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Information provided is for educational purposes and does not constitute financial product advice. You
should obtain independent advice from an Australian financial services licensee before making any
financial decisions. Although ASX Limited ABN 98 008 624 691 and its related bodies corporate (“ASX”)
has made every effort to ensure the accuracy of the information as at the date of publication, ASX does
not give any warranty or representation as to the accuracy, reliability or completeness of the information.
To the extent permitted by law, ASX and its employees, officers and contractors shall not be liable for any
loss or damage arising in any way (including by way of negligence) from or in connection with any
information provided or omitted or from any one acting or refraining to act in reliance on this information.

© Copyright 2015 ASX Limited ABN 98 008 624 691. All rights reserved 2015.

All Ordinaries®, All Ords®, AllOrds®, ASX®, ASX100®, CHESS® are registered trademarks of ASX
Operations Pty Limited ABN 42 004 523 782 ("ASXQO").

ASX20™ ASX50™, ASX200™, ASX300™ are trade marks of ASXO.

S&P™ is a trademark of Standard and Poor’s, a division of The McGraw-Hill Companies Inc.
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Bonds appeal to investors looking for a regular and
reliable income stream.

Bonds quoted on ASX:

offer to pay a defined income stream

offer to return their face value at maturity
enable you to diversify your investments

can be bought and sold through your ASX
broker.

The focus of this course is corporate bonds - we
have a separate course on Australian Government
Bonds.

Why invest in bonds? To receive regular income.

Your income may be paid once, twice or four times
a year.

Income from bonds is typically higher than interest
paid on bank deposits.

Bonds are issued with a fixed date at which they
mature.

At their maturity, the issuer of the bond promises to
pay the face value of the bond to the holder. The
holder is whoever owns the bond at that time.

(Face value is the amount the bond was originally
issued for, usually $100.)
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Diversification is fundamental to wise investing.
You can reduce your overall risk by spreading your
funds across several asset classes, and across
different investments within each class. Bonds are
a member of the 'fixed interest' or 'interest rate'
asset class. Shares are a member of the equities
asset class.

Bonds are quoted on ASX, but this doesn't imply
that their performance is the same or correlated
with shares. They may hold their value when share
prices are falling, while at other times shares may
outperform bonds.

You buy and sell bonds quoted on ASX through
your ASX broker, just as you buy and sell shares.

This makes it simple to buy or sell at short notice.
Compare this to a term deposit held at a bank,
where you are locked in for a fixed period of time.
Ensuring that your bond is quoted on ASX means
you are dealing on-exchange, not over-the-
counter. Bonds traded on ASX provide investors
with transparency, liquidity and security in terms of
the bond's safe keeping, settlement and clearing.
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When a company needs to raise money they can
borrow from investors by issuing bonds.

Investors who purchase a bond from an issuer are
lending them money for a fixed period of time.

In return for this loan, bond holders typically
receive:

1. defined interest payments at regular periods
2. payment of the bond's face value at maturity.

Corporate bonds quoted on ASX can be bought
and sold at their current market price during ASX

trading hours.

Hybrid securities combine features of shares and
corporate bonds. Types of hybrids include
preference shares or convertible notes. While they
do share some features of bonds, they have their
own unique benefits and risks. We have a
separate course on hybrids.

While all bonds share the same core structure -
(being a loan from one party to another with the
promise of interest payments and return of face
value at maturity) - there are variations in some
features. These differences can be broadly
grouped under:

1. Type of interest:

fixed,
floating or

indexed.
2. Type of issuer:

government or

corporate.

Version 1 June 2015

The holder of the bond receives defined income and
the repayment of face value.
If the investor sells the bond on ASX
the buyer becomes eligible for the income and the
repayment of face value.

Secured/Unsubordinated Level of risk

Fixed/Floating/Indexed Type of interest

Corporate/Government Type of issuer
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3. Level of risk:

secured (there is an asset backing the debt)

unsubordinated (not secured by an asset but
rank ahead of unsecured creditors).

Let's look at these in detail.

Fixed rate bonds pay a set rate of interest for the
life of the bond. This rate is known as the coupon
rate. These bonds promise to pay the same
amount every payment date.

Floating rate bonds have their payments linked to
a short term benchmark interest rate - their
payments ‘float' in line with changes to these short
term interest rates in the market.

This type of bond is generally called a "Floating
Rate Note".

Index bonds are generally only associated with
government bonds and have their payments linked
to changes in inflation (reminder - we have a
separate course on Australian Government
Bonds).

We look at fixed and floating rates in more detail in
Module 2.

Bonds issued by the Federal Government have a
lower credit risk than corporate bonds. Their low
risk implies very secure cash flows, but also
means relatively low yields to maturity (we explain
this term in detail in Module 2).

Bonds issued by companies can vary significantly
in their risks. If the issuer is considered a higher
risk (less credit worthy), investors will expect a
higher yield to compensate for that risk. Most
bonds have assigned to them a credit rating which
can assist you in understanding the credit risk of
the issuer and complexity of the bond.
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Investors are sometimes lax in understanding
exactly what risk they are accepting when making
an investment - until things go badly and by then it
can be too late.

The product description in a bond's prospectus will
give you information on the type of risk you are
accepting.

"Secured" - generally means there is an asset
that can be sold to pay back bond holders in
the event of financial trouble (this is not a
guarantee though).

"Unsubordinated" - generally means bond
holders rank behind secured creditors but
ahead of unsecured creditors for any assets
that are liquidated in the event of the business
being wound up.

"Subordinated to debts to unsecured creditors"
- debt ranks behind unsecured creditors.
Generally ASX does not permit such heavily
subordinated securities to be called bonds.

Why isn't debt that is subordinated to unsecured
creditors called a bond? Because it is too similar to
equity capital. The next two screens explain the
distinction between equity capital and debt capital.

A shareholder has equity capital in a company.
Their shares represent part ownership of a
company.

A bond holder is someone who lends money to a
company - this is debt capital. A bond holder is a
creditor - owed money by the company, not owning
part of it.

Securities called bonds sit entirely in the category
of debt capital. Securities that might look like
bonds but have other names, i.e. convertible
notes, preference shares, hybrids, etc... sit in
equity capital.
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Why does the distinction between equity and debt
matter?

Shareholders and creditors are treated differently
when it comes to the payment of income, and if the
company goes into liquidation.

The payment of interest to creditors/bond holders
has priority over the payment of dividends to
shareholders.

Secondly, the repayment of debt ranks before
payments to shareholders if the company is wound

up.

When times are good, this may not be an issue,
but if a company gets into financial trouble this can
make a big difference to the performance of your
investment.
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Just because bonds can be bought and sold like
shares and they are issued by the same
companies that you can trade shares in, does not
mean they are the same sort of investment.

Bonds need a different investment assessment
framework than you would use for share
selection.

Working through this course is an essential part
of building your knowledge before making any
investment in bonds.

Let's review the main differences between shares
and bonds.

Bonds typically have a higher face value than
shares.

Most bonds are issued with a face value of $100.

Bonds have a maturity date, at which point either
repayment of face value takes place. Shares, by
contrast, have an unlimited life.

The return from bonds is primarily in the form of
income. The potential for capital growth is
generally a secondary consideration.

As maturity nears, the price of a bond tends to
approach face value.

The concept of a fully paid ‘ordinary share'
means the same thing regardless of the company
you invest in.
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Bonds are not standardised. Each bond has
different characteristics such as maturity date
and level of income paid.

It is essential to become familiar with the details
of any bond you are considering investing in by
reading the prospectus.
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Like all investments, bonds involve risk.
The main risks are that:

the company will be unable to pay the
promised income distributions, or repay the
face value at maturity (issuer risk)

your income will be affected by an
unfavourable movement in market interest
rates (interest rate risk)

you may not be able to sell your bonds for a
fair price (liquidity risk).

Let's look at these risks in more detail.

You rely on the company that issued the
securities to:

pay the promised distributions, and

repay the face value of the securities at
maturity.

It is essential to consider the company's
creditworthiness when researching an investment
in bonds. If the company is unable to make an
interest payment(s) on your investment, your
income will be lower than expected.

If the company goes into liquidation, you may not
get all (or any) of your money back.

Interest rate risk is one of the hardest concepts
for new bond investors to understand.
Movements in market interest rates
negatively affect bonds you own.

can

If your bonds pay a fixed rate of interest, an
increase in market interest rates can mean:

you may receive less income than is available
from other investments offering the higher
market rates, and
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your bonds may trade at a lower market
price, as other investors will find them less
attractive than investments that pay higher
interest.

If your bonds pay a floating rate, as rates rise,
the income you receive will also increase.
However, as rates fall your income will decrease.

If you want to sell your bond before maturity, you
do this on market.

Liguidity risk is the risk that you may not be able
to sell your bond for a fair price.

There may be insufficient orders to buy or the
price offered may be too low. This is generally
only a problem for bonds where there are not
many buyers and sellers active in the market for
them.

It is easy to check the volume of bids and offers
for a bond on the ASX website, or even better,
look at the bond's market depth on your broker's
website.

In this module we looked at the basics of a bond:

They are an income producing investment
that can be traded on ASX.

Tend not to have the volatility of shares, but
their prices do move up and down.

They are not shares - they do not represent
part ownership, instead they are a loan to a
company and have a limited life.

In the next module we cover what you need to
know before you buy a bond. Learn how their
income is measured and how you can compare
different bonds.
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Bonds traded on ASX:

- promise to pay a defined
income stream

- offer to return their face value at
maturity

- enable you to diversify your
investments

- are bought and sold just like
shares.

Bonds represent a loan by the investor to
the issuer. For the term of the investment
the issuer pays you income in the form of
interest. The issuer promises to repay you
the face value of your bonds at a specified
time in the future.
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Each bond is unique. It is essential to
review each bond's prospectus to
learn about the type of interest paid,
who the issuer is, and the level of risk
the bond presents.

Bonds can vary from so called 'simple
bonds' to more complex debt
securities.  When reviewing a
prospectus look closely for complex
features that allow the issuer to:

- reset interest payments
- change the coupon rates
- extend the term of issue

- any conversion into shares,
perpetual  structure  or
subordinated debt.

All of these features are typically
associated with 'hybrid' securities and
present a different range of risks than
simple bonds.
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