[image: image1.png](2EDUCATED INVESTOR "





Reading Companion: How To Get the Most From the Book, 

The Only Guide to a Winning BOND Strategy You’ll Ever Need

Overview: Following are practical suggestions to help you get the most out of reading Larry Swedroe’s and Joe Hempen’s new fixed income book, THE ONLY GUIDE TO A WINNING BOND STRATEGY YOU’LL EVER NEED. The book contains many anecdotes and examples to help you understand the world of fixed income. This Reading Companion will guide you in learning fundamental concepts about fixed income investing, seeking out information that might answer your specific questions, and familiarizing yourself with new ideas that you might wish to discuss with your investment advisor.

Introduction

We think you’ll truly enjoy reading Larry’s and Joe’s new book, and we encourage you to let your personal interests be your primary guide. Whether you are a novice with little exposure to the world of fixed income or an experienced investor, this book contains information that we are confident you will find useful. You may wish to read the book from cover to cover, or you may prefer to focus on particular points within. For example, you may wish to begin by reading the glossary, skimming through the summary or otherwise following your own reading path. 

Consider taking notes or jotting down your questions and observations. This document focuses on providing you with a road map, in the event you decide to travel off the straightforward “beginning to end” reading path.  

Highlights

Here are some of the topics you’ll find throughout the book:

· Numerous definitions to familiarize yourself with fixed income terminology (page 10)
· In-depth discussions of different types of fixed income, including Treasury securities (page 85); municipal bonds (page 165); certificates of deposit (page 110); and mortgage-backed securities (page 154)

· Guidelines on how to design the appropriate fixed income portfolio (page 210)

· The real story on (often hidden) markups and markdowns individual investors can encounter when they purchase and sell individual bonds (page 49)

· Details about international bonds (page 142) and emerging market bonds (page 146)

Critical points

Throughout the book, Larry and Joe provide important guidance regarding fixed income investing, including the following key points:

1) Purchase assets only from the highest investment grades, avoiding instruments with a rating below AA.

For More Information: Check out why Larry and Joe discourage investors from purchasing lower-grade instruments in Chapter 2.

2) In general, choose assets with short- to intermediate-term maturities and avoid long-term bonds.

For More Information: Read more about maturity length in Chapter 4.

3) Avoid trying to outperform the market either by trying to guess the direction of interest rates or by trying to identify securities that are somehow mis-priced by the market. The winning strategy is to be a buy-and-hold investor.

For More Information: Learn more about the differences between trying to time the market and using a buy-and-hold strategy in Chapter 4. 

4) Avoid purchasing “hybrid securities,” such as convertible bonds, preferred stock and high-yield bonds, that have both equity and fixed income asset characteristics.

For More Information: Discover why these hybrid securities are unlikely to fit appropriately in your overall portfolio in Chapter 7.

5) Invest in only very low-cost vehicles, avoiding whenever possible high-cost funds with high operating expenses or commissions. It is often ill-advised to buy individual bonds from a brokerage firm, bank or investment bank, as hidden markups can be excessive.

For More Information: Learn how to invest in low-cost vehicles appropriate for you in Chapter 11.  
Getting started

Larry and Joe wrote A Winning Bond Strategy because they saw no other book that explained the following: 1) the numerous investment options available to income-oriented investors, 2) the language of the bond market and how it really works, 3) how unsuspecting individual investors are too often exploited and 4) how investors can design an appropriate investment plan. Before beginning to read the book, take a moment to think about some of the questions you may already have about fixed income. For example:

· Why do bonds trade differently than stocks? (page 217)

· Why is so much emphasis misplaced on changing interest rates? (page 64)

· Why is it unwise to fill a portfolio with high-yield bonds? (page 125)

· What’s the difference between current yield and yield-to-maturity? (page 17)

Some Reading Tips

1) Scan the table of contents and the index for interesting subjects. 

2) Write your questions as you think of them; don’t wait until you finish reading a section.

3) Mark pages and paragraphs you may wish to discuss with your investment advisor at a later time.

4) Think about your own investment experiences as you read the book. 

The chapters

The remainder of this document provides highlights from each chapter.  

Chapter 1: Bondspeak

“Complex securities are often sold to investors who generally don’t understand the nature of the risks involved. And you can be sure that it is the rare salesman who fully explains the nature of the risks (most couldn’t if they had to, as they are trained to sell, not to explain the risks of what they are selling).” — Page 8
Summary

This chapter introduces and describes numerous terms that will help you improve your general understanding of fixed income while setting the stage for reading the rest of the book. 

Anecdote

Understanding bond terminology is as essential as learning a foreign language if you wish to communicate in another country. 

Glossary for this chapter  

Short-term, intermediate-term and long-term bonds (page 11)

Par, premium and discount (page 12)

Calls (page 14)

Puts (page 16)

Terms related to yield (page 17)

Chapter 2: The Risks of Fixed Income Investing

“Just as you can judge the safety of many products by referring to their safety ratings from independent sources such as Consumer Reports, the credit risk of a particular security can be gauged by examining the ratings given by commercial rating agencies.” — Page 25
Summary — This chapter discusses the types of risk associated with fixed income investing, including: interest rate risk, credit risk, systematic/unsystematic risk, reinvestment risk, inflation risk, event risk, tax risk, liquidity risk and agency risk. 

Anecdote — Investors should build fixed income portfolios with the same objective as ship builders, who design their ships to withstand the worst weather, even though such storms are rare. 

Glossary for this chapter  

Interest rate risk (page 23)

Credit risk (page 25)

Systematic and unsystematic risk (page 29)

Reinvestment risk (page 34)

Inflation risk (page 35)

Event risk (page 35)

Tax risk (page 36)

Liquidity risk (page 37)

Agency risk (page 38)

Chapter 3: The Buying and Selling of Individual Bonds

“Most investors obtain their ‘knowledge’ of how markets work from Wall Street and the financial media. This is, unfortunately, the equivalent of getting medical advice from People magazine.”  — Page 56
Summary — This chapter discusses how individual investors face a natural disadvantage when participating in bond trading because of the structure of the market. In addition, it reveals how individual investors pay additional, often hidden costs in the form of markups and markdowns, which can be excessive. It concludes that investors cannot buy individual bonds using the same techniques as they would when buying individual stocks.

Anecdote — The authors compare icebergs and bond markups, where the largest costs can be “hidden beneath the surface.”

Glossary for this chapter

Primary market (page 41)

Secondary market (page 42)

Bid and offer (page 45)

Markup and markdown (page 46)

CUSIP (page 50)

Chapter 4: How the Fixed Income Markets Really Work

“Basically, we were guessing on interest rates. What we’ve come to believe is that no one can guess interest rates.” Fred Henning, head of fixed income investing at Fidelity Investments — Page 57
Summary — This chapter concentrates on academic evidence and theories regarding how the fixed income market acts (and why, as with equity investing, it is imprudent to make fixed income investment decisions in reaction to market fluctuations). 

Anecdote — Bill James revolutionized how individuals use statistical research to analyze the game of baseball. For fans who share a love of the game and a penchant for statistics, the research done by James elevated the sport to another level. In much the same manner, professors Eugene F. Fama and Kenneth R. French have changed the field of financial economics.  

Glossary for this chapter

Efficient market hypothesis (page 59)

Two-factor fixed income model (page 65)

Shifting maturity approach (page 73)

Chapter 5: The Securities of the U.S. Treasury, Government Agencies 

and Government-Sponsored Enterprises

“The market for Treasury securities is the most liquid one in the world.” — Page 85
Summary — This chapter focuses on various government bonds (including TIPS, I-Bonds, EE bonds) and bonds from government agencies such as Fannie Mae and Freddie Mac. 

Anecdote — The highly unlikely chance of the failure of government agency bonds is compared to the highly unlikely chance that Chicago would experience two 100-year floods in less than one year, which actually occurred in 1986–1987. The point is to avoid treating the improbable as impossible.

Glossary for this chapter
Bills, notes and bonds (page 88)

TIPS (page 89)

I-Bonds (page 93)

EE bonds (page 96)

Government agency bonds (page 99)

Chapter 6: The World of Short-Term Fixed Income Securities

“While money-market funds do not provide a guarantee against loss, thanks to the tight restrictions imposed by the SEC, their track record is almost unblemished.” — Page 109–110
Summary — This chapter looks at fixed income alternatives with maturities of less than one year. Certificates of Deposit (CDs) and stable-value investment vehicles are also included. 

Glossary for this chapter

Commercial paper (page 103)

Money market funds (page 106)

CDs (page 110)

Stable-value investment vehicles (page 113)

Chapter 7: The World of Corporate Fixed Income Securities

“Well-informed investors avoid the no-win consequences of high-yield fixed-income investing.” David Swensen, chief investment officer of the Yale endowment — Page 125
Summary — This chapter defines and discusses corporate bonds, high-yield bonds, preferred stocks and convertible bonds and explains why these instruments (with the exception of some corporate bonds) conflict with the real role of the fixed income portion of a portfolio, namely risk reduction. 

Anecdote — Investors should be aware that companies offer more than one type of corporate bond. Just as General Motors offers different types of cars with distinctive characteristics, it also issues different debt instruments, each with their own rating. 

Glossary for this chapter

Hybrid (page 127)

Clawback provision (page 129)

Skewness and kurtosis (page 130)

Symmetric price risk (page 135)

Chapter 8: The World of International Fixed Income Securities

“Just two years before the Asian crisis that hit the markets in 1998 the credit rating of Malaysia was AA+, and the rating of Thailand was AAA.” — Page 146
Summary — This chapter discusses the risks of owning international bonds from major developed markets (such as France, Germany and Japan) and bonds issued by emerging markets (such as those in Asia, Latin America, Europe, Africa and the Middle East).  

Glossary for this chapter

Currency risk (page 144)

Correlation of returns (page 148)

Chapter 9: The World of Mortgage-Backed Securities
“CMOs are generally structured to meet the specific cash flow objectives of institutional investors. … What is left is known in the industry as the ‘toxic waste.’” — Page 163
Summary — This chapter describes mortgage-backed securities and explains why they may be inappropriate for the fixed income portfolios of many investors.

Glossary for this chapter

Pass-through certificates (page 154)

Negative convexity (page 157)

CMOs (page 162)

Tranche (page 162)

Chapter 10: The World of Municipal Bonds
“The conventional wisdom that municipal bonds are appropriate investments for only those investors in the highest tax bracket falls into that category of bad advice. In fact, there are times when even investors in the lowest tax brackets should consider owning municipal bonds.” — Page 165
Summary — This chapter discusses some critical elements of municipal bonds, including the price and credit risk associated with them; the illiquid nature of the market for these bonds; and the characteristics that differentiate municipal bond trading from bond trading for Treasuries and other bonds. It concludes with a discussion about several types of short-term municipal bonds and explains why these bonds are typically the most appropriate when building custom bond portfolios for your fixed income allocation.

Anecdote — The authors explain the “flight to quality,” a phenomenon that most often occurs in bear markets when investors rush to move their assets to safer investments. 

Glossary for this chapter

AMT (page 172)

PAB (page 172)

Monoline insurance companies (page 178)

Defeasance (page 181)

Municipal auction rate securities (MARS) (page 183)

Variable rate demand obligations (VRDOs) (page 183)

Chapter 11: How to Design and Construct Your Fixed Income Portfolio
Summary — This chapter discusses techniques and considerations when building your fixed income portfolio, including the potential benefits of a technique known as laddering, whether assets should be located in tax-deferred or taxable accounts and how to write an investment policy statement for the fixed income portion of your portfolio. 

Glossary for this chapter
ETFs (page 188)

Separate account managers (page 194)

Laddering (page 198)

The investment policy statement (page 207)

Conclusion

Whether you read one chapter or the entire book, we are confident you will find THE ONLY GUIDE TO A WINNING BOND STRATEGY YOU’LL EVER NEED to be educational and potentially eye-opening. While individual investors may have gained a foothold on how the equity markets work (with the introduction of online trading and the availability of daily pricing), the fixed income market remains opaque. As an increased number of investors seek to add fixed income to their portfolios, it becomes even more critical for these investors to have clear information about the fixed income market. We believe that this book takes one large step toward that goal. 

To continue the conversation about fixed income investing, please contact your investment advisor for additional guidance. 
This material is derived from sources believed to be reliable, but its accuracy and the opinions based thereon are not guaranteed. The content of this publication is for general information only and is not intended to serve as specific financial, accounting or tax advice. To be distributed only by a Registered Investment Advisor firm. Copyright © BAM Advisor Services LLC, 2005.
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