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Regulation & Trading Safely

Possibly more has been written about bonds than about any other financial instrument. 
Options dealers are treasured because of the complexity, commodities dealers because of 
the breadth and scope of their implications upon our daily life, forex because it’s money, and 
shares because of the corporate wealth that stands behind them. 
 
But bonds attract a lot of words. 
 
So here’s our two cents’ worth.

TERMS 

Term - time to maturity, when the loan expires and must be returned. 

Face value - the size of the loan, the remuneration upon maturity. Not to be confused with the 
price of the bond - at which it can be sold on the market at any given time. 

Above Par - The price of the bond is higher than its face value. It is being offered at a premium. 

Below Par - The price of the bond is lower than its face value. It is being sold at a discount. 
 
Coupon - the interest paid. 

Maturity - When the loan must be returned, and the bond cancelled. 

Callability - Enables the issuer to call the bond in and repay the loan before maturity. 

Putability - enables the holder to call in the loan before maturity and reclaim the face value.
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What is a Bond

To begin with, a bond is a connection. We bond things with glue; a bondsman is one who is responsible for 
the obligations of another (as in posting bail); and bonded slavery is slavery instituted to pay off one’s debts.
In finance, a bond is a long-term agreement between a borrower (the bond issuer) and a lender (the 
bond holder). Corporations - commercial and governing - issue bonds to raise money, mostly for running 
expenses, such as operations and acquisitions. In this, they differ from shares, which a company will usually 
issue at a specific turning point for development. 
 
Another key difference between the two is that a share represents ownership; a bond represents debt. Thus, 
in case of liquidation, bond holders are remunerated from the company’s proceeds before shareholders. 
Furthermore, because a bond is a loan, it has a term - a point in time when the bond ‘matures’ and the debt is 
repaid. 
But perhaps the most significant difference between the two is their respective levels of overall value. In the 
case of the share, this is difficult to compute, since both the dividends that will be paid within a certain time 
and the value of the share at the end of that time are almost impossible to determine. In the case of a bond, 
both the face value and the coupon are known quantities. And, as is always the case when risk is a factor - 
the higher the risk, the higher the value. 
 
Shares - over the long term - are expected to increase in value, as an examination of most stock indexes 
demonstrates. Obviously, shares of unsuccessful companies do not necessarily do so, but a bond issuer can 
also default on his loans, as in the case of some developing nations or their governments: they offer very 
high returns on their bonds but are not around to pay back that loan by the time the bond matures due to a 
coup or war. 
A bond’s face value is fixed - predetermined. As for the regular return on one’s investment, although some 
successful companies do not pay dividends, the increase in share value over time is sufficient to provide 
a welcome return on one’s investment. Bonds, on the other hand, provide secure returns. Hence, these is 
usually much lower than those of comparable shares. (More on evaluating bonds below).
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STOCKS BONDS
Significance An equity delineating 

ownership
Debt whose return is 

guaranteed with interest
Issuer’s Purpose Increase company value Cover issuer’s expenses
Investor’s Purpose Long-term returns & profit Secure value & returns
Fixed Return Dividend Interest - Coupon
Initial Value-guaranteed Stock price - No Face Value - Yes
Benefits Voting rights for common 

stockholders
Preferential treatment upon 

liquidation

STOCKS & BONDS - THE DIFFERENCE
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History of Bonds

Like many other instruments we think were invented by the west in times of recorded history, 
bonds  first appear in 2400 BC, cuneiform tablets from Mesopotamia executed by scribes (who 
served as notaries) and witnessed by witnesses. 
  
In the 12th Century, the Venetian government issued ‘Prestiti’ to cover the cost of its wars, 
paying a 5% coupon to debtors. The first war bonds as we know them today were issued by the 
Bank of England in 1863, followed by the US, during its War of Independence - Revolutionary 
Bonds.
Indeed, the Americans seem to have a predilection for fancy names, realizing quite early that 
the success of issuing bonds required a sense of marketing, since these were being issued 
to the general public rather than the staider investors of Wall Street. The government issued 
Liberty bonds to finance World War One, which cost the nation $30 bn - considerably more 
than its pre-war Federal  budget of $970 million. It then raised funds to cover the costs of 
lifting the nation out of the Great Depression, in the 1920s and 30s. 

The first World War II war bond was sold to President Roosevelt  in April 1941 - long before 
the US actually entered the war - for the purpose of helping fund  military and civil support 
programmes for those European countries already engaged with the enemy. This time, people 
could simply walk into a post office, insert $17.75 in quarters into a slot machine and walk 
out with a 10-year treasury bill, issued by Henry Morgenthau, Jr., the Secretary of the Treasury, 
whose face value was $25 - a 2.9% annual compound interest rate - considerably less than 
the US Federal Reserve’s interest rate at the time. No coupons were paid in the interim, but the 
bond had been bought at a huge discount. Bugs Bunny, Popeye and many Hollywood stars 
were mobilized to help advertise these bonds, and over 80 million Americans purchased over 
$180 billion-worth.
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Types of Bonds

Bonds are not complex instruments, per se. However, there are many different types, and the 
rules governing their repayment - among others - differ and require the expertise of a lawyer, 
at the very least. Here are the major types. 

Government bonds / T-Bills 
Also referred to as Treasury bonds or Treasuries,  these are bonds issued by a national 
government. Risk is very low and so is interest. They are often tax-exempt. Supranational 
bonds are issued by a supranational agency, like the World Bank. 
US Treasury Bills are the most common government bills issued. They have 3, 6 and 
12-month maturities, pay no coupon (Zero-coupon bonds) but are auctioned at a discount 
every Monday of the week, i.e. at less than face value.
Treasury Notes (T-Notes) have 2 to 10-year expirations and pay coupons twice a year. 
Incidentally, they are used by banks as a benchmark to calculate mortgage interest.
Treasury Bonds are 30-year bonds that pay their coupon every 6 months. Coupon rates 
are higher than that of the other two, since they must accommodate potential increases in 
competitive FED-determined interest rates over a longer period.
Municipal  bonds are issued by a municipality or local government. Because municipalities 
default on a more frequent basis than governments, they are  considered riskier and offer a 
higher yield. Thus, they are often compared to shares and CDs and considered investment-
grade assets.
War bonds are issued by a government to cover military expenses during wartime. 

Corporate bonds
Issued by both public and private companies, these are often compared to shares. However, 
thanks to the remunerative preference given to bond holders over shareholders in case of 
liquidation, they are considered less risky and therefore offer a lower yield. Still, of all bond 
types, they are the riskiest and pay the highest yields - also considered investment grade. 
Their term is usually anywhere between 5 to 12 years.  
 
Convertible bonds 
Often referred to as Hybrid Securities, these are probably the most popular bonds for active 
investors and corporate officers, since they include the provision of being exchangeable for 
shares. They are usually callable (they can be called in by the issuer before maturity), and 
the issuer can force a conversion upon the holder.
Exchangeable bonds are similar but can be exchanged for shares of a corporation other 
than the bond’s issuer.
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Secured bonds
Bonds that are secured by specific assets (mortgaged) to ensure repayment of the issuer’s 
obligations.
 
Unsecured bonds / Debentures
Bonds that are only guaranteed by the credit-rating of the issuer.
Revenue bonds are repaid from revenues generated by a specified activity. They are high-
risk, in that where there is no revenue, the issuer may default.
Subordinated bonds do not ensure remuneration in case of liquidation, but only after senior 
bondholders, although still ahead of shareholders.  
 
Serial bond
A bond that matures in instalments. Thus a 5-year bond would pay back a fifth of the face 
value each year.  
 
Perpetuities (Consoles)
Bonds that do not have a maturity date. They pay a (usually higher) fixed coupon and have 
a face value at which they may be traded upon in secondary and OTC markets. They may be 
called in at the issuer’s discretion, at which point the holder receives the face value.  
 
Bearer bonds
Bearer bonds do not specify the name of the holder, but ‘belong’ to the person currently 
holding the certificate. Being paper-based, they are quite risky and have been used to 
conceal income and/or taxable assets. 
The owners of Registered bonds are registered by the issuer or agent. 
 
Fixed-rate bonds
Bonds whose coupons are constant. Stepped-coupon bonds pay progressively increasing 
coupons.  
 
Floating-rate coupons
Bonds whose coupons are linked to a reference, such as central bank interest rates, Libor, 
etc. 
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Inflation/Index-Indexed bonds
Both the face value and the coupons are linked to inflation. As a result, yield rates for 
similarly maturing bonds are - by definition - lower than for respective fixed-rate bonds. 
 
Equity-indexed bonds are linked to an economic indicator - usually GDP.
 
Covered bonds are unique in that they are a constituent of the issuer’s balance sheet. They 
are backed by public-sector assets, such as mortgages. 
And, Asset-backed bonds are backed by underlying assets.
 
Foreign Currency Bonds
Where a country’s currency is unstable or in low demand, an issuer may choose to issue 
bonds in a foreign currency. Another reason for issuing a foreign currency bond is to acquire 
foreign currency for use abroad. Examples include Eurodollar bonds, Samurai bonds, Dim-
Sum bonds, Bulldog Pound bonds and more. These are not issued by the US, Japan, China 
or the UK, respectively.  
 
Bonds Defgined by Maturity
Short-term bonds are those that mature in anything less than 5 years. Medium-term bonds 
mature in 6 to 12 years. And long-term bonds mature in 12 years or more.
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How are bonds created, Issued and Traded?

Like other equity-backed securities, shares, ETFs and some forms of derivatives being issued for the first 
time, bonds are auctioned in a country’s primary market. The difference between a bond auction and a share 
offering is minute, since both entail a preliminary announcement, bidding and issuance. Alternatively, and 
usually to a greater degree, a bond issuer, like a share issuer, may sell the entire issue to an underwriter or 
syndicate of securities firms and banks (headed by the principal entity – the bookrunner), who then sell the 
bonds to investors. 
Government bonds are almost never sold to an underwriter. However, most other types of bonds, as 
mentioned above, are sold by the issuer to the underwriter. Consequently, they are then traded in the 
secondary markets and over-the-counter. Most bond dealers will hold inventories of bonds, thereby acting 
as a market-maker. However, they will aim to ‘unload’ them as soon as possible,  owing to price fluctuations. 
Thus, they will often not charge a commission but earn their profits from the spread.
Bonds are usually exchanged between central banks and banks (retail & investment), wealth, mutual, 
pension and hedge funds, and insurance companies. These use them primarily to cover their liabilities, which 
include, mostly, fixed due payments. In fact, in many countries they are compelled to do so by law! And since 
bond values are at the mercy of interest rates, early calls and the credit rating of the issuer, which is itself 
subject to the whims of the credit agencies, these institutional investors bear no small risk. 
The US Treasury regularly auctions its bonds online and provide two forms of bidding – Competitive bids, 
in which the potential holder offers a rate, yield or discount, and Non-Competitive bids, in which the buyer 
agrees to those parameters as set for the auction.

BOND DERIVATIVES 

Investors often prefer to invest in bond futures, which do not pay coupons but, instead, track 
the present value of the bond - thus evaluating the face value and coupon at once. Bond 
futures can be purchased at a futures exchange market; bond options are usually exchanged 
over-the-counter; and bond CFDs - also traded OTC - simply entail exchanging the change in 
value of the bond at the opening and expiration of the contract. 
One of the major advantages here - besides the simplicity of pricing - is that the trader 
does not face many of the risks faced by a bond-holder; plus one may short the asset, thus 
investing in its losing value (as in the case of callability or interest rate risks, etc.).
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Values, Yields and Returns

The most important element in any financial asset is its value. Ostensibly, this would be its face value - the 
size of the loan - the amount we hope to receive upon its maturity, plus all future coupon (interest) payments. 
From this, we learn that, as a bond grows older, its value diminishes, since coupons have been already paid. 
If a holder wishes to transfer the bond to another, the value of the bond will equal its original value (face plus 
coupons) minus up-paid coupons.
Both the face value and the coupon are taken into consideration versus the bond’s price when computing its 
return (more on yield below). Obviously, the higher the return on investment, the more attractive. 

FACE VALUE AND CURRENT VALUE 

When dealing in stocks, we should be able to derive a share’s fair price through detailed 
fundamental analysis. The share’s immediate market price is not always equal. Moreover, 
when initially selling those shares to the public, it is only at the stage of company/
underwriter negotiations that the initial price of the share is determined by what the latter 
believe they will be able to sell.
Likewise, a bond’s initial price and current market price are not necessarily equal to its 
face value. Like a share’s, these are determined by what the issuer or holder wishing to 
sell his bond believe the market will respond to. However, while a bond’s market price 
fluctuates, its face value is predetermined. 
Usually, a bond’s face value and price at issuance are equal, but not always. When a bond 
is being auctioned or thereafter traded or sold before maturity at a price that is above face 
value, it is considered to be above par or at a premium. When below, the bond is being sold 
below par or at a discount. Premiums and discounts are usually taken into account when 
calculating yield. Par value is usually expressed as a percentage - face value being 100%. 
To continue the comparison, whereas a share’s dividend is determined at will by a 
company from time to time and may often be zero with no consideration for the company’s 
performance, a bond’s coupon - the interest paid on the loan - is also determined at the 
time of auction and usually fixed for the duration of the bond’s life-span - its ‘term’.
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FACE VALUE AND CURRENT VALUE 

When determining the yield of a bond, both its coupon and its price/face-value 
differentiation - its discount/premium - come into consideration. 
 
There are several types of yield one considers when discussing bonds:
Yield to maturity is the yield  that will have accrued in total until the bond’s maturity - paid 
coupons plus/minus the premium/discount. The calculation of this is difficult, since it 
takes into account that the accruing coupons will not be withdrawn but reinvested at the 
same coupon rate - a kind of compounding interest.
Current yield is the interest rate on a coupon-by-coupon basis. It is derived by simply 
dividing the annual coupon by the bond’s current value. It should not be confused with 
nominal yield, which is that annual bond divided by the bond’s face value.
One element very few investors take into account when calculating a bond’s yield is a 
bond’s callability. Some bonds allow for the issuer to call in the bond before its maturity. 
Usually, in such a case, the repayment will be at a slight premium to par, i.e., higher, to 
compensate for unpaid future coupons. Prepayment risk often increases when central 
bank interest rates decline below a bond’s coupon rate, in which case the issuer can 
recycle his debt at a lower rate. Puttability, on the other hand, is the right some bonds 
provide the holder/buyer to force an early return of the bond upon the issuer.  Puttable and 
callable bonds usually define early redemption dates. 
In both cases, yield-to-call is the paid coupons until call, plus face value and whatever 
premium is paid on that face value to compensate for coupons not paid. Thus, if we were 
to calculate the yield-to-call against time value, the investor might end up receiving a 
higher yield rate in the case of a call.
Realized yield is the yield one would realize on a bond if one sold it before maturity. It is 
not a very precise measure, since it cannot account for volatility, market prices, interest 
rates and more.
 
Before leaving the subject of yields, one must always consider them in terms of time 
value. The longer you hold on to an asset, the more time it has to gain or lose value. And in 
terms of a healthy economy, one expects interest rates and inflation to increase at a rate 
befitting economic growth. Thus, and since coupon rates are fixed, in order to make long-
term bonds attractive, the issuer will usually offer a higher interest rate and/or sell it at a 
greater discount in order to compensate for potential losses, had the potential bond buyer 
invested in an interest-linked asset. 
A final provision to take into account when evaluating a bonds is tax status. Many 
government and municipal bonds are tax-exempt. Income and capital gains taxes do not 
apply - an often considerable sum to take into account. Shares, on the other hand,  are 
taxable, and their trading -  subject to high fees, stamp-fees and commissions.
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Analysing and Evaluating Bonds

When evaluating a bond, one of the most important things to investigate is the issuer’s ability to repay the 
coupons and face value upon maturity. This is best ascertained by the issuer’s credit rating. The primary 
ratings agencies are Standard & Poor’s, Moody’s and Fitch. They delineate their ratings using a letter-based 
system: 
• AAA for high-grade, secure bonds, 
• BBB for investment grade (unlikely to default),  
• BB and below for junk bonds or high-yield bonds, which means they are likely to default but are a relatively 
good speculative instrument (especially if held for a short term), and all the way to -  
• D, for those that are in default - they have already not fulfilled their obligations and filed for bankruptcy.  

Bond ratings are required by most exchanges upon which they are issued; but this is not always the case. 
Some bonds issued over the counter will require that the investor do his/her own due diligence. In this case, 
one will have to read a bond’s indenture carefully. This is the formal debt agreement. It is subdivided into 
covenants that specify the rights and obligations of both parties and transfer to the buyer upon purchase 
before maturity. 
Another source of evaluation is bond indices, which track the performance of bonds - most of them 
compiled by large investment institutions like Barclays, Merrill Lynch and so forth. 

CORPORATE RISK 

Corporate bonds also have several advantages over 
shares, which should be examined when evaluating them. 
A share’s value will be diluted in the case of further share 
offerings; and issuing additional bonds negatively impacts 
a company’s earnings, as well. EPS consequently falls, as 
does P/E. Bonds, on the other hand, are neither impacted 
by additional public offerings or additional issuance.

Their face value and coupons are predetermined. However, the company’s ratings may be downgraded 
owing to increased leveraged and the risk this entails. 
 
On the other hand, an increase in dividends, while increasing share prices, could impact bonds 
negatively, since the company has less cash on hand - increasing risk, lowering the company rating. The 
same is true for increasing a company’s credit line. 
 In case of a bankruptcy filing, on the other hand, share values will usually fall to a greater degree than 
bond values, owing to the bondholders’ preferential remuneration clause. 
 
All these require that a bond holder continuously be updated on the issuing company’s financial 
activities, before buying and while holding - as he/she should be doing with any investment!


