
Financial Markets: Bonds Mini-Lesson 
 

Instructions: Read and study the notes below. Answer all questions in a Google Doc, 
and share it with me upon completion (kwelgoss@wscschools.org). Due: Friday, 5/29 
 

Notes 
 
Introduction: How do borrowers raise money for investments? One of the most important ways 
is by selling bonds. Bonds are certificates sold by a company or government to finance projects 
or expansion. For example, starting in 1942, the United States Department of the Treasury 
launched bond drives to encourage Americans to buy “war bonds” - government savings bonds 
that helped finance World War II. Movie stars and war heroes urged the public to buy bonds. 
Even school children brought their dimes and quarters to school each week, buying defense 
stamps that would eventually add up to the price of a war bond.  
 
Bonds as Financial Assets 
Bonds are basically loans, or IOU’s, that represent debt that the government or a corporation 
must repay to an investor. Bonds typically pay the investor a fixed amount of interest at regular 
intervals for a fixed amount of time. Bonds are generally lower-risk investments. The rate of 
return on bonds is usually also lower than for other investments.  
 
Three Components of Bonds 
Bonds have 3 basic components: 
 

● Coupon rate: The coupon rate is the interest rate that the bond issuer will pay the 
bondholder. 

● Maturity: Maturity is the time at which payment to the bondholder is due. 
Different bonds have different lengths of maturity . Bonds typically mature in 10, 
20, or 30 years. 

● Par Value: A bond’s par value is the amount that an investor pays to purchase the 
bond and that will be repaid to the investor at maturity. Part value is also called 
face value or principal.  

 
Example 1: Suppose, for example, that you buy a $1,000 bond from Corporation X. The investor 
who buys the bond is called the “holder.” The seller of a bond is the “issuer.” You are therefore 
the holder of the bond, and Corporation X is the issuer. The components of the bond are as 
follows:  
 

● Coupon Rate: 5%, paid to the bondholder annually 
● Maturity: 10 years 
● Par Value: $1,000 
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How much money will you earn from this bond, and over what period of time? The coupon rate 
is 5% of $1,000 per year. This means that you will receive a payment of $50 (.05 times $1,000) 
each year for 10  years, or a total of $500 in interest. In ten years, the bond will have reached 
maturity, and Corporation X will pay the debt. This means that the company’s debt to you will 
have ended, and that Corporation X will pay you the par value of the bond, or $1,000 (in addition 
to the interest it paid you over the 10 year period).  
 
Not all bonds are held to maturity. Over their lifetime, they might be bought and sold, and their 
price may change. Because of these shifts in price, buyers and sellers are interested in a bond’s 
yield, or yield to maturity. Yield is the annual rate of return on the bond if the bond were held to 
maturity.  
 
Buying Bonds at Discount 
Investors earn money from interest on the bonds they buy. They can also earn money by buying 
bonds at discount, called a discount from par. In other words, if Nate were buying a bond with a 
par value of $1,000, he may be able to pay $960 for it. When the bond matures, Nate will redeem 
the bond at par, or $1,000. He will thus have earned $40 on his investment, in addition to the 
interest payments from the bond issuer.  
 
Why would someone sell a bond for less than its par value? The answer lies in the fact that 
interest rates are always changing. For example, suppose that Sharon buys a $1,000 bond at 5% 
interest, which is the current market rate. A year later, she needs to sell the bond to help pay for 
a new car. By that time, however, interest rates have risen to 6 percent. No one will pay $1,000 
for Sharon’s bond at 5% interest when they could go elsewhere and buy a $1,000 bond at 6% 
interest. For Sharon to sell her bond at 5%, she will have to sell it at discount.  
 
Bond Ratings 
How does an investor decide which bonds to buy? Investors can check bond quality through two 
firms that publish bond ratings. Standard & Poor’s and Moody’s rate bonds on a number of 
factors, including the issuer’s ability to repay the principal when the bond matures. These 
companies’ rating systems rank bonds from the highest investment grade (AAA in the Standard 
& Poors system or Aaa in the Moody’s rating system) to the lowest (D in both systems). A bond 
rating of D generally means that the bond is in default- that is, the issuer has not kept up with 
interest payments or has defaulted on paying principal.  
 
The higher the bond rating, the lower the interest rate the company usually has to pay to get 
people to buy its bonds. For example, a AAA bond may be issued at a 5% interest rate. A BBB 
bond, however, may be issued at a 7.5% interest rate. The buyer of the AAA bond trades off a 
lower interest rate for lower risk. The buyer of the BBB bond trades greater risk for a higher 
interest rate.  
 



Similarly, the higher the bond rating, the higher the price at which the bond will sell. For example, 
a $1,000 bond with an AAA rating may sell at $1,100. A $1,000 bond with a BBB rating may sell 
for only $950 because of the increased risk that the seller could default.  
 
In essence, holders of bonds with high ratings who keep their bonds until maturity face relatively 
little risk of losing their investment. Holders of bonds with lower ratings, however, take on more 
risk in return for potentially higher interest payments.  
 
Advantages and Disadvantages to the Issuer 
From the point of view of the investor, bonds are good investments because they are relatively 
safe. Bonds are desirable from the issuer’s point of view as well, for 2 main reasons: 
 

● Once the bond is sold, the coupon rate for that bond will not go up or down. For example, 
when Corporation X sells bonds, it knows in advance that it will be making fixed 
payments for a specific length of time.  

● Unlike stockholders, bondholders do not own a part of the company. Therefore, the 
company does not have to share profits with its bondholders if the company does 
particularly well. 

 
On the other hand, bonds also pose two main disadvantages to the issuer: 
 

● The company must make fixed interest payments, even in bad years when it does not 
make money. In addition, it cannot change its interest payments even when interest 
rates have gone down.  

● If the firm does not maintain financial health, its bonds may be downgraded to a lower 
bond rating and thus may be harder to sell unless they are offered at a discount. 

 
Types of Bonds 

Savings Bonds 
 

Usually given to 
young people as 
gifts. They are low 
denominations 
($50-$10,000) 
bonds issued by 
the U.S. 
Government. 
Funds from the 
sale of savings 
bonds go toward 
public works 
projects like 
buildings, roads, 
and dams.  
 

Treasury Bonds, 
Bills, and Notes 

 
These bonds are 
offered by the U.S. 
Treasury 
Department and 
offer different 
lengths of 
maturity. They are 
backed by the 
“Full Faith and 
credit” of the U.S. 
Government. 
Amongst the 
safest 
investments.  

Municipal Bonds 
 

State and local 
governments 
issue these bonds 
to finance 
improvements like 
highways, state 
buildings, libraries, 
parks, and 
schools. They are 
sometimes called 
“munis.” 

Corporate Bonds 
 

Corporation- 
issued bonds sold 
to help raise 
money to expand 
and improve upon 
their business. 
Usually sold in 
large 
denominations 
($1,000, $5,000, 
and $10,000). The 
interest on 
corporate bonds 
is taxed as 
ordinary income. 

Junk Bonds 
 
High-yield 
securities, risky, 
lower-rated, and 
potentially higher 
paying bonds. 
Investors of junk 
bonds face a 
strong possibility 
that some of the 
issuing firms will 
default on their 
debt. However, 
the high yield 
makes it worth the 
gamble for many. 



Questions 
1. What is a bond?  

a. Who sells bonds? 
b. Why are they sold? 

2. What incentive does a purchaser of a bond have to buy a bond? 
3. What is the rate of return like on bonds? 
4. What are the three components of bonds? 

a. What is meant by the coupon rate of a bond? 
b. What is meant by maturity of a bond? 
c. What is meant by par value of a bond? 

5. When buying and selling bonds, who is the holder? Who is the issuer?  
6. In Example 1, how much will you receive over a period of 10 years in total once the bond 

reaches maturity?  
7. What is meant by yield?  
8. What is the benefit of buying a bond at a discount? 
9. Why would someone have to sell a bond at discount? 
10. What two firms publish bond ratings? 

a. What is one of the main factors they take into account when rating a bond?  
11. What does a AAA or an Aaa rating mean? 
12. What does a bond rating of D mean? 
13. How is the price of the bond determined? 

a. Why would someone ever buy a bond for more than its par value?  
14. For what 2 reasons is selling a bond desirable for the issuer? 
15. For what 2 reasons is selling a bond less desirable for the issuer? 

 


