate Bonds are debt obligations or IOUs issued by private and public
corporations. Companies use the funds they raise from selling bonds for a
variety of purposes, for example expanding the business.

Government The Government Bond market is the largest fixed-income market in the UK.
Bonds The US Treasury Bond market is the largest in the world and is guaranteed by
the US Government. In Germany the Government Bonds are called
Bundesrepublikanleihe, or Bunds, and the French Government issues OATS.

what factors affect
the price of bonds?

interest

Interest rates

Interest rates constantly change  ® When interest rates rise, new
in response to supply and bond issues come to the
demand of credit, fiscal policy, market with higher yields than
exchange rates, economic older bonds, making those
older ones worth less. Hence
their price goes down.

conditions, market sentiment
and changes in expectations
about inflation. As they
change, so do bond prices.

A bond issued in a currency other than the currency of the country or
market in which it is issued. Eurobonds give issuers the flexibility to
choose the country in which to offer their bond according to the
country’s regulatory constraints.
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rates
price rates

Bonds with a rating of BB (S&P) or Ba (Moody’s)
or below are speculative investments, (see ‘what
are the risks” for a full explanation of bond ratings).
They are called High Yield Bonds or Junk Bonds
and are considered highly volatile, but can
potentially offer more growth. Such bonds are
issued by start-up companies, companies that have
had financial problems or are in a particularly
competitive or volatile market, and those featuring
aggressive financial and business policies.

face value

Risk

bond
price

1

* When interest rates decline,
new bond issues come to the
market with lower yields than
older bonds, making those
older, higher-yielding ones
worth more. Hence their price
goes up.

Inflation

The interest rate paid to
bondholders is fixed at a rate
determined on issue.
Consequently, if inflation rises,
the ‘income’ received from the
bond actually becomes worth
less, as goods and services
become more expensive.

Inflation is one of the most
influential forces on interest
rates. Rising inflation often
leads to rising interest rates,
which reduce bond prices.
Conversely, deflation would
result in a lowering of interest
rates, which would increase the
price of bonds.

what are the risks?

Whilst bonds have a reputation
for being conservative
investments, there are still
elements of risk that you
should be aware of in addition
to interest rates and inflation
expectations.

Credit risk is the potential for
loss resulting from a decrease in
the financial health of the
issuing company. Most
corporate bonds are evaluated
for credit quality by companies
who provide financial market
intelligence, such as Standard
& Poor’s and Moody’s Investors
Service. Bonds rated BBB or
higher by Standard & Poor’s
and Baa or higher by Moody’s
are widely considered
‘investment grade’. This means
the quality of the securities is
high enough for a cautious
investor.

‘Non investment grade’ bonds,
those rated BB or lower by
Standard & Poor’s or Ba or
lower by Moody'’s, are deemed
to carry a higher ‘default risk".
Default risk is the risk of
non-payment of the bond’s
coupon or failure to repay the

bond’s face value at maturity.
This scenario would usually be
as a result of the issuing
company going bankrupt.

Returns on corporate bonds are

higher than Government bonds.

This reflects that there is a risk
of companies going bankrupt
and being unable to repay the
bonds or meet yield payments
whereas Governments rarely
default on their interest
payments. In short, company
bonds pay more to reflect the
higher risk of these investments
against Government bonds.

Inflation risk, interest-rate risk
and credit risk all play a part in
the pricing of bonds - the more
risk, the higher the yield. It's
also true that investors demand
higher yields for longer
maturities. The reason for that
is obvious — given enough time,
a once healthy corporation can
go bankrupt and suddenly lose

the ability to pay its obligations.

Alternatively inflation could
run rampant, seriously eroding
the purchasi
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The complexities of yields and credit ratings can easily detract from the key benefits associated with
bonds, such as capital growth and a fixed ‘income” stream. Moreover, bond returns are not highly
correlated with those of equities. In other words, if equity prices fall bonds will not always follow suit
and usually rise. For this reason, when combined with other asset classes they can be a useful
diversification tool.

A financial adviser will be able to offer further advice
about bonds and whether they are a suitable investment
for your needs.





