
Bondholders are creditors whereas stockholders are owners. As a result, bond investors typically prioritize 
downside risk and principal preservation. Unlike stock investing, where upside potential is greater, bonds offer 
limited opportunities for price appreciation. Below is a summary of key bond risks:
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Introduction:  What Is A Bond?
At issuance, an investor loans money to the bond issuer. The principal amount of the loan—the 
original face or par value—is what the issuer promises to repay at maturity (end of loan term).

The Bottom Line
Bonds form the cornerstone of a well-diversified portfolio, offering investors both predictable income and the 
return of principal. While bonds are generally less volatile than stocks, not all bonds are created equal. Be sure to 
properly evaluate the trade-offs between income potential and credit quality to ensure they align with your 
financial goals and risk tolerance. Talk to your financial advisor about your risk tolerance and time horizon to 
determine your  appropriate asset allocation.

Why Invest In Bonds? Income, Capital Preservation, Tax Benefits, Diversification

The Link Between Price And Yield—An Inverse Relationship

Key Risks To Consider—Understanding Potential Drawbacks
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Bond prices and yields move in opposite 
directions—as yields go up, prices go down 

(and vice versa).
From the time that a bond is issued until the day it matures, the market 
price of the bond can fluctuate. The biggest driver of bond prices is 
interest rates, specifically changes in market interest rates that are driven 
by central bank policy and economic conditions. There is an inverse 
relationship: when interest rates rise, bond prices fall. The opposite is also 
true—when interest rates fall, bond prices rise. Other factors like credit 
risk, inflation expectations, and time to maturity also play a role, but 
fluctuations in interest rates are the primary driver of price changes. 

Bonds generate income through regular interest payments and help preserve capital by returning principal at 
maturity. Certain bonds—like municipals—can provide tax-free income. In a portfolio context, bonds act as a 
stabilizing force—helping to offset equity risk and soften the impact of volatility during periods of market stress. 

• Interest Rate Risk—The risk posed by changes in interest rates. Longer maturities are most sensitive.
• Inflation Risk—Inflation (rising prices) erodes the purchasing power of fixed bond payments. 
• Default /Credit Risk—The probability that the issuer fails to make promised payments.
• Liquidity Risk—The ability to sell a bond quickly without taking a significant price hit.
• Reinvestment Risk—Bond coupon or principal payments may be reinvested at lower rates.
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After a bond is issued, the issuer makes interest payments (typically semi-annually) to the 
bondholder at a predetermined rate, the coupon rate. The coupon rate is stated as an annual 
percentage of par and can be a fixed or floating percentage. For example, a $1,000 bond with a 4% 
fixed coupon would pay $40 annually (or $20 every six months). 

At maturity, the bond is redeemed, and the issuer is obligated to pay the investor back the full 
original (par) value of their investment, plus the final interest payment. Bond maturities can range 
from one to thirty years or more.  
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Bond prices and yields are subject to change based upon market conditions and availability. If bonds are sold prior to maturity, you may receive 
more or less than your initial investment. Holding bonds to term allows redemption at par value. There is an inverse relationship between 
interest rate movements and fixed income prices. Generally, when interest rates rise, fixed income prices fall and when interest rates fall, fixed 
income prices rise.

Municipal securities typically provide a lower yield than comparably rated taxable investments in consideration of their tax-advantaged status. 
Investments in municipal securities may not be appropriate for all investors, particularly those who do not stand to benefit from the tax status 
of the investment. Please consult an income tax professional to assess the impact of holding such securities on your tax liability.
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