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 The ever-changing financial world has not left 

bonds by the wayside.  The number of bond 

products has exploded recently, and so has their 

complexity.  The Federal Reserve Board’s 

policy of artificially suppressing interest rates 

may help the economy, but it is crushing the 

standard of living of retirees who expected to 

earn a decent return on relatively safe bond 

investments.  As less aggressive investors “hunt 

for yield” (seek higher interest rates), they are 

forced to take greater risks in their bond 

investments.  Because the inevitable rise of 

interest rates will hammer the value of bonds 

and bond funds, it is time to learn the new rules 

of investing in bonds. 

 

To Learn More 

Contact: 
Kurt Winiecki 

(312) 214-3321 

Kurt@WinieckiWealth.com   

www.WinieckiWeatlh.com 

 

 What We Do 
 

Kurt Winiecki no longer 

practices accounting or law. 

 

However, having a unique 

background that includes tax 

accounting and law, WWM 

helps people: 

 

Conveniently consolidate and 

roll 401k money into an IRA 

account. 

 

Spread their investment risk 

over many different markets. 

 

Understand what it takes to 

retire comfortably. 

 

Develop strategic plans to help 

reach goals. 

 

At WWM, we are available to 

discuss any financial topic talk 

with family and friends of ours 

and the people we know. 

 

We welcome comments about 

our Newsletter and services. 

http://www.winieckiwealth.com/


Bond Basics 
 
Companies can raise money for their operations or long-term improvements in 
two ways.  They can sell pieces of ownership by selling stock and borrow 
money.  Issuing bonds is a way to offer company debt to a large pool of 
investors.   
 
The US Government and municipalities (like a state, county or city) cannot 
sell ownership interests but can borrow money through bonds. 
 
A bond has a stated interest rate and “maturity,” which is when the borrower 
repays the amount borrowed.  Bond investing requires taking on risk.  The 
golden rule of investing typically applies:  the greater the risk of loss an 
investor takes, the greater reward the investor expects over the long term.  
Conversely, entities that are more likely to default on repayment of its bonds 
must pay a higher interest rate to the bond buyer (the lender). 
 
For example, the City of Chicago wants to borrow money for ten years, and it 
decides to issue bonds.  Because the City’s ability to repay its debts, while 
very strong, is not as solid as the US Government’s, the City must pay 5% on 
its 10-year bond, where the US Government need only pay 3.5%.  So an 
investor who buys a City bond for $10,000 receives $500 each year for ten 
years, and at the end of ten years, receives her $10,000 back from the City. 
 
Classifications 

 

There are several different ways to classify bonds, and each classification 
impacts risk and return.  The most common ways to classify bonds are:  issuer 
type, quality, maturity, and obligation. 

 

Issuer Type 

 

There are three major types of bond issuers:   US Government, municipalities 
and companies (we’ll ignore foreign bonds). 

 

The US Government issues bonds to fund operations, projects and everything 
else it needs that isn’t covered by tax revenue.  The chance of the US 
Government defaulting on its own debt is tiny.  When the global markets 
shake, world investors flee to the safety of US-backed US Government 
Treasury Bonds.  That said, with the current US debt problems, the possibility 
of a US default cannot be zero (and it never was). 

 

Municipalities include state, county and city governments.  These entities 
issue bonds to raise money for day-to-day operations, specific projects and 
long-term infrastructure investment.  Municipalities typically have lower 
default rates than companies with the same credit rating.  Companies can go 
bankrupt and close up shop.  Municipalities have different, ongoing 
obligations (like providing emergency services, roads, schools, etc.) that make 
throwing in the towel extremely unattractive.  However, greater scrutiny of 
municipal balance sheets and deficits (see, e.g., the state of Illinois’s 
continued breach of its state constitution by failing to fund its pension 
obligations) reveal greater credit risks than once thought. 

 

Corporations borrow through bonds to fund operations and long-term 
investment projects. 

 

Importantly, interest on corporate (company) bonds is taxable at ordinary 
income tax rates.  Interest on bonds issued by the US Government and 
municipalities is tax-free.  This makes municipal bonds an attractive 
investment for bond investors with assets outside a tax-deferred retirement 
account.   
 

 
 

This newsletter 
is not advice.   

 
Many factors are used to determine 

whether to invest in bonds and 
which to buy. 

 
WWM provides custom solutions 
for specific situations and could 

never recommend any investment 
or wealth strategy without a 
thorough understanding of a 

situation. 
 
 

Please contact us with any 
questions you may have about the 
changing world of bond investing. 
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Advisor Loyalty 
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very significant 
problem that the 
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Bond Quality 

 

Two major rating agencies rate bonds on a 
scale from unlikely to default to likely to 
default.  The scale is AAA, AA, A, BBB, 
BB, B, CCC.  Bonds rated AAA, AA, A, 
BBB are “investment grade.”  Bonds rated 
below BB are referred to as “junk bonds,” 
but more appealing names like 
“speculative,” and “high-yield” are used 
today. 

 

The market appears to price bonds at 
appropriate interest rates.  Historically, 
bonds with higher ratings default less than 
bonds with lower ratings.  Municipalities 
default less than companies with the same 
rating.  To default on a bond, a company or 
municipality must declare bankruptcy, the 
owners of the company (including every 
owner of a share of stock) must lose all their 
invested money, and the bankrupt entity 
must not have any money to repay the 
bonds in full.   

 

Because bondholders get paid in a 
bankruptcy before unsecured creditors and 
equity owners (stockholders), bondholders 
often get paid all or much of their original 
investment.  Because stockholders lose all 
their investment money before any 
bondholder investment is squeezed, bonds 
are typically safer investments than stocks.  
Accordingly, investment expectations 
should, in general, be lower with bonds than 
stocks.  That said, junk bonds, foreign 
bonds and bond funds that use leverage 
or derivatives often act more like stocks 
than bonds in terms of volatility and 
losses over short periods. 

 

One final word about bond quality.  The 
rating agencies have been sued for rating 
bonds of companies such as AIG and 
Lehman Brothers “investment grade” (A on 
the rating scale, to be exact), just before 
both firms collapsed.  They clearly did a 
poor job in these instances. 

 

Length of Maturity 

 

Maturity reflects how long the entity will 
borrow money via a bond.  Shorter-term 
bonds are less likely to default than bonds 
with longer maturities because a 
company’s chance of defaulting in the next 
year is much less than a company’s 
chances of defaulting within the next 
decade.  Accordingly, bonds that mature 
(that is, will be repaid) in a shorter time 
period will pay less interest than bonds 
that mature years from now. 
 

Obligation Types of Muni Bonds 

 

There are many different types of 
municipal bonds, and each carries 
different risks.  The most significant types 
(among many) are General Obligation 
Bonds and Revenue Bonds.   

 

The safest municipal bonds are General 
Obligation bonds.  General Obligation 
bonds are backed by the full taxing power 
of the municipality.  Regardless of what 
happens, the municipality will always be 
obligated to repay a General Obligation 
bond. 

 

Municipalities also issue bonds whose 
repayment is limited to the revenue 
streams of a particular project.  The 
repayment of interest and principal of 
“Revenue Bonds” are dependent on the 
success of the project that will generate 
the revenue to repay the bonds.   

 

For example, a state can issue Revenue 
Bonds to build a new tollway, and the 
bonds are repaid with the proceeds of the 
tollway. 

 

Delving deeper, the type of municipal 
project often determines the risk related to 
Revenue Bonds.  Necessary projects like 
sewer and water projects are safer than 
unnecessary projects, like a new dormitory 
for a state school. 



Bond Returns 

 

As mentioned above, because bonds are 
typically safer investments than stocks, 
investors should expect lower returns over a 
long period from bonds and higher long-term 
returns from stocks.  (This dynamic, however, 
has not been true over recent long periods of 
time). 

 

While people can certainly invest in individual 
bonds, many invest in bonds through bond 
funds (either mutual funds or exchange-traded 
funds (ETFs)).  This section will focus mainly 
on returns of bond funds. 

 

Given that interest rates are at record lows, how 
does the iShares Barclay’s 20+ Year US 
Treasury Bond ETF (ticker: TLT) increase 33% 
in 2011?  More specifically, if TLT’s 12-month 
yield doesn’t exceed 3.5%, how does the bond 
fund increase many times that amount?  
Clearly, the paltry interest the US Government 
pays on its bonds is just one piece of what 
drove its return in 2011.  Also important are the 
movement of interest rates and investors 
moving in and out of the ETF. 

 

The biggest factor was falling interest rates for 
US bonds of long maturities.  According to the 
US Government, in 2011, the “Market yield on 
U.S. Treasury securities at 20-year” dropped 
significantly from 4.17% to 2.67%.  Falling 
interest rates makes bonds paying higher 
interest rates more valuable, forcing the bond 
price to rise.  The longer a bond’s maturity, the 
more sensitive the bond is to interest rate 
movements.  The combination of falling 
interest rates and the fund’s long maturities 
helped push the value of the TLT ETF about 
22% higher in 2011.   

 

See the “Interest Rate Risk” section below for 
a detailed discussion of interest rates 
movements affect bond values. 

 

Additionally, the European Debt Crisis of 

2011 encouraged a huge “flight to safety,” 

which means that investors seeking to put 

their money in the safest investments they 

can find turn to the US Government.  In 

2011, basic supply and demand principles 

forced the price of coveted, safe US bonds 

higher.  Accordingly, the underlying value 

of US Treasury Bonds increased, and so 

did the value of TLT. 

Clearly, factors other than the interest rates 

bonds pay affect the price of bonds and 

therefore the value of a bond or bond fund.  

Because these factors can move bonds 

quickly in a negative direction, too, 

investors must re-evaluate their bond 

portfolios.   

Interest Rate Risk 

Unless an issuer defaults, investor who 

buys and hold bonds to their maturity will 

be able to collect the interest payments 

each year and then their principal when 

the bond matures.  Interest rates can push 

the market value of a bond (what it would 

sell for if the wanted to sell it) up and 

down, but that does not matter if the bond 

is held until it matures. 

However, fund managers sell and buy 

bonds all the time.  They are rarely buy 

and hold investors.  In fact, if the fund 

prospectus requires the maturity of the 

bonds in the fund to be between three and 

five years, the fund manager must sell 

bonds as they approach the three-year-to-

maturity mark.  Bond funds are therefore 

sensitive to interest rates and the risks 

changing interest rates pose. 

 



It makes sense that changing interest rates 

change bond prices.  As an example, on January 

1, 2011, Becky buys a three year bond for 

$10,000 that pays 3% annually (the bond 

matures in three years on December 31, 2013).  

On January 1, 2012, with two years left on her 

bond, Becky wants to sell her bond.  However, 

two year bonds of similar quality (similar risk of 

default) are now paying 4% annually.  Becky 

will not be able to sell her bond for $10,000 

because that same $10,000 will now buy 4% 

interest each year rather than the 3% Becky’s 

bond will pay.  So the value of Becky’s bond 

decreases. 

 

How much the price of Becky’s bond decreases 

depends on two things:  (1) the maturity of the 

bond, and (2) how much interest rates have risen. 

 

Maturity and Duration 

 

The longer the maturity of the bond, the greater 

the impact of interest rate changes.  Because 

Becky’s bond will pay below-market interest for 

only two years, its price will not be affected very 

much.  The 1% difference interest rates for two 

years is a difference of $200 ($100 each year for 

two years).  However, if Becky’s bond matured 

19 years from now, the difference in interest 

payments would be $1,900 over the life of the 

bond – a significant amount given the $10,000 

investment. 

 

The actual measure of how much a bond’s price 

will change when interest rates change is called 

duration.  It is related to, but is not, a bond’s 

maturity.  The duration indicates the change in a 

bond’s price given a 1% change in interest rates.  

For example, if the duration of Becky’s bond is 

1.6 (which is a little shorter than its 2-year 

maturity), a 1% increase in interest rate (from 

3% on Becky’s bond to 4% on new, market-rate 

bonds) results in a 1.6% decrease in the price of 

Becky’s bond.   

Everyone who owns 

bonds should 

understand the 

duration of the bonds 

owned and the interest 

rate risk they face. 

 

Change of Interest Rates 

Quite clearly, the more interest rates 

change, the more a bond price will 

change.  In Becky’s case, the price 

of her bond will drop much more if 

interest rates rise to 10% than if they 

rise to just 4%. 

How Risky is Interest Rate Risk? 

A lot is being said about how rising 

interest rates can decimate a bond 

portfolio, but what is hype and what 

is true? 

In 2011, Vanguard released a 

whitepaper titled:  “Risk of Loss:  

Should Investors Shift From Bonds 

Because of Rising Interest Rates?”  

Vanguard concluded that most bond 

investors should not try to time the 

bond market based on forecasts of 

where interest rates will go, but all 

bond investors should understand 

how duration will affect their bond 
portfolio and make appropriate 

changes to reduce interest rate risk.   



Vanguard’s example used a portfolio with 

duration of 4.6 years, which was the 

duration of the popular US Aggregate 

Bond Index at the time of Vanguard’s 

calculation.  The annual yield of the bonds 

in that index (what the bonds paid in 

interest each year) was 2.9%.  Therefore, if 

interest rates on similar bonds increase 

from 2.9% to 3.9% overnight, the value 

(price) of the bonds themselves would 

decrease 4.6%.  In that scenario, a $10,000 

bond would be worth only $9,540.  

However, the bond yield would increase to 

3.9% from 2.9%.  If the portfolio grows at 

3.9% annually, it gains $3,900 each year.  

After the first year, the portfolio value is 

close to $10,000 and fully recovered.  

In its whitepaper, Vanguard presents a 
much worse scenario, though.  It 
assumes that interest rates jump 
overnight from 2.9% to 6.9%, a very 
significant 4% increase.  This 
increase pushes the value of the 
portfolio down 18.4% [4 (increase in 
interest rates) X 4.6 (duration) = 18.4 
(loss of portfolio value)].  In this 
scenario, the portfolio immediately 
begins earning 6.9% on its 
investments or $6,900 each year.  It 
therefore breaks even in its fourth 
year and thereafter continues to earn 
6.9%. 

 

Interest rate risk is a significant risk 
to investors.  Given the low returns 
on long-term bonds, shortening a 
bond portfolio’s maturity (which in 
turn shortens duration and lowers 
interest rate risk) deserves a critical 
look. 

   Disclaimer:   

 

Kurt Winiecki no longer practices accounting or law.  The issues discussed 

in this Newsletter are general comments and are not and cannot be 

construed as advice.  Creating strategies related to these issues requires 

knowledge of specific situations and advice from a tax or legal professional. 

This article is not advice.  It merely raises issues that may be 
of interest and helpful to those attorneys with fiduciary 
duties related to investments.  Many assumptions related to 
this article have not been disclosed here. 


