
• A bond trades at a premium when its coupon rate is higher
than prevailing interest rates.

• A bond trades at a discount when its coupon rate is lower
than prevailing interest rates.

Absent any unusual circumstances, the shorter the time until a 
bond’s maturity, the lower the potential premium or discount. 
This is because the discount or premium on a bond gradually 
moves to zero as the bond’s maturity date approaches, at 
which time the bond returns to its investor the full face 
value at issuance.
These are fairly simple examples. The bonds we’ve been 
discussing are the plain vanilla variety. However, no matter how 
complex a bond may be, the relationship between price and 
interest rates will always be inverse.   

Barry Smith 

Partner

Relevant Facts
As you may imagine, we spend a good bit of time talking to 
our clients about retirement.   For many, this is their 
ultimate goal in life and it can certainly take on many 
different forms.  According to one source, there are about 
10,000 baby boomers retiring every day.  
One thing that I have learned is that everyone has their 
own ideas about how this season of their life will unfold 
and when it will begin.  Some can’t wait for that day to 
come and are ready to sing Johnny Paycheck’s hit song, 
“Take This Job and Shove It”, and get out at the earliest 
age possible.  Others tell us they will work until they die.   

In my mind having a choice of “when” is distinctly better 
than fewer or no choices.    You may have read in our 
previous newsletters about the importance of planning in 
advance and sacrificing now so that you won’t have to later.   

Also, we have encouraged our clients to plan for this as far in 
advance as possible because time is definitely on your side.  You 
have heard that compounding interest is an incredibly 
powerful part of accumulating significant wealth, and the more 
time you have to put this to work, the more beneficial.

Another key ingredient to accumulating enough wealth to retire 
comfortably is to make sure your investments have the lowest 
possible cost.   Excessive expenses over time can eat into the 
growth of your accounts.  One way that we attempt to keep cost 
to a minimum is by using index funds versus higher costing 
mutual funds.   I was reading about a study conducted by 
industry expert, Robert Arnott, the founder of Research 
Affiliates.   His study included 203 actively managed funds with 
at least $100 million in assets, tracking their return for 15 years 
from 1984-1998.  He found that only 8 (less than 4%) of these 
funds beat the S & P 500 index.  

The question is, why should an investor pay significantly more 
for less than market returns, when they can get market returns 
with lower cost investments?   An index fund or exchange 
traded fund usually has significantly lower internal expenses.   If 
you haven’t heard about this, it may be time well spent to learn 
about this cost savings alternative.  

When we help clients with a formal retirement plan, it’s fairly 
simple.  We can determine current values of your accounts and 
enter into the plan.   It’s more difficult to determine what 
expenses will be during retirement.   This is usually one area 
that people need to give more thought to because there are lots 
of variables.

Let’s take a look at a few different types of retirement options.  
One situation may be someone that prefers as early a retirement 
as possible.   Here are a couple thoughts you may consider.  Do 
you need to start taking your social security benefit early, which 
I mostly advise against, because you will be receiving a 
discounted monthly amount.   If you have a pension, that may 
help bridge the gap until you reach your social security full-
retirement age.   And of course, how are you set on health care 
coverage?   Health care coverage drives many decisions on when 
and Medicare doesn’t become available until age 65.  Another 
concern about retiring at a younger age, is that you may not 
have accumulated enough funds to cover you during a 30 or 40 
year retirement.  We have seen situations where someone retires 
at an early age and they need their assets to grow at stock 
market growth rates but become concerned or anxious during 
market downturns.   These periodic downturns are part of the 
risk of investing in the markets and some will be severe and last 
for extended periods.  

With this in mind, we can determine that:

We spend most of our time talking to our clients about 
the equity markets. However, a significant portion of the 
assets we manage are in bonds and bond funds, also known 
as fixed-income investments. Recent conversations with 
clients have led me to feel that many need a basic primer 
in how bonds work, so here we go.    
A bond is a debt obligation, technically a loan. Bond 
issuers are public companies as well as government entities, 
from the U.S. Treasury to Lost Springs, Wyoming, the 
smallest incorporated town in America. There are 
three basic components to a bond;

1) Safety. Like any loan, the strong credit translates to lower
interest payments.

2) Maturity. Normally, long-term bonds require higher interest
rates than short-term bonds.

3) Interest Rate. The rate of return on a bond is directly tied
to how much it pays you.

Bonds are originally issued with a “face value,” or “par value” 
– the amount that is returned to the investor when the bond
reaches maturity. From the time of issuance until the time of
maturity, however, bonds trade in the open market – just like
stocks.
The important point here is bonds have fixed interest
payments, not fixed prices. As a result, their prices can rise
above par or fall below it as market conditions determine. A
bond issued with a $1,000 par value that trades at $1,100 is
trading at a premium, while one that falls to $900 is trading at
a discount. A bond trading at its face value is trading “at par.”

When a bond is first issued, it has a stated coupon — the 
amount of interest that’s paid on its $1,000 face value. A 
bond with a coupon of 3% pays $30 annually, and it will 
continue to do so (assuming no credit issues) regardless of 
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how much the bond’s price fluctuates in the market after its 
issuance. Say the bond’s price rises to $1,050 after a year 
(meaning that it now trades at a premium). At this time, the 
bond is still paying investors $30 a year, but it now trades with a 
yield to maturity (YTM) of 2.86% ($30 divided by $1,050). On 
the other hand, if the bond’s price falls to $950, the YTM is 
3.16%, or $30 divided by $950.

(Note: I’m actually using the Current Yield Formula here for 
simplicity. Calculations of yield to maturity assume that all 
coupon payments are reinvested at the same rate as the bond’s 
current yield, and take into account the bond’s current market 
price, par value, coupon interest rate and term to maturity. It 
also assumes the bond will not be sold or otherwise redeemed 
prior to maturity. YTM is a complex but accurate calculation of 
a bond’s return that can help investors compare bonds with 
different maturities and coupons.)

Interest rates are always changing, and existing bonds adjust in 
price so that their YTM equals or very nearly equals the yield to 
maturity on the newly issued bonds. In the example above, our 
bond was originally issued to yield 3%. Should prevailing rates 
rise to 4% for similar maturity bonds, our 3% bond’s price will 
fall so that its yield rises to move more closely in line with 
prevailing rates. Should rates fall below 3%, the price of our 
bond should go up.

A critical point to remember—when interest rates go up, prices 
of existing bonds go down. A common visual is to think of a 
seesaw. 

To understand why this occurs, think of it this way: Why would 
someone ever buy a bond yielding 3% when they could buy an 
otherwise identical bond yielding 4%? They wouldn’t, so the 
bond's price needs to adjust to bring the yield to a level where 
an investor may want to own the bond.
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It is important to keep in mind, however, that index funds do not 
provide you with the opportunity to outperform the market. And 
if the market is in a down cycle, index fund managers are very 
limited in their ability to take defensive steps, leaving the index – 
and your index fund investments – vulnerable to market risk

Don’t Rely Solely on the “Blue Book”

Whether you are using market indexes as benchmarks to 
track the potential performance and risk of a given 
investment or you are engaged in index investing, be 
prudent in your choices and don’t let the short-term 
performance of a particular index wield too much influence 
over your decisions.

Just as you shouldn’t buy a car based solely on its blue book 
value, be sure to research any investment opportunity 
thoroughly, weighing your personal objectives and risk 
tolerance before investing. And use the index as just one 
more resource in your long-term investment toolkit.

1MarketWatch, “More proof as to why the average investor

should probably just stick to indexing,” January 11, 2017.

2Indexes are unmanaged. Investors cannot invest directly in any

index. Past performance does not guarantee future returns.

Article provided by Wealth Management Systems, Inc.

“It's what you learn after you know it all that counts.”
-John Wooden

• Standard & Poor’s Composite Index of 500 Stocks
(S&P 500® Index): This index measures the 
performance of 500 large-cap stocks from a wide range 
of sectors, including financial, industrial, health care, 
and telecommunications. The S&P 500 is a market-cap-
weighted index, so it gives more weight to stocks with 
the greatest market value.

• Dow Jones Industrial Average (DJIA®): Following the 
returns of 30 well-established, blue-chip U.S. 
companies, the Dow is among the most renowned of 
the stock market indexes. However, the S&P 500 can 
be considered a broader indicator of the stock market.

• National Association of Securities Dealers Automatic 
Quotation System (NASDAQ®) Composite Index: 
This is a market-weighted index of over 3,000 domestic 
and international stocks traded through the NASDAQ 
electronic exchange.

• MSCI EAFE Index: The Morgan Stanley Capital 
International’s Europe, Australasia, Far East
(EAFE) Index is a widely used benchmark that is 
designed to represent the
performance of large and mid-cap securities of 
companies in Europe, Australia, Asia, and the Far East.

• Bloomberg Barclays U.S. Aggregate Bond Index: 
Known as Barclays Capital Aggregate Bond Index prior 
to August  of 2016, this index is among the most 
widely used benchmarks representing investment-grade 
bonds being traded in the United States. 

A Mirror to the Market

One way to put market indexes to work for you directly is to 

engage in index investing. Index investors purchase shares of 

investment vehicles such as index funds or exchange-traded funds 

that seek to replicate the performance of a particular index, such 

as the Dow Jones Industrial Average or the S&P 500. Because 

index funds are passively managed and simply mirror the risk 

characteristics of the underlying index, they can play an 

important role in an investor’s portfolio, offering the market’s 

returns and a known level of risk.

In order to accurately do this, it helps to be familiar with a 
variety of indexes and the sectors and asset classes they track.

Many indexes, including those listed below, are reported 
regularly on major financial websites, in the business news, 
and in the financial section of local newspapers; national 
publications such as The Wall Street Journal and 
Investor's Business Daily; and, internationally, in the Financial 
Times.
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Another risk to consider is investing in low interest bearing, 
fixed-income type investments.   This risk is, potentially,    
out- living your retirement because of the lack of growth.  
One last point on retiring early, when someone realizes they 
are running out of money, it’s usually too late to go back to 
work and begin the accumulation phase again.  Bottom line, 
you need to be confident that you have sufficient assets to 
retire at an early age.

One retiree profile may be a part-timer.  We come across this 
situation quite often where someone wants to cut back to 20 
hours a week rather than be full-time.   From my experience, 
this sounds good but is easier said than done.   This should 
keep some of the income coming in as well as health care 
coverage available.  

I previously mentioned one of the most difficult things to 
do during the planning process is to figure out how much 
income will be needed during retirement to support the desired 
lifestyle.   You may be one that has your mortgage paid off 
and no debt, and would enjoy being a homebody, i.e. 
enjoying grandkids, gardening, reading, cooking  and making 
home improvements.   Obviously, you will have more time do 
some of these activities, which will be additional expenses 
and somewhat difficult to estimate until you have actually 
worked into some routine
On the opposite end of the spectrum would be a traveler.   
We know it can be expensive to leave town for a short 
weekend much less a few weeks/months abroad.  This is a 
traditional retiree stereotype. Usually, no matter how the 
travel is done, there needs to be ample funds set aside if 
someone is interested in making this a significant part of their 
retirement.  Research indicates there are just as many travelers 
over age 75 as there are among younger groups.   

I have mentioned the part-timer, the homebody and the 
traveler.   One other profile I will mention is the athlete.   
Americans are living longer and are more health conscious than 
ever before.   It is amazing to me how many 60s, 70s, 80s and 
beyond are competing at high levels in marathons, triathlons, 
cycling activities, and other strenuous physically demanding 
events.  This is a lifestyle that can include travel expense, fitness 
club memberships, coaches, event registration and more, so 
there needs to be a pool of assets to support these expensive 
hobbies.   

Danny Williams, CFP® 
Partner

Getting to Know Indexes: An 
Apples to Apples Exercise

The S&P 500® closed out 2016 with a gain of 
9.5%. An impressive showing and the fourth year out of the 
past five that the index was in positive territory come year 
end.1 If you are not familiar with the S&P 500, -- or the 
concept of market benchmarks -- it may be wise to take a 
minute to learn more about these versatile investing tools.

Indexes: A Primer

Just as a car salesperson uses the "Kelley Blue Book" to gauge 
the approximate price for new and used vehicles, you can use 
market benchmarks, or indexes, to gauge the approximate 
performance of an investment. Individual indexes track a 
representative sampling of stocks, bonds, or other securities 
that may be similar to the holdings in your investment 
portfolio.2 
By offering a framework for evaluating the risk/return history 
of investments, indexes can be especially helpful to individual 
investors. But when using indexes, be sure you are comparing 
apples to apples. 

 One statistic states that 1 out of 3 Americans, age 65 plus 
are considered physically active.

These profiles that I have described in this article, or others 
that you may think of, may go a long way in helping you to 
begin thinking through what your routine will be when you 
retire and help you properly plan and invest for your 
retirement years.  If you would like to discuss preparing a 
written financial plan or other investment topics, please 
give us a call.
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concept of market benchmarks -- it may be wise to take a 
minute to learn more about these versatile investing tools.

Indexes: A Primer

Just as a car salesperson uses the "Kelley Blue Book" to gauge 
the approximate price for new and used vehicles, you can use 
market benchmarks, or indexes, to gauge the approximate 
performance of an investment. Individual indexes track a 
representative sampling of stocks, bonds, or other securities 
that may be similar to the holdings in your investment 
portfolio.2 
By offering a framework for evaluating the risk/return history 
of investments, indexes can be especially helpful to individual 
investors. But when using indexes, be sure you are comparing 
apples to apples. 

 One statistic states that 1 out of 3 Americans, age 65 plus 
are considered physically active.

These profiles that I have described in this article, or others 
that you may think of, may go a long way in helping you to 
begin thinking through what your routine will be when you 
retire and help you properly plan and invest for your 
retirement years.  If you would like to discuss preparing a 
written financial plan or other investment topics, please 
give us a call.

44692_WBC_NwsLtr_Summer2017_for11x17-ed.indd   3 8/3/17   10:54 AM44692_WBC_NwsLtr_Summer2017_12x18-ed.indd   2 8/3/17   10:57 AM


	44692_WBC_NwsLtr_Summer2017_12x18
	44692_WBC_NwsLtr_Summer2017_12x18-ed



