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Introduction

Fixed income can seem forbidding at first glance—a maze of yields, coupons, spreads,
and curves that appears to reward only the mathematically fearless. Yet bonds remain
the quiet workhorses of investing: they finance governments and companies, cushion
portfolios when turbulence hits, and, when chosen thoughtfully, deliver a stream of
income you can plan around. This book is written to make that world clear, practical,
and accessible, without sacrificing the rigor that good decisions require.

We begin by demystifying the building blocks of bond markets. You will learn what a
bond really is, how price and yield move in opposite directions, and why concepts like
duration and convexity matter for everyday investors. We will unpack credit risk and
the meaning of spreads, explain coupon structures—from fixed-rate to floating-rate
and zero-coupon—and show how embedded options such as calls and puts change a
bond’s behavior. Each idea is introduced in plain language, supported by intuitive
examples you can compute with a simple calculator or spreadsheet.

Understanding fixed income also means understanding its role inside a diversified
portfolio. Bonds can provide ballast when equities are volatile, a predictable source of
cash flows for spending needs, and a tool for tuning risk to your specific goals. But
bonds are not risk-free: they carry interest-rate risk, credit risk, inflation risk, liquidity
risk, and sometimes call or prepayment risk. Rather than promising one-size-fits-all
answers, we will equip you with frameworks to evaluate trade-offs transparently and
select instruments that match your horizon, risk tolerance, and tax situation.

A special focus of this book is on ladders and the yield curve—two of the most
practical levers individual investors can pull. You will learn how to design and maintain
a bond ladder that staggers maturities to create steady income and regular
reinvestment points. We will explore curve strategies such as barbell and bullet
positioning, when they make sense, and how they perform across different
environments. Along the way, we will connect strategy to the economic forces that
shape the curve, so your choices are grounded in how markets actually work.

Because conditions change, we devote full chapters to navigating rising, falling, and
flat interest-rate regimes. You will see how to protect against adverse moves, how to
avoid the siren song of yield-chasing, and how to evaluate instruments like TIPS for
inflation protection. We will also compare building a portfolio of individual bonds with
using funds and ETFs, clarifying the trade-offs in control, diversification, liquidity, and
cost.

The book’s structure mirrors a learning path: foundational concepts first; risk
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measurement and the yield curve next; then sector deep dives, including municipals,
high yield, and securitized products; and finally, the practical arts of ladder
construction, immunization, portfolio design, trading, and risk management. Case
studies translate concepts into real decisions—from setting up a retirement income
ladder to integrating fixed income in a total-portfolio framework.

Whether you are a new investor seeking predictable income or an experienced
practitioner refreshing core tools, Fixed Income Fundamentals aims to build your
confidence and capability. The goal is not to memorize formulas but to understand the
mechanics well enough to ask better questions, recognize risks before they bite, and
implement strategies you can stick with. If we do our job, bonds will feel less like a
puzzle and more like a set of reliable parts you can assemble to serve your plan.

Let’s get started by laying the groundwork—what bonds are, how they are priced, and

which risks deserve your attention—so that every chapter that follows deepens a
foundation sturdy enough for real-world investing.
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CHAPTER ONE: Foundations of Bonds: Instruments
and Terminology

Imagine you need to borrow money. Perhaps you are a small business looking to
expand, or a government needing to fund a new infrastructure project. One common
way to do this is by issuing a bond. In its simplest form, a bond is essentially a loan
made by an investor to a borrower. The borrower agrees to pay the investor back the
original amount borrowed (the principal) on a specific date in the future (the maturity
date), and, in most cases, to pay interest at regular intervals along the way. Think of it
as an 10U, but a very formal and legally binding one.

For the investor, a bond represents a promise of future income and the return of their
initial capital. This predictable stream of payments is what gives fixed income its name
- the income is generally "fixed" at the time the bond is issued. This contrasts sharply
with owning shares in a company, where your returns depend on the company's
profitability and market sentiment, which can be highly unpredictable. With a bond,
you know upfront (with some exceptions we will explore later) what you are getting
and when.

Let's break down the fundamental components of a bond, starting with the core
vocabulary that underpins this market. Understanding these terms is like learning the
alphabet before you can read a book; they are the building blocks for everything else
we will discuss.

First up is the face value or par value. This is the amount of money the issuer
promises to repay the bondholder at maturity. Typically, bonds are issued with a par
value of $1,000, though this can vary. So, if you buy a bond with a $1,000 face value,
that’s what you expect to get back when the bond matures. It’s also the figure upon
which the interest payments are usually calculated.

Next, we have the coupon rate. This is the interest rate the bond issuer pays to the
bondholder, expressed as a percentage of the face value. If a bond has a 5% coupon
rate and a $1,000 face value, it will pay $50 in interest per year (5% of $1,000). These
interest payments are known as coupon payments. Historically, bonds literally had
coupons attached that investors would clip and present for payment. While that
practice is long gone, the term "coupon" has stuck.

The coupon frequency specifies how often these interest payments are made. The

most common frequencies are semi-annual (twice a year) and annual (once a year),
though quarterly or even monthly payments can exist for certain types of bonds. For
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our 5% coupon bond with semi-annual payments, you would receive two payments of
$25 each ($50 total per year).

The maturity date is arguably one of the most critical pieces of information for a
bond. It is the specific date on which the issuer repays the face value of the bond to
the bondholder and all interest payments cease. Bonds can have maturities ranging
from a few days (for very short-term instruments like commercial paper) to 30 years
or even longer (for some government or corporate bonds). The time remaining until
the maturity date is often referred to as the term to maturity or simply the tenor of
the bond.

Bonds can be broadly categorized by their maturity: money market instruments
typically mature in one year or less, while capital market instruments have
maturities longer than one year. Within capital markets, you might hear terms like
"short-term" (1-5 years), "intermediate-term" (5-10 years), and "long-term" (10+
years) bonds, though these classifications can be somewhat flexible.

When you purchase a bond, you become a bondholder. The entity that issues the
bond and borrows the money is the issuer. Issuers can be governments (federal,
state, and local), government agencies, corporations, or even international
organizations. The creditworthiness of the issuer is a major factor in how risky a bond
is considered, a topic we will delve into much deeper in Chapter 5.

Bonds are traded in what is known as the bond market or fixed income market.
This market is vast and diverse, significantly larger than the stock market in terms of
outstanding value. When bonds are initially sold to investors, it's called the primary
market. Once issued, bonds can be bought and sold among investors in the
secondary market. Most individual investors will interact with the secondary market
when buying or selling bonds before their maturity.

A bond's price is how much an investor pays to acquire it. The price can fluctuate in
the secondary market due to various factors, most notably changes in interest rates.
When a bond's price is exactly its face value, it is said to be trading at par. If the price
is above its face value, it is trading at a premium. If the price is below its face value,
it is trading at a discount. The bond’s price directly impacts the yield an investor
receives, which brings us to another fundamental concept.

The yield of a bond is a measure of the total return an investor receives from the
bond, taking into account the coupon payments and any difference between the
purchase price and the face value. There are several types of yield, and it’s crucial to
understand their distinctions. The simplest is current yield, which is the annual
coupon payment divided by the bond's current market price. It tells you the return
you’'d get just from the coupon payments relative to what you paid for the bond, but it
ignores the capital gain or loss you’'d realize if you bought the bond at a discount or
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premium and held it to maturity.

A more comprehensive measure is yield to maturity (YTM). This is the total return
an investor can expect to receive if they hold the bond until it matures, assuming all
coupon payments are reinvested at the same yield. YTM takes into account the bond's
current market price, its par value, the coupon interest rate, and the time to maturity.
It's essentially the discount rate that equates the present value of all future cash flows
(coupon payments and the final principal repayment) to the bond's current market
price. Calculating YTM can be a bit more complex, often requiring financial calculators
or software, but the concept is vital for comparing different bonds. We'll explore YTM
in detail in Chapter 2.

A key inverse relationship exists between bond prices and interest rates. When
interest rates rise, newly issued bonds offer higher coupon rates, making existing
bonds with lower coupon rates less attractive. To compete, the prices of existing
bonds fall to offer a comparable yield to maturity. Conversely, when interest rates fall,
existing bonds with higher coupon rates become more appealing, driving their prices
up. This inverse relationship is fundamental to understanding how bonds behave and
is a cornerstone of fixed income investing.

This relationship is also why reinvestment risk is a consideration. If you own a bond
that matures, and interest rates have fallen, you may have to reinvest your principal
at a lower yield, resulting in less income. On the flip side, call risk is a concern for
investors when interest rates fall. A callable bond gives the issuer the right, but not
the obligation, to redeem the bond before its maturity date. Issuers typically call
bonds when interest rates have dropped significantly, allowing them to refinance their
debt at a lower cost. This can leave investors needing to reinvest their principal at a
less favorable rate.

Conversely, a puttable bond grants the bondholder the right to sell the bond back to
the issuer at a predetermined price on specified dates before maturity. Investors
might exercise this "put" option if interest rates rise significantly, allowing them to
retrieve their principal and reinvest at higher prevailing rates. These embedded
options—callable and puttable features—add complexity to bond analysis and will be
covered in Chapter 12.

Another essential term is acceded interest. When a bond is traded between coupon
payment dates, the seller is entitled to receive the portion of the next coupon
payment that has accumulated since the last payment date. The buyer pays this
accrued interest to the seller in addition to the bond's agreed-upon price. At the next
coupon payment date, the new bondholder receives the full coupon payment. This
ensures that the interest income is fairly allocated between the buyer and the seller.

Finally, let's briefly touch upon bond ratings. These are assessments by credit rating
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agencies (such as Standard & Poor's, Moody's, and Fitch) of an issuer's ability to meet
its financial obligations. Ratings range from "investment grade" (indicating a lower risk
of default) to "speculative grade" or "junk" (indicating a higher risk). Bond ratings are
crucial for investors in evaluating the credit risk of a bond and will be a major focus of
Chapter 5.

Understanding these foundational terms—face value, coupon rate, maturity date,
yield, and the inverse relationship between price and interest rates—provides the
essential framework for navigating the fixed income world. While the market can seem
complex with its array of instruments and strategies, these core concepts are your
anchors. With this vocabulary in hand, we are now ready to explore how bond prices
are determined, which is the subject of our next chapter.
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