TD Wealth

A look at interest rates, credit risk, and bond valuations
Matthew Karam, CFA, CFP®, CIM® - Investment Advisor — TD Wealth Private Investment Advice
What is a bond?

A bond represents a loan agreement between an issuer (typically a business or government) and an
investor. The bond issuer has an obligation to pay a specified amount of interest (the coupon) at
specified future dates. At maturity, the face value is returned back to the investor.

Provided the issuer does not default on its obligations, the cash flows and rate of return (see "yield to
maturity") from a bond investment can be perfectly known at the time of purchase.

However, holding a bond to maturity is rarely a reality. Most bond portfolios are held through a fund
vehicle such as a mutual fund or exchange traded

\ fund. These fund companies continuously receive
Bond Lingo 101 buy and sell requests from their investors on the
bonds they hold. If a bond is sold prior to maturity, a
Coupon rate: the bond issuer's number of other risks can alter the bond's price. Two
fixed annual interest payments in of the primary risk factors include interest rate risk and
exchange for a "loan" expressed as credit risk.

a percentage of the loan amount.

Interest rate risk
Maturity: the bond's final

repayment date, or when the To illustrate the concept of interest rate risk, let's
original "loan" is paid back. review a basic bond example. If | (the issuer) were to
ask you (the investor) for a loan of $100 to be repaid
Yield to maturity: a bond's in five years with annual interest based on today's
estimated return if it's held to its prime interest rate (3.7%). At the end of each year, |
due date. would pay you $3.70, along with your $100 at the end

) of the fifth year.
Face value: the amount paid to the

investor at maturity.

\o )
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However, say you required the loaned funds back after the second year. Since your agreement with me
will only expire after the fifth year, you will need to find another investor to take over the loan. Fortunately
for you, the bond market has many willing buyers, although only at a fair price. Logically, the buyer of

your loan will require compensation based on current interest rates (two years later), not the interest rate
at the time of the original agreement. For example, if the prime rate after two years has increased from
3.7% to 5.7%, investors would not be interested in a yield to maturity of 3.7% since current interest rates
demand a higher return.

To fairly compensate the buyer, you will need to sell your loan for less than $100 to reflect current interest
rate yields (the opposite would be true if interest rates had fallen). | will spare you the calculation details,
but the selling price would be approximately $95 instead of the original $100. The rate of return
associated with the combination of coupon rates and change in price is known as the yield to maturity
(see "Bond Lingo 101" on page 1).

Of note, the longer a bonds maturity date, the more sensitive the price will be to interest rate changes.
Longer duration bonds are more volatile due to the uncertainty associated with long-term economic
changes such as interest and inflation rates, as well as the increased risk of the issuer experiencing
financial trouble. In the previous example, suppose the loan matured in ten years (and not five), the fair
selling price would be reduced to an amount closer to $88 (from $95).

To recap, interest rate changes will cause the price of bonds to fluctuate because:

1) A purchaser of a bond requires their yield to maturity to reflect the current interest rate
environment.

2) Longer maturity bonds will have greater price volatility due to the increased chance of
unfavorable changes in economic and business risk.
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Credit risk

Credit risk is the risk of default on a debt that may arise from a borrower failing to make their required
payments. The higher the level of perceived credit risk, the higher rate of interest an investor will demand
on the loan®. Most corporate bonds offer a higher yield than equivalent government bonds due to the
perceived increased level of repayment risk.

Many of you are familiar with the lending practices of financial institutions who also utilize this approach
when offering mortgages, credit cards, and other loans. For example, before obtaining a mortgage, a
lending institution will generally assess your ability to repay (i.e. credit score, income, assets), and apply
an interest rate based on their assessment.

Although credit risk applies individually to each bond issuer, the general economic environment will also
contribute to evaluating credit risk. The difference in yield between bonds of similar maturity but different
quality is known as the credit spread. Credit spreads will widen when U.S. Treasury markets (high
quality government loans) are favored over corporate bonds, typically in times of uncertainty or when
economic conditions are expected to deteriorate®. In other words, investors will generally demand higher
a return when holding riskier bonds during a recession - compared to holding the same bond during
favorable economic conditions.

! http://www.usfunds.com/investor-library/frank-talk/muni-bonds-have-performed-well-in-volatile-
times/#.W9CJ400UmFQ

? https://www.investopedia.com/terms/c/creditrisk.asp

3 https://www.cnbc.com/2018/03/21/widening-credit-spreads-could-be-flashing-a-warning-sign-for-
markets.html
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Currently, credit spreads are relatively low. The above graph demonstrates the difference between high
yield bonds and US treasury rates. The graph demonstrates the following:

1) Credit spreads were lowest in 1998, the mid-2000's, and 2010-present (when economic
conditions were most favorable).
2) Credit spreads were highest during the recessions of 2001 and 2008.

Historic Asset Returns — How will bonds perform over a full market cycle?

The below investment returns table ranks the best-to-worst performing asset categories by year from
2001 to 2008. During the market recessions of 2001 and 2008, higher quality investment grade bonds
(labeled "Bloomberg Barclays Agg") performed the best relative to all other asset categories. The
referenced Bloomberg benchmark index measures higher quality investment grade bonds, including US
Treasuries, mortgage backed securities, government-related and corporate securities.

However, during periods of higher economic confidence (2003-2007), higher quality bonds offered some
of the lowest relative returns (although still positive). Generally, bonds (especially short-term bonds) have
underperformed common stocks over a long-term time horizon.

* ICE Benchmark Administration Limited (IBA), ICE BofAML US High Yield Master Il Option-Adjusted
Spread [BAMLHOAOHYM2], retrieved from FRED, Federal Reserve Bank of St. Louis;
https://fred.stlouisfed.org/seriessBAMLHOAOHYM2, (as at October 22, 2018).
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2002 2003 2004 2006 2007 2008
Bloomberg [ MSGH C I msal MScl | mMScl Bloomberg
Barclays Gl | En 1yt E ! Emerging Emerging ing Barclays
Agg ex US M =i ] Markets I S Agg

22.3T% 55.82% 25.55% 34. E ATY 5.38% 5.24%
Bloomberg Russell MSCI ACWI NFI-ODCE MSCIACWI MSCI ACWI Bloomberg
Barclays 2000 ex UsAa val wit ex UsAa ex USA Barclays Gl
Agg Agg ex US

10.26% 47 .25% 20.91% | 20.15% 26.65% 16.65% 4.39%
NFI-ODCE NFI-ODCE MSCI ACWI Russell MSCI ACWI Russell NFI-ODCE NFI-ODCE
val Wi val Wit ex USA 2000 ex UsA 2000 val Wi val Wit

4.64% 4.57% 40.83% 18.33% 16.62% 18.37% -10.70%

CS Hedge  CS Hedge Bloomberg | CS Hedge S&P 500 CS Hedge
Fund Fund Barclays Gl Fund Fund Fund
Agg ex US

4.42% 3.04% 12.54% 7.61% 15.79% 12.56%
Russell S&P 500 MFI-ODCE S&P 500 MFIFODCE Bloomberg
2000 Val Wit Val Wit Barclays Gl
Agg ex US

2.49% 28.68% 12.00% 4.91% 15.27% 11.03%

| T 1SC Bloomberg Russell CS Hedge Bloomberg Russell
Barclays Gl 2000 Fund Barclays 2000
Agg ex US Agg

6.16° 19.36% 6.97% -33.79%
Bloomberg MSCIACWI CS Hedge S&P 500 S&P 500
Barclays Gl usa Fund

Agg ex US

-3.75% -14.95% 15.44% 10.88% -37.00%

S&P 500 Russell MNFI-ODCE @ CS Hedge Bloomberg Bloomberg MSCI ACWI
2000 Val Wit Fund Barclays Barclays Gl ex UsSA
Agg Agg ex US

-20.48% B.28% 9.64% 2.43% B.16%

S&P 500 Bloomberg Bloomberg Blocomberg Bloomberg Russell
Barclays Barclays Barclays Gl Barclays 2000
Agg Agg Agg ex US Agg

4.34% -B8.65% 4.33%

> hitps://www.callan.com/wp-content/uploads/2018/01/Callan-PeriodicTbl Keyind 2018.pdf
(as at October 26, 2018)
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Conclusion

To recap, bonds will offer a perfectly known return if two conditions are met:

1) The bond is held to maturity.
2) The bond issuer does not default on its payments.

As discussed, holding a bond to maturity is usually not a reality given the inflow and outflow requests
between fund companies and their investors. When a bond is sold prior to maturity, the two primary
pricing risks are:

1) Interest rate risk.
e As interest rates rise (fall), the price of a bond will fall (rise).
e The longer (shorter) the bonds maturity, the larger (smaller) the price impact of a
change in interest rates.
2) Credit risk.
e The greater the risk of default, the higher the compensation an investor will demand
on a bond.
e Credit spreads calculate the difference in return between bonds of similar maturity
but different credit quality.
o Expectations of deteriorating economic conditions will widen credit spreads.

Action Items

Given the possibility of rising interest rates, as well as the current narrow spread between higher
risk and investment grade bonds, a review of your bond holdings should be explored. Currently,
the yield to maturity on high quality/short duration bonds in Canada and the U.S. ranges from
approximately 2.50% to 3.3%. Although these returns may seem modest, they have historically
offered relatively good returns during a market correction.

In the event your financial goals require some short term price certainty, the following bond
fundamentals are most consistent with maximizing short-term capital protection:

1) High quality investment grade bonds.

2) Bonds of short maturity (roughly 1 — 5 years).

3) Any foreign fixed income investments should be hedged to the Canadian dollar to
eliminate foreign exchange risk.

4) A low cost, fee efficient fund.
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The information contained herein has been provided by Matthew Karam, Investment Advisor, and is for information purposes only.
The information has been drawn from sources believed to be reliable. Graphs and charts are used for illustrative purposes only and
do not reflect future values or future performance of any investment. The information does not provide financial, legal, tax or
investment advice. Particular investment, tax, or trading strategies should be evaluated relative to each individual's objectives and
risk tolerance. Links to other websites from this document are for convenience only. No endorsement of any third party products,
services or information is expressed or implied by any information, material or content referred to or included on, or linked from or to
this Website. Index returns are shown for comparative purposes only. Indexes are unmanaged and their returns do not include any
sales charges or fees as such costs would lower performance. It is not possible to invest directly in an index. Certain statements in
this document may contain forward-looking statements (“FLS”) that are predictive in nature and may include words such as
“expects”, “anticipates”, “intends”, “believes”, “estimates” and similar forward-looking expressions or negative versions thereof. FLS
are based on current expectations and projections about future general economic, political and relevant market factors, such as
interest and foreign exchange rates, equity and capital markets, the general business environment, assuming no changes to tax or
other laws or government regulation or catastrophic events. Expectations and projections about future events are inherently subject
to risks and uncertainties, which may be unforeseeable. Such expectations and projections may be incorrect in the future. FLS are
not guarantees of future performance. Actual events could differ materially from those expressed or implied in any FLS. A number of
important factors including those factors set out above can contribute to these digressions. You should avoid placing any reliance on
FLS. All trademarks are the property of their respective owners. ® The TD logo and other trade-marks are the property of The
Toronto-Dominion Bank.

®The TD logo and the other trade-marks are the property of The Toronto-Dominion Bank.



	Matthew Karam, CFA, CFP®, CIM® - Investment Advisor – TD Wealth Private Investment Advice 
	What is a bond? 
	Interest rate risk 
	Credit risk 
	Historic Asset Returns – How will bonds perform over a full market cycle? 
	Conclusion 
	Action Items 






Accessibility Report





		Filename: 

		Bond%20Valuation.pdf









		Report created by: 

		



		Organization: 

		







[Enter personal and organization information through the Preferences > Identity dialog.]



Summary



The checker found no problems in this document.





		Needs manual check: 2



		Passed manually: 0



		Failed manually: 0



		Skipped: 1



		Passed: 29



		Failed: 0







Detailed Report





		Document





		Rule Name		Status		Description



		Accessibility permission flag		Passed		Accessibility permission flag must be set



		Image-only PDF		Passed		Document is not image-only PDF



		Tagged PDF		Passed		Document is tagged PDF



		Logical Reading Order		Needs manual check		Document structure provides a logical reading order



		Primary language		Passed		Text language is specified



		Title		Passed		Document title is showing in title bar



		Bookmarks		Passed		Bookmarks are present in large documents



		Color contrast		Needs manual check		Document has appropriate color contrast



		Page Content





		Rule Name		Status		Description



		Tagged content		Passed		All page content is tagged



		Tagged annotations		Passed		All annotations are tagged



		Tab order		Passed		Tab order is consistent with structure order



		Character encoding		Passed		Reliable character encoding is provided



		Tagged multimedia		Passed		All multimedia objects are tagged



		Screen flicker		Passed		Page will not cause screen flicker



		Scripts		Passed		No inaccessible scripts



		Timed responses		Passed		Page does not require timed responses



		Navigation links		Passed		Navigation links are not repetitive



		Forms





		Rule Name		Status		Description



		Tagged form fields		Passed		All form fields are tagged



		Field descriptions		Passed		All form fields have description



		Alternate Text





		Rule Name		Status		Description



		Figures alternate text		Passed		Figures require alternate text



		Nested alternate text		Passed		Alternate text that will never be read



		Associated with content		Passed		Alternate text must be associated with some content



		Hides annotation		Passed		Alternate text should not hide annotation



		Other elements alternate text		Passed		Other elements that require alternate text



		Tables





		Rule Name		Status		Description



		Rows		Passed		TR must be a child of Table, THead, TBody, or TFoot



		TH and TD		Passed		TH and TD must be children of TR



		Headers		Passed		Tables should have headers



		Regularity		Passed		Tables must contain the same number of columns in each row and rows in each column



		Summary		Skipped		Tables must have a summary



		Lists





		Rule Name		Status		Description



		List items		Passed		LI must be a child of L



		Lbl and LBody		Passed		Lbl and LBody must be children of LI



		Headings





		Rule Name		Status		Description



		Appropriate nesting		Passed		Appropriate nesting










Back to Top



