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PORTFOLIO POINT: Investors in fixed-income securities have generally achieved positive returns, but be

aware of the risks.

One of the first questions that people new to fixed interest and investing in bonds ask is, “how much can I expect to
earn?” The answer can be anywhere between 4% and 40% depending on how much risk you are prepared to take.

The table below sets out a sample of the returns available from fixed income. The table is by no means a complete
list of securities available, rather a selection offered as a guide to investors thinking about starting their own fixed
income portfolios.

You’ll see that for each security a range is quoted. Like most goods, the quantity of merchandise you buy can have a
measurable impact on the price.

Those investments that are near the top of the table are lower risk and provide lower returns. They are also easier
to understand in that they have fewer conditions attached to them. But, as you scan the list and move down the
table, you’ll see returns start to increase, as does the risk involved, and generally, the securities become more
complicated.

Returns are a function of:

The credit risk involved
Where the security sits in the capital structure
Time to maturity
Liquidity of the security ( wider bid/offer spreads show less liquid markets)
Compensation for expected inflation

Those securities with the lowest returns are of a very high credit quality and are usually very liquid.

Those towards the bottom of the table, some with very impressive returns, are much higher risk. Usually the market
is uncertain about the underlying credit quality of the issuer and there can be a long time to final maturity, increasing
uncertainty. A wide bid/offer spread usually means lower liquidity, and this is often reflected in a higher return.

For ease of comparison, the bonds listed below are all fixed rate.
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Portfolio Assessment

In the very first article I wrote, I outlined the portfolio in terms of the face value of the bonds that I acquired (Your $1

million bond portfolio, Sep 6). A quick glance at our bond portfolio shows a holding period return of 3.465% –

which annualised becomes 8.213% – I’m very happy with that outcome given the low risk involved.

In the table below, I show the actual purchase prices, coupon payments and current value. I’ve assumed a
mid-pricing point when calculating the current value and that there are no liquidity issues however if investors find
themselves forced sellers of these instruments so soon after purchasing them, they may find themselves doing so at
a loss.

Slow but steady - Eureka Report http://www.eurekareport.com.au/iis/iis.nsf/pages/751F64E04D428B...

2 of 4 14/02/2011 6:19 PM



Unlike equities, fixed income investment is focused on a much longer time horizon and while you can trade over
shorter time frames, you are more inclined to find yourself on the wrong side of the buy/sell spread.

With this in mind, it’s interesting to note that two investments are currently showing a loss for the period.

The two bonds in question are GE and QTC. Yields on these bonds have increased, resulting in lower bond prices
(this is an important point and one I’ll explain in my next article) and although I’m showing a loss, that’s only assuming
I sell them prior to maturity.

If I hold them to maturity I’ll receive the $100 face value back per bond and as I acquired them at a discount, means
I’ll make a small profit. The GE bond enables me to explain a little bit more about the pricing. I acquired this bond
about 10 days before the coupon of $3,000 was due.

Accrued interest generally builds between coupon payments and when you buy bonds, they’re usually sold at a “dirty
price”. This means they include accrued interest. The purchase price of the GE bond included almost $3,000 in
coupon interest, which I received soon after purchase.

The star performers of the portfolio have been Rabobank and AXA SA. Having 50% of the portfolio in Rabobank has
offset small losses elsewhere. Cash in my at call account has been building and now sits at approximately $24,970. I
could buy some small parcels of hybrid securities with the cash to boost my return, but as this portfolio is meant to
compliment a higher risk equity portfolio, I’ll let the cash build for the time being.

Some of the securities in my portfolio are still available at reasonable returns but others have moved with the
markets and spreads have contracted, meaning they are not as attractive as when I purchased them on 3
September 2010.

Definitions
N
Bond

A security that pays a defined distribution (the coupon) for a given period of time (the term) and repays the face
value of the security at maturity. A bond is a loan from an investor to the issuer of the security. There are many types
of bonds including; floating, fixed, consumer price index (CPI) bonds, inflation-linked, nominal and Eurobonds.

Clean price

Is the price of a coupon bond that does not include any accrued interest.

Clean price is also known as capital price, meaning ‘clean of, or excluding the coupon’.
Dirty price

Is the price of a bond that includes interest accruing and is due for payment on the next coupon payment. Dirty price
is also known as gross price.
Holding Period Return

The mark to market gain plus any cash flows over the period, divided by the price you originally paid.
Liquidity

The liquidity or marketability of an asset is a function of the difference between the bid (the price at which the market
is willing to buy the security) and the offer (the price at which the market is willing to sell the security), more
commonly known as the bid-offer spread. If a market is liquid it will have many participants at any given time
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competing to buy or sell the assets, resulting in a narrow spread. If it is not liquid it will be very difficult to buy or sell
the asset without adjusting the capital price paid or received for the asset
significantly, creating a wide bid-offer spread.

Perpetual security

A security with regular periodic payments for an infinite number of periods with no maturity date.
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