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Fixed income 2025

Learning Module 1

Fixed-Income Instrument Features 

1: Describe the features of a fixed-income security 


The most commonly referred fixed income security is bond, so when we talk about fixed income security, you can see it as a bond. A bond is a debt instrument that promises to pay a certain amount of cash at specific intervals to the lender by the issuer in the future. The issuer of the bond is the borrower, while the purchaser of the bond is the lender of funds. 

The value of a bond is affected mainly by two things, the interest rate and risk associated with the bond issuer. When the interest rate rises, the bond’s value goes down as the promised future cash inflows from that bond are discounted with a higher discount rate now. 

The risk of default also affects the bond’s value. The higher the risk, the lower the value of that bond. With higher default risk investors need more return in order to justify their investment. 

A bond has the following features




	Name of the issuer of the bond

	Maturity date

	Par value (principal value) 

	Coupon rate (interest rate to be paid)

	Currency of payments




Issuers of bond: The following can be the issuer of the bond



Companies: Financial and non-financial companies issue bonds.

Sovereign governments (countries): Countries also issue treasury bills and other types of bonds. 

Non-sovereign governments (municipalities, states, provinces)

Quasi-government entities: Bonds issued by government-sponsored agencies and entities. 

Supranational entities: Global organizations like the European Union, IMF, etc. 

Maturity: It is the date mentioned on the face of the bond on which the principal amount would be paid back. The period remaining in maturity is called tenor or term to maturity. Bonds with maturity of less than one year are called money market securities, and bonds with maturity of more than one year are called capital market maturities.  Some bonds are issued with no maturity called perpetual bonds. In this type of bond, the principal amount is never paid back, but periodic payments are made forever. 

Par value: The principal amount that would be paid at maturity is called par value. It also has different names like face value, maturity value, and redemption value. Face value can be identical to or different from the bond price. When a bond is traded or sold at a higher than-par value, it is called the premium. When face value is higher than the traded price, it is called a discount. Usually, the price is written (for the first issue) as a percentage of the face value. 

Coupon rate: Coupon rate is the annual percentage rate of the face value. A bond with a face value of 100$ and a coupon rate of 10% will be paying 10$ annually. Bonds can be annual, semiannual, or quarterly paying. If the coupon rate is 10% in semiannual bond it would be paying 10%/2 = 5% after six months. 

Currency: The currency in which the bond is issued is also mentioned on the bond’s face. A dual-currency bond is a bond in which the interest is being paid in one currency while the principal is to be paid in another currency. Currency-option-bond gives the lender an option to choose from two currencies. 

––––––––
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2: Describe the contents of a bond indenture and contrast affirmative and negative covenants

The legal contract between the issuer and buyer of a bond is called bond indenture or trust deed. Bond indenture specifies the responsibilities of the issuer and buyer and the characteristics of the bond. The provisions in the bond indentures are called bond covenants. These covenants are positive and negative.

Positive covenants: These are also called affirmative covenants. These are the actions that the borrower (issuer) promises to perform. Affirmative covenants usually include the promise to timely pay interest and principal amount, maintain a specific asset, and comply with applicable laws. 

Negative covenants: These are the restrictions imposed on the issuer (borrower). These usually include restrictions on the sale or pledging of the same collateral asset and restrictions on additional borrowings. These covenants protect the bondholder’s interests and reduce the default risk of the borrower. 



Learning Module 2

Fixed-Income Cash Flows and Types 

1: Describe common cash flow structures of fixed-income instruments and contrast cash flow contingency provisions that benefit issuers and investors 

According to the payment structure, bonds can be divided into the following types.

Bullet structured bond/ Bullet bond: This is the most common type of bond. In this bond, the coupon payments are made periodically, and the principal amount is paid at maturity, usually along with the final coupon payment.  For example, a three-year bond with a 100$ face value and coupon payment of 10% annually would pay as follows



	Year

	1

	2

	3




	Payment

	10

	10

	110





Fully amortized loan: When the bond pays the periodic coupon plus a proportion of the principal amount periodically, that is called a fully amortized loan. Car and home loans are usually fully amortized loans. This loan is fully amortized with the final payment, and there is no separate principal amount payment. 

Partially amortized loan: This is not a very common type of fixed-income instrument. In this, some principal amount is amortized and paid along with coupon payment periodically, but at maturity, the unamortized amount plus coupon payments are made.  

Contingency provisions 

These are embedded options for either the issuer or holder of the bond. These provisions give the holder and or issuer some rights to exercise. (A bond with no contingency provisions is called a straight or option-free bond).  Bonds with these embedded options can be callable, putable, or convertible bonds. 

Callable bonds: Callable bonds give the right of call option to the bond issuer. The call option gives the right to the issuer to redeem a bond at a specific price at some specific date. It protects the issuer from risk of declining interest rate. For example a bond with 100$ face value and 5% coupon rate can have following type of call options;

The bond can be redeemed by issuer at 101% of face value on 21 January 20x3. 

The bond can be redeemed by issuer at 100% of face value on 21 February 20x4. 

If the issuer sees a huge decline in interest rate below than 5% he can redeem his bond at these two dates. That bond before any redeemable date is called call protected bond of that before period. 

Companies also exercise call option (along with decline in interest rate) because their credit rating has increases and default risk is declined. Now, they can issue a new security with a coupon rate. 

This callable option is not beneficial for the bondholder because this option will only be exercised when the market interest rate has fallen, and the investor will not get that much yield on any other instrument in the market. That’s why callable bonds are issued with higher coupon rate in comparison to non-callable similar bonds. The difference between callable and non-callable identical bonds is equal to the value of the call option to the issuer. 
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