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Firat of two parts.
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bond investors.
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raized interest
rates soversl timea to forestall in-
flation, driving down prices on ex-
isting bonds as their yields be-
came leas valuable than now fe-
sues. The move stirred excitement
among bondholders, and these
investors bailed out in droves in
fear of further losses.

Although the bond market has
calmed down since the last rate
hike, it is by no means out of the
woods. The Federal Reserve la
threatening to rales interest rates
again, and bond inveators should
understand the basics of this
market before deciding what to do

next.

What is Fixed About Fixed In-
come Securities!

The frequently misunderstood
term “fized income” securities
otiginates from the basic nature
of the bonda? Tho maturity price
{face value), the coupon rate and
the year of maturity remaln fized
for the Life of tho bond with amnu-
al coupon peyments.

Furthermore, the annual dollar
amount can be calculated by mul-
tiplying the fixed coupon rate by
the band's fixed faca or par value,
usually $1,000. Thus, a $1,000
bond with a 7 percent coupon rate
will pay $70 each year, Unfor-
tunately, this notion of “fixed-In-
come™ creates a great deal of con.
fusion in the minds of those
investors who fai] to recognizo the
potential for loas resulting from a
decllne in the bond's price. A
bref discussion of several import-
ant featurea of fixed income secu-
ritles is presentad below.

-Tho Coupon Rate: Coupon
rates generally vary with the
tond's maturity and risk. For in-
atance, the longer the maturity,
the higher the coupon rats carried
by the bond (see Figure 1) when
inflation rate is not likely to fall.

if the inflation rate is expected
to fall —— an waa the case in the
Iats 1970s — the long-term rate
would mest likely be lower than
the short-term rate. In addition,
the higher the quality of the
bond's issuer, the lower is likely
to be tha coupon rate of the bond.

Yield to Matarity: The yleld-
to-maturity (YTM) indi
rate of return an Investor will
rocelve Uf the bond is held to its
maturity date. It takes into ac-
count the purchass price, redemp-
tion value, term-to-maturity, and

-the size and timing of the coupon

payments.
:8imply stated, YTM accounts
for the fact that the bondhold

monishes: “May
you live in inter-
esting times.”
Al of 1994, and
eo far this year,
the times have
cortainly heen
intaresting for

During 193, the
Feloral Reserve

coupons paid semlannually) and
different current market prices —
but al) yielding the same 10 per-
?;ﬂ return — are presented in

1n this exampls, ignoring taxes,
an lnvestor expecting a return of
10 percent can purchasa Bond A
for $1,163.72, which s a 15-year,
12.percent bond, collecting $60
overy alx months and $1,000 at
maturity, Another lnvestor can
purchase Bond D, currently trad.
ing at $239.39, which makes no
coupon payments (zero coupon
‘bond), returns $1,000 upon matu-
rity and ylolds 10 percent.

Yet » third inveator may bo in-
terested in selocting Bond C,
which has a coupen of 5 percent
but has & YTM equal to the other
bonda, While all these bonda have
the samo maturity and YTM,
they are by no meana perfoct sub-
atltutes. Por one thipg, these
bonds may carvying varying de-
grees of risk. For another, tax con-
slderations may lead investors to
g‘r:fer somo bonds over other

nds.

Yield-to-Call: A fly in the oint-
ment (s the third concept known
s yleld-to-call (YTC). A “call” Is
an’ early redemption of a bond
that alashes bond investora' fn-
come by forcing them to relnvest
the principal at a timo when in-
terest rates have dropped. De-

which are pools of bonds not ac-
tively managed by money mana-
gora, The advertised retums on
new trusts aro calculsted In such
1 way that sponsors who load up
on the bonds most likely to be
callod get to quote higher, more
enticing returns. Consequently,
Investors in units trusts do got
higher Income {nitially, but those
payraents can fall sharply later.
In any investment situstion
whero tho potential for a call ex-
Ista, It Is more oppropriate to
judge tho attractivencss of the In-
vestment on the basla of the Y7'C
rate, which, es d, ia 2l

chases a 30.year Treasury bond
yieldIng 7.9 percent today, and in-
terest rates subsoquently rose so
that average relnvestmiont rato
waa 9 percent over the lifo of the
bond, almost 80 percent of this
{nvestment's total retum at ma-
turity would come from Income or
1 d Intorest. I Ingl
at a B percent relnvestment rate,
intereat-on-interest on that 30-
year Treasury would stlll repro.
went about two-fiftha of ita total
roturn.
There i{s another [mportant
concept azsociated with bond in-
While int 1

t

Learn dynamics of bearproofing bond portfolio

most always lower than the YTM.
Total Heturn: Many investors
focus only on tha current yhl‘d!n!—

terost dominatea bond returns for
long holding periods, prico change
dominates total retum for short-
term | This concept is of

{ered on
This |a shortsighted, because In-
terest Income is only one compo-
nent of tatal retumn, the other
component belng the prics sppro-
ciation or depreciation.

For inetance, a band which paid
a 7 percent coupaon rata for & par-
ticular year and also gained 2 por-
cent [n price would post a total
annual return of 9 percent. A 2
percent prico decline would have
roduced the total retumn to 6 per-

great importancs becauss most
individuals who invest in bond
mutus! funds are short-tern
bondholders even if they stay In-
vested in mutual funds for a fong
time.

The reason is that & bond fund
docs not buy and hold bonds until
maturity but instead actively
trades them — and the value of
the fund’s shares directly reflocta
the daily price swings of bonds in
ita tolto. C. 1y, de-

cent for that year. C:
{nvestors need to pay attentlon to
the price risk associated with a
fized income security.

For lunf-um bonds, and| bont.l-

pending on tho prices |
bave paid for thelr bonds, a call
can also result In a capital Joss.
The YTC takes thess factors into
account ond hence is generally
lower than the YTM.

Cal features are common on
corporate bonds as well as munle-
ipals, and rolated probloms
adversely affect holders of mort.
gage-backed securities. Early
redemptions can also affect the
Incoma of bond mutua) funds and
unit {nvestment trusta.

In addltion, there {a a special
twist that affects unit trusts,

P! at pricea

above or below their faco value,
other factors will often dwarf yield
In detormining total rsturna, That
in truo even when the bonds aro of
AAA credit quality and are “non-
callable,” This point requires
claboration.

It should be recognized at the
outset that interest-on-interest
easily becomesa the blggest factor
in returns for buy-and-bold inves-
tors in long-term bands, especial-
Iy if interest rates riss during the
life of the bond.

_ For instance, if an investor pur-

panding on what happens to pric-
¢s by the time an {ovestmentin a
bond fund is liquidated, investors
generally end up with price galns
or losaes on thelr holdings. As a
result, prico change becomes an
important part of their total re-
turn,

The relevance of tota) retum in
[nvesting in fixed income securl.
tles Is presented In Figure 2.

Sid Mittra, Ph.D., CFP, it pro-
fessor of finance, Oakland Univer-
#ity, Rochester Hills, and owner,
Mittra Associates, a Troy finan-
cial consulting firm. Thia column
was critically reviewed by Profes-
sor Jerrold Grosaman, Oakland
Univeniity.
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Tha reisvance of total retum

H you're epming & Ngh yield 108ay, you'ss
probedly in a long term bond fund. I Interest
tntes continug Lo riza, you might kse some
of tha markct value of the monsy you have
Iovestod becausa the prices of bonds (il
when Interest rates go up. Totel return —
which Includes thanges la both bond price
8rd incomd — I3 a better measury of your
Investment's overell value, The chant to the
fight shows estimatod total tetum o0
treasury bonds with varylng matusities. AS
you czn tee, the longor the matunty, the
grester the Suctustion I total retum,

#The retums &m0 based on yields of 4.5% for
Ureo-yeat Troasury notes. 6.0% for 30 year
Treasury notes and T% for 30-year Trozsury
oonds Since Treasury bonds are backed by
the Rl faith and crocit of the U.S.
Government, there i3 no credit risk.

Financial planner returns as columnist

BY CATHRRINE M. PACINI
SPECIAL WaITER

Sid Mittra, n Troy-based certi-
fied financial plenner and profes-
sor of finance at Oakland Univer-
alty, Is roturning to the Obsorver
& Eccentric Newspopers as a fi-
nancial columnist.

The Rochester Hilla resident
brings meny years n!‘ Exgerlzx'ma

ning-A Complete Guids for Pro-
fessionals,” which s In its fith
edition.

He's & member of the Interna-
tional Association for Financial
Plannlng (IAFP) and the Instl.
tute of Certified Financial Plan-
ners (ICFP).

“My primary objective for the
column is to educate the reader
an the i toplcs of finan-

in finance and
to the column, “More Than Mon-
ey,” which will appear oach Mon-
day In the Observer & Eccentric
Newapapors’ Oakland County
editions.

Mittra received his doctorate in
finance with a minor in econom-
jea from the Univenity of Florlda.

cial planning. To take complicat-
ed [ssues and presont them in
such a way that readers can un-
2 d, while ing their cu-

other things that are happening
in the economy ond the world
around us — politics, the deficit,
a8 well as the world market,” says
Mittra,

“We're delighted to have Sid re-
turning to the Obaerver & Eccen-
tric," said Robert Sklar, manag-
ing editor for The Eccentric
Newspapers. “Ho brings a popu-
1ar following amang readera and
1asting respect among his peers.

“With so much interest in per-
sonal finance nowadays, we're

confident r:‘de]n will find Sl’d'u

Vtameme-term
tond {10 yess)

eeesgeees —
oo

F:Rellremcnt planning.

Yy column
{nsight and, most of all, relevant
to their everyday livea.”

Mittra has developed the acro-

T-Tax planning.
Y;Yﬁnmllng, for financinal indo-

nym “SECURITY" that he uscs

Mittra has a rare combination
of an i lemic back-

as a rond map when d
the areas of financial planning:
S.Safcty, through rizk manege-
ment planning.
E-Educational planning.
C-Credlt and budget planning.
U-Ultimats disposition through
estato planning

ground and practical experience
that ensbles him to relats to the
beginning finance student as well
a8 the sensoned CEO, In his col-
umn, he will discuss a variety of
topics from complex technical s-
sues to basic prineiples. N

tioslty to probe further in that
particular area. And to also dispel
the myths that sometimes sur-
round certaln issues,” says Mit-

pays now for the bond, but the
coupon payments and tha princi-
pal are received only at & future
time, The YTM can ba easlly cal-
culatod by discounting the future
expected cash flows by an appro-

holder on this investment.
Bxamplea of severs] bonds with
different coupon rtates (with

Stash
your trash.

He has been & full professor at
Oakland Ui ity in Roch

PERIN

1 sources of infc

Hills for nearly 10 years.

‘The professor publishes exten-
aively in premler finance journals,
and writtan severa! books in-
cluding, “Personal Financs-Life-
time Management by Objectiva™
and “Practicing Financial Plan-

tion will be offered, including ad-
dresses and phone numbers that
readers can contact.

“I want to tic in the fact that
arees of financisl planning don't
stand in a vacuum. Finani

planning ia intimately related to

Flrst of Michigan Corporation
in cooperation with Fidelity Inveatments presents

An Evening with

*Amarﬁmnﬂndeas
Southewiern Michigan Chapter

18005525466

Michlgan

Now

are Institute is now making Myopia
Surgery (RK) more affordable than ever.

ting Biue Cross/Blue Shield of Michigan

{ plans that cover RK Surgery

Partizipating with all other insurances covering RK.

} Naw affordabie prices.

FREE Screenings available

EXCIMER LASER

at your convenience

, . 3
, Fidelit REFRACTIVE
I :
] A small investment of your time now could mean & major lNSTIT‘"E
» be‘cmmtm retum 1‘ll:f- :mvnel:wc:tmim planning NOW a Division of the
' h ex, there ar slm; 1
K T e Faucssions, but there 1o 8 Almple waY 10 get the RPICHIGAN
| . 4 answers you need. Come to our free Inveatment planning seminar. FYECARE
¥ - “: . Take ndvu.mge of this c‘qponunlty to h:u’(mm nn.d tall with IN STITUTE
! | P fn:‘m Fldetity Investmenta,
) i ; . So mark your calendar, and bring your investment questions. CALL NOW FOR DETAILS
i i e Guest Syeakersﬂm For iné?rmation
i Bs “Real” Mke Jenkins, Director, Masketing - t
[ A ——— Bruce Rockwell, Seafos Vice President - First of Michigan Corporation regg;g ..33 },‘,’ o
I * COURT REPORTER . . 7. &, -k Nearsightedness,-.
Medless Incune of $43.0004y7. _ Date: May 8, 1895 Time: 7:30 p.m. ) which Ts currently
oy PARALEGAL Location: Southfield Radisson - - ‘ Cnder FDA
v Eat"s"é'g;é‘{f“;‘" at Prudential Town Center Dr. William Myers and Dr. Mark Rubinstein were: investigation
) “#1 Kecrctatial mﬁ, ¥ 10 Mite at Evergreen, Southfield W First in Michigan to perform RK Surgery over 18 g
i mmetebaianl years ago. _ % a
‘ Seating is limited, u fesponsible for teaching doctors the procedure for 1-800-676-EYES
Please call Suzy at 1-800-826-2036 (Southfleld) or over 18 years.
Kathiy at &%-65‘-1443 [We:lt Bloomfield) m Published the articles which describe and have SOUTHIELD {%,”m Smite 1
. make your reservations. refined the procedure over the past 18 years. -
;Acadesny %?:“‘W s et e YR o s First in Michigan to have the Excimer l.u:lr now in ummmmmu;&mmuﬂ
- “Where i =" e s Windsor used to perform refractive procedures. OETROIT Ficher Sulidleg, Sube 174
H froieutind fraaiatad e e ! ey v e o s )
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