
FINC3019: Fixed Income Securities 

[Week 1] 

Introduction to Fixed Income Securities 

 A bond is a debt instrument requiring the issuer (also called the ‘debtor’ or ‘borrower’) to 
repay to the lender the amount borrowed plus interest over a specified period of time.  

 A typical (or ‘plain vanilla’) bond specifies a fixed date at which amount borrowed (the 
principle) is due and the contractual amount of interest (both the frequency and size of the 
interest payment). The bondholder will know exactly what cash flows will be received.  

 The date at which the principle is required to be repaid is referred to as the maturity date.  

 Assuming that the borrower does not default or redeem the issue prior to the maturity date, an 
investor holding the bond till the maturity date is assured of a known cash flow pattern.  

 The biggest driver in fixed income is the constantly changing discount rate that must be 
applied to the cash flows of the security. 

Classification and Features of Debt 

 The key features of a debt security and related variables (which will have an impact on the 
appropriate discount rate to be applied to the cash flows) include: 

o The issuer: 
 As discussed below, there are a variety of issuers including governments 

(both state and federal) and corporates.  

o The market where the bond is issued: 
 Bonds are issued in markets, for example the US market or the Eurobond 

market.  
o The principle and coupon rate: 

 The principle value is the amount that the issuer agrees to repay the 

borrower at the maturity date. This may also be referred to as the ‘redemption 
amount’, ‘maturity value’, ‘par value’ or ‘face value’.  

 The coupon rate (or ‘nominal rate’) is the interest rate that an issuer agrees to 
pay each year. The annual amount of interest that an issuer agrees to pay 

each year is call the coupon.  
 Zero-coupon bonds are those that do not make periodic repayments. Holders 

of zero-coupon bonds realise interest by buying the bond substantially below 

its principal value. Interest is then paid at the maturity date, with the exact 
amount being the difference between the principle value and the price paid 

for the bond.  
 Floating-rate bonds are issues where the coupon rate resets periodically with 

based on some kind of formula (the ‘coupon reset formula’) that generally 

takes a reference rate (often the London inter-bank offered rate, or ‘LIBOR’) 
and adds a quoted margin.  

 Bonds whose interest rate is tied to the rate of inflation are referred to 
as ‘linkers’. This includes US Treasury issued Treasury Inflation 
Protection Securities (TIPS). 

 Issues whose coupon rate moves in the opposite direction from a 
change in interest rates (as determined through some kind of index) 
are referred to as ‘inverse-floating rate bonds’, ‘inverse floaters’ or 
‘reverse floaters’. 

 Deferred-coupon bonds allow the issuer to avoid using cash to make interest 
payments for a specified length of time. These include deferred-interest 

bonds, step-up bonds and payment-in-kin bonds. 
 Coupon rates also determine the extent to which a bond’s price will be 

impacted by changes in interest rates. All else constant, the higher the 

coupon-rate, the less the affect a change in interest rates will have on price.  
o The maturity date (and term to maturity): 



 The term to maturity of a bond refers to number of years to which the issuer 
has promised to meet the conditions of the obligation.  

 The maturity date of the bond refers to when the debt will cease it exist, at 
which time the issuer will redeem the bond by paying the outstanding 

principle.  
 Bonds with maturities between 1 and 5 years are considered to be short-

term. Bonds with maturities between 5 and 12 years are considered to be 

intermediate-term. Bonds with maturities greater than 12 years are 
considered to be long-term.  

 The term to maturity of a bond will influence its yield. The yield curve 
determines how the term to maturity of a bond will affect yield. The market 

price of a bond will fluctuate over its life as yields in the market change. With 
all other factors constant, the longer the maturity of a bond, the greater the 
price volatility resulting from a change in market yields.  

o The issue date: 
 The issue date is the date at which the bond is issued.  

o The issued amount: 
 The amount the bond is issued for (the amount received by the issuer).  

o The market price: 

 The market price refers to the price the bond is currently receiving in the 
bond market.  

o The market yield: 
 The market yield is the internal rate of return that forces the price of the 

security to be equal to the present value of future cash flows.  

o Any contractual features (including embedded options): 
 Bonds can have contractual features including being callable, convertible, 

puttable or having sinking fund provisions (which are conditions when a bond 
is issue requires a portion of the issue to be bought back annually). 

 Call provisions are the most common type of embedded option in bonds. 
They give the issuer the tight to retire debt, fully or partially, before the 
scheduled maturity date. 

 These give the issuer the advantage of being about to replace an 
outstanding bond issue with cheaper debt in a situation where 
interest rates decline.  

 Issues may include put provisions that allow a bondholder to right to sell the 
issue back to the issuer at par value on designated dates.  

 This right will be exercised in situations where interest rates rise 
(causing bond prices to decline) and investors would rather receive 

redeem the bond at principle value.  
 Convertible bonds are issues that give the bondholder the right to exchange 

the bond for a specified number of shares of common stock.  

 This allows a bondholder to take advantage of favourable price 
movements in an issuer’s common stock. 

 Similarly, an exchangeable bond allows the bondholder to exchange 
the issue for a specified number of common stock of a different 
corporation (not the issuer of the bond).  

 The inclusion of these options can make the valuation of bonds more difficult 

as the option component holds value as well. 
o The credit-rating category: 

 Credit ratings are determined by third parties like S&P or Moody’s. 
 They assigned a rating to bonds based on credit worthiness.  
 As a result of their credit rating bonds can be classified as investment grade 

or non-investment grade (anything below BBB or Baa is deemed to be non-
investment grade, or ‘junk’).  

o Amortization feature: 



 The principle repayment of a bond issue can call for with the total principle of 
the bond to be repaid at maturity, or the principle to be repaid over the life of 

the bond.  
 Bonds that have their principle repaid over their life are referred to as 

‘amortising bonds’ and have an amortisation schedule that defines when 
payments are to be made.  

 The market does not really talk in terms of the maturity of these bond, instead 

the weighted average life (or ‘average life’). 

 Debt contracts typically have precedence over residual claims such as equity. Bond 
covenants rank the seniority of debt instruments. This gives debt less risk than equity.  

 Secured debt is debt that is backed by collateral to reduce the risk associated with lending. 
Unsecured debt is that which is not.  

 Debt contracts specify bankruptcy events (what happens in the event of bankruptcy) and how 
bondholders will be compensated.  

Participants 

 Three broad categories of players in the bond market are: 
o Issuers: Issue debt security to raise capital.  

o Intermediaries (sell-side): Assist buyers and sellers by making markets.  
o Investors (buy-side): Invest savings by purchasing debt securities. 

Issuers 

 Issuers include governments, corporations, banks, special-purpose vehicles (SPVs) and 
foreign institutions.  

 Different issuers will have different abilities to satisfy their contractual obligations.  

 Borrowers want to get the most amount of capital. They require a secondary market for 
repurposing and refinancing (this allows them to alter their decisions). They want to minimise 
their funding costs.  

Intermediaries 

 Intermediaries include investment banks, commercial banks, dealers and credit-rating 
agencies.  

 Their role is to assist in auctions, tenders and to underwrite in primary markets.  

 They earn the bid-ask spread by making a secondary market and can also earn fees through 
related offerings like risk-management services.  

 Intermediaries may engage in proprietary desk trading (trading without client order, using the 
bank’s own capital) which involves buying and selling bonds. 

Investors 

 Investors include sovereign wealth funds, pension funds, insurance companies, managed 
funds, commercial banks, asset management companies and households.  

 They are institutions that hold savings and want to make a return on these savings.  

 Fixed income allows them to obtain diversification. [See slide] 

The US Bond Market 

 The US bond market can be split into the following sectors: 
o The Treasury sector: The Treasury sector is made up of securities issued by the US 

government including Treasury bills, notes and bonds.  

o The agency sector: The agency sector includes securities that are issued by federally 
related financial institutions and government-sponsored enterprises. The securities 
issued are not backed by any collateral and are referred to as ‘agency debenture 

securities’. This is the smallest sector of the US bond market.   
o The municipal sector: The municipal sector is where state and local governments and 

their authorities raise funds.  


