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Fidelity's Guide
to BOND Investing

It is a lot easier to make the right decisions about your savings if you know a little about the
various types of investments or asset classes available and the role they play in financial
planning.

1. What is
a bond?

Bond (noun); debt security or loan agreement,
obligation or promise. That’s how a dictionary
defines a bond. In simple terms, a bond is an
IOU from the government or a company to show
that it has borrowed money from the public.
Governments issue bonds to raise money for
large projects such as new roads, hospitals,
schools and other requirements. In the same
way, a company may borrow money by issuing
bonds because it wants to invest in a new
project or expand its existing business.

This guide examines the basic principles behind bonds and investing in them. With this
information at your fingertips, we hope you will be in a better position to decide whether bonds
are the right choice for your portfolio and how they can help you meet your financial goals.

Typically, a bond outlines details of the loan:
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•
•
•
•

Who owes the money
How much they owe
When they will pay it back
How much interest they will pay
in the meantime.

The interest paid is usually fixed at the
outset and normally does not change.
So CG-2015-8%, worth Rs. 1,000 will pay
Rs. 80 as interest every year till the year
2015, which is when the bond matures.
Recognise a bond by its name!
Bond Name:

CG - 2021- 8.07%

What it means:

A Central Government bond that will pay an annual interest of 8.07%
till maturity in the year 2021
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2. Cash, bonds
and equities
know the
difference

When it comes to financial investments, there
are three main asset classes – cash, bonds and
equities – and they are very different from each
other. As you will see below, it is unlikely that
any single entity will meet all your investment
needs. And that is why a diversified portfolio of
investments makes sense.

Safety

Liquidity

Returns

Cash

High

High

Low

Bonds

Moderate - High

Moderate

Moderate

Equities

Low

High

High

Equities – for the potential of significant growth: “Equities” is another name for shares. If a
company does well, the value of your shares could go up and you may receive some of its
profits. However, the value of shares or equities can go down as well as up. Equities offer the
potential for higher levels of growth but tend to fluctuate in value more than bonds or cash.
Bonds – the basis of a steady income: A bond is a loan to the government or to a company.
You receive interest until the maturity date, so bonds can be a good way to generate regular
income. Bonds usually pay more interest than deposit accounts and offer more security than
equities. Of course, there is always a chance that the borrower may miss an interest payment, or
in some extreme cases, not pay back the loan at all. This risk is minimal with government bonds as they are backed by the government - but can be higher with some corporate bonds.

Cash – when you need your money at short notice: If you want a safe place to park your
money, you may find a deposit account useful. While you have the security of knowing your
money will be there when you need it, returns from cash deposits are unlikely to be as high as
those from other types of investment, and have not been known to be strong enough to
withstand the eroding powers of inflation.
4
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3. Why do
people invest
in bonds?

Investors who choose bonds generally do so
for one of three reasons:
1. Bonds form part of a diversified portfolio of
investments along with cash and equities.
Many equity investors believe that bonds
can help rebalance a portfolio especially
when the stock market hits volatile notes or
when an investor wants to change the
portfolio mix.

2. As can be seen from the graph below, bonds in general do not carry as much risk as equities.
They also pay regular interest so they are useful if you want to generate a stable income
from your savings, perhaps in your retirement. This reassurance helps to make up for the fact
that they may not have the potential to grow as strongly as shares.

Volatility across asset classes over
a 10-year period ended 30th September 2011
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The movement shown for equities is based on the BSE Sensex, for bonds is based on the NSE G-sec Composite Index and for cash is based on the
NSE Treasury Bill Index. Source: BSE,NSE Note: The above graph indicates the performance of Rs 100 invested on 28th September, 2001
in the three asset classes.
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4. How do
i choose
a bond?

Whoever you are, whatever your reason for
investing and however long your investment
horizon, the three fundamentals for sound
investing - safety, liquidity and returns should underpin the way you choose bonds.

1. Safety first

Many people choose bonds because they
generally involve less risk than stock market
investments. However, be aware that the
organisation which issued a bond could default
on its interest payments, or in other words, be
unable to repay the loan when the maturity
date arrives. With government bonds – known as gilts – the possibility of a default is negligible
and that is why they are among the most secure bonds. The risk of default is higher with
corporate bonds, but choosing corporate bonds becomes simpler if they have a rating
assigned to them.

Bond ratings – the report card for bonds
Bonds are rated on the basis of 'default
risk' or the risk that the lenders may not get
their money back or interest paid in time.
To give investors an idea of how much risk
a bond involves, a number of independent
agencies produce credit ratings, varying
from AAA down to D. For example, bonds
with a rating of AAA, which signifies the
highest level of safety, will involve lower
levels of risk, but the returns will tend to be
low as well.
In India, four companies conduct credit ratings on corporate bonds. They are CRISIL, ICRA,
CARE and FITCH and though their ratings are not similar, the connotations behind the ratings
are the same.

Bond risks you can understand.
• Default Risk

can occur when the bond issuer fails to meet its obligations to its creditors

• Credit Risk

refers to the possibility that the public's perception of the bond issuer's
ability to service debt will change

• Interest Rate Risk can occur when interest rates rise and the price of an existing bond falls

8

• Risk Premium

is the extra return required over and above a government or AAA rated
corporate bond of similar maturity

• Liquidity Risk

is the risk that you will not be able to easily sell the bond at a fair price

• Downgrade Risk

is of course, the risk of a reduction in a bond rating
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2. Liquidity or easy access to your money

3. Returns from bonds – the concept of yield and bond prices

Liquidity refers to how easily you can access your money. A 'liquid' bond can be frequently
traded or bought and sold in the open market at relatively short notice. A bond that does not
meet this need is considered 'illiquid.' As an investor, if you hold a bond until maturity you need
not worry about liquidity as you can expect the face value of the bond to be paid to you.
However, if you think you may need your money before the bond matures, it will be good to
know how liquid your investment is. Typically, government bonds are known to be high on
liquidity followed by highly-rated corporate bonds.
If you have a PPF or NSCs, you will
have experienced a 'lock-in' period or
the time when you cannot access your
money. These are fairly illiquid
investments as their tenors can extend
up to 15 years, as is the case with a
PPF. Likewise, some government
paper, company deposits and
debentures also have specified time
limits, when you cannot withdraw
your money.

Bond Types

Liquidity

RBI Bonds

Low

Government Securities

High

Company FDs/Bonds/Debentures

Low

• The return from a bond is called the 'yield'. Simply put, this is what an investor earns.
• The coupon rate is the periodic interest payment that an investor gets from the bond.
Let's look at a simple example to understand why yield or the return on a bond is different from
the coupon or the interest from a bond.
Example
Let's say we buy a bond worth Rs 1000 that pays a coupon rate of 10% or Rs 100 at regular
intervals. Why should the bond pay an interest rate of 10%? Because the investing public is
willing to buy this particular kind of bond only if it pays Rs 100 as the minimum amount.
Now what if the public is willing to buy new issues of this particular kind of bond only if it paid
a coupon rate of 12% or Rs 120? In other words, if interest rates go up to 12%, how would we
get people to buy our existing bond that's paying only Rs 100? By lowering the price!
If we lowered the price of the bond to the point where people would want to buy it, at what
return or yield would they be willing to do so? Obviously not the coupon rate. The new buyer
will pay less than the par value for the bond and therefore receive more in terms of yield,
because the coupon payment remains the same.
This illustrates a fundamental relationship between bond prices, interest rates and yields.
When interest rates go up, bond prices fall and bond yields go up tracking the new interest
rates. Conversely, when interest rates fall, bond prices go up and yields stay in line with the
change in interest rates.
Two important yields you should know
Current yield: This is the simplest measure of return on a bond. It tells us how much a coupon
payment measures up against the market price of a bond in percentage terms (the coupon
divided by the market price of the bond). If interest rates go up to 12%, then our bond, which
we paid Rs 1,000 for will be worth less. There's another way of looking at it – if the bond price
fell to around Rs 893, then the current yield on the bond would be 12%, which would match the
yield on the new bonds being issued.
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Yield-to-Maturity: Would the bond price fall to exactly Rs 893? Probably not. The price of a
bond takes into account a lot more than just the current coupon payment. Keep in mind that
most bonds make several coupon payments over time. Also, regardless of the price we pay for
a bond in the market, when it matures, we get back only the 'face value' of the bond. So, the
price of the bond moves towards the face value as the bond nears maturity. The yield to
maturity takes into account all the coupon payments, plus the gains or losses on the price of
the bond as it approaches maturity.
When choosing a bond therefore, in addition to safety and liquidity, you must also consider the
tenor or the time span of the bond. Bonds can be held for various tenors – beginning with a
year and even going up to 30 years. Longer term bonds generally pay higher interest rates, but
it is important to understand that there may be associated risks – interest rate fluctuations,
changing price levels and a host of other factors can make the actual return on a bond
different from the yield to maturity and quite difficult to predict. In fact, selling a bond before
maturity could involve some amount of 'price-risk' – courtesy interest rate fluctuations – the price
you get for the bond can be lower than what you paid for it. Perhaps a good strategy for
investors is not to bother with the ups and downs in bond prices but to hold a bond till maturity,
when you stand to receive the par value of the bond.

5. How Does
A Bond Fund
Work?

It can be difficult for private investors to buy
some types of bonds as large organisations
usually prefer to deal with selected financial
institutions rather than thousands of individuals.
As a result, people who want to invest in bonds
tend to do so through mutual funds.
A bond fund is probably the most convenient
way to invest in bonds. It means you do not
have to choose from the 3000-odd bonds in the
market. In fact, you really wouldn't know which
ones to invest in. What's more, you can invest
relatively small amounts of money in a bond fund.

A typical bond fund generally invests in about 10 to 30 bonds. Because your money is spread across
so many bonds, you are likely to benefit from increased diversification and less volatile returns.

Bondspeak simplified!
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Yield:

return from a bond

Coupon:

the regular payment that is received by the bond holder. The coupon is
a certain percentage of the par or face value

Maturity date:

the date on which the borrowed money will be repaid

Par or Face Value:

the amount paid to a bond holder on the maturity date. For example,
a government bond may have a par or face value of Rs 1,000.
This means that on the maturity date, the government will repay
Rs 1,000 to the bond holder
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6. The
Advantages
of Bond Funds

Affordable Investing: You don't need a large
sum of money. You can begin with a lump sum of
Rs 5,000 or a systematic investment plan of just Rs
500 at a time – so much easier on the wallet.
What’s more you may want to buy gilts and
company bonds that you've heard of but your
money may not afford even one of them.
However, if you invest the same amount in a bond
fund, chances are that you may get yourself a
proportionate number of well-rated bonds.

Lower Risk: Bond funds invest across government
securities, debentures, bonds and a wide range
of debt securities. Your investment does not rely
on the performance of a single entity thereby reducing your overall investment risk.
Professional Management: When you invest in a bond fund, you also buy into the skills and
experience of a fund manager and a full-fledged team of research professionals, analysts and
traders – people who are in a position to identify opportunities and make investments based on
astute strategies.

7.

Types
of Bond Funds

In the fixed income category, there are two
broad classifications of funds: cash funds and
bond funds
Cash funds invest in short-term, highly liquid but
low yield securities and are known to provide
marginally higher returns than cash deposits.
Bond funds are known to provide higher returns
than cash funds. From a portfolio composition
perspective, they are broadly classified into gilt
funds and corporate bond funds. From a time
horizon perspective, they are classified into
short-term and long-term funds.

There are specialised bond funds that range from fixed maturity plans to floater funds. Your
financial adviser can guide you through the entire spread.

Quick Access To Money: It's heartening to know that should you need your money back at short
notice, it should not take you more than 4 working days to access it.
Transparency: As an investor, you will get regular information on the value of your investment in
addition to information on specific investments, the fund manager's investment strategy and
outlook.
A range to suit specific needs: You could be retiring soon and planning for regular income. Or
you could be saving for your future and looking at ways to balance your portfolio. You could be
looking for greater growth potential than cash deposits, but you may not have the risk appetite for
equities. Whatever your need, you are likely to find a bond fund to suit your personal circumstances,
time horizon and risk profile.
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We're
here
to help

Fidelity has a long history of helping people meet their
financial goals. We have a range of brochures about our
products and services and a number of free guides on
key investment topics. Please contact us if you would like
copies of any of these publications or more information.

fidelity.co.in
1800 2000 400

This brochure is for the purpose of providing information about Fidelity and some basic information about bonds and bond funds. Risk Factors:
Mutual funds, like securities investments, are subject to market risks and there is no guarantee against loss in the scheme or that the
scheme’s objectives will be achieved. • As with any investment in securities, the NAV of the Units issued under the scheme can go up or down
depending on various factors and forces affecting capital markets • Past performance of the Sponsor/the AMC/the Mutual Fund does not
indicate the future performance of the scheme. Please read the Scheme Information Document and Statement of Additional Information
carefully before investing. Statutory: Fidelity Mutual Fund (‘the Fund’) has been established as a Trust under the Indian Trusts Act, 1882, by FIL
Investment Advisors (liability restricted to Rs. 1 Lakh). FIL Trustee Company Private Limited, a company incorporated under the Companies Act, 1956,
with a limited liability is the Trustee to the Fund. FIL Fund Management Private Limited, a company incorporated under the Companies Act, 1956,
with a limited liability is the Investment Manager to the Fund. Fidelity, Fidelity Worldwide Investment, the Fidelity Worldwide Investment logo and F
symbol are trademarks of FIL Limited.
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