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Fixed income (or fixed interest) generally refers to any type of investment in which the 
borrower (the issuer) is obliged to make predetermined payments on a fixed schedule.  
This asset class comprises loans, bonds and preferred stocks.  Bonds, the focus of this 
piece, are a particular type of fixed income instrument issued by a variety of issuers.   

A bond is a legal obligation by the issuer to pay the bondholder a predetermined rate of 
interest over the life of the bond, and then repay the bondholder the principal at maturity.  
In other words, the borrower enters into a legal agreement to compensate the lender (the 
bondholder) through periodic interest payments in the form of coupons.  The lender must 
also repay the principal in full on the maturity date.  

WHY FIXED INCOME?  

Bonds provide a predictable stream of income and preserve capital, while sometimes 
also offering the opportunity for capital appreciation (or loss) and diversification.  
Historically, fixed income asset classes have been less risky than equities, as evidenced 
by their lower volatility.   

Exhibit 1 demonstrates how bonds provide more downside protection than equities.  The 
S&P/ASX Australian Fixed Interest Index, our flagship bond index featured in the exhibit, 
tracks the performance of the Australian fixed-rate bond market.  

Exhibit 1: The S&P/ASX Australian Fixed Interest Index vs. the S&P/ASX 200 Total 
Return Index 

 
Source: S&P Dow Jones Indices. Data as of Feb. 28, 2014.  Charts and graphs are provided for illustrative purposes.  Past 
performance is no guarantee of future results. This chart may reflect hypothetical historical performance; please refer to the 
Performance Disclosures at the end of this document.   

Since the returns of stocks and bonds are not correlated historically, a diversified portfolio 
of stocks, bonds and other asset classes may have lower volatility and could be better 
positioned to weather market uncertainties.  

Bonds tend to 
provide a predictable 
stream of income, 
preserve capital, and 
can also sometimes 
offer the opportunity 
for capital 
appreciation and 
diversification.  
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Building on this notion, the S&P/ASX Blended Equity and Bond Index Series is designed 
to measure the performance of the following hypothetical allocations. 

 The Balanced Index takes long positions in the S&P/ASX 200 Total Return Index 
with 50% weight and in the S&P/ASX Australian Fixed Interest Index with 50% 
weight. 

 The Growth Index takes long positions in the S&P/ASX 200 Total Return Index with 
70% weight and in the S&P/ASX Australian Fixed Interest Index with 30% weight. 

 The Conservative Index takes long positions in the S&P/ASX 200 Total Return 
Index with 30% weight and in the S&P/ASX Australian Fixed Interest with 70% 
weight. 

Exhibit 2 compares the one-year risk-adjusted returns and annualized volatility of the 
S&P/ASX 200 and S&P/ASX Australian Fixed Interest Index with that of the S&P/ASX 
Blended Equity and Bond Index Series.  It shows that the blended series generally 
provided better risk-adjusted returns.  

Exhibit 2: The Risk-Adjusted Return and Annualized Volatility of the S&P Australian Indices 

Index Name 
One-Year Risk-

Adjusted Return 
Annualized 

Volatility (%) 

S&P/ASX 200 Total Return Index 0.89 12.0 

S&P/ASX Australian Fixed Interest Index 1.17 2.6 

S&P/ASX Blended Equity and Bond – Balanced Index 1.08 6.6 

S&P/ASX Blended Equity and Bond – Growth Index 0.99 8.7 

S&P/ASX Blended Equity and Bond – Conservative Index 1.20 4.6 

Source: S&P Dow Jones Indices.  Data as of Feb. 28, 2014.  Charts and graphs are provided for illustrative purposes.  Past 
performance is no guarantee of future results.  

INVESTING IN FIXED INCOME  

1. Terminology 

Fully understanding the bond terminology would enable you to make better investment 
decisions.  Here are the five common bond basics that you should know. 

 The maturity date indicates the length of time until the bond is due and the 
bondholder is repaid the face value of the bond. 

 The bond price fluctuates and depends on various factors, e.g., the risk-free rate, 
coupon rate, credit quality and length of time to maturity.  

 The face value of the bond is the amount paid to the bondholder when the bond 
matures. 

 The coupon rate is the stated rate of interest that the issuer of the bond promises 
to pay the bondholder over the life of the bond; the rate can be either fixed or varied.  
A floating-rate note is often referenced to a benchmark rate such as LIBOR or the 
Fed fund rate.  As the interest received will increase in a rising rate environment, 
floating-rate notes are often perceived as protection tools for inflation.   

 The yield-to-maturity is the annual rate of return received on a bond held to 
maturity.  It has an inverse relationship with the bond price.  When a bond’s coupon 
rate and the yield are the same, the bond price will be known as its par value.  If the 
yield on a bond has fallen since it was issued (that is, the yield is lower than the 
coupon), the price of the bond will be more than its par value.  However, if the yield 
has increased above the coupon rate, then the bond price will be less than its par 
value. 

Since the returns of 
stocks and bonds 
are not correlated 
historically, a 
diversified portfolio 
of stocks, bonds and 
other asset classes 
may have a lower 
volatility and could 
be better positioned 
to weather market 
uncertainties.  
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As an example, Exhibit 3 is an excerpt from an offering document, which describes the 
terms and conditions of the certificate of deposit (CD) offered by China CITIC Bank 
International Limited. 

Exhibit 3: Basic Bond Terminology  

 
Source: HSBC.  Data as of Feb.11, 2014.  Provided for illustrative purposes only.   

2. Bond Issuer 

Types of bond issuers include: 

 Government bonds: Issued either by the national government or the governments 
of states and territories to help fund a wide variety of basic services and public 
purposes.  Many major infrastructure, educational, housing, healthcare and public 
utilities projects are financed through the use of government bond proceeds.  

 Corporate bonds: Issued by companies, either domestic or foreign, to fund 
expansions.  These bonds are generally viewed as carrying more risk than 
government bonds.  

 Supranationals: Issued by entities formed by two or more central governments to 
promote economic development for the member countries.  Examples include 
bonds issued by the World Bank, the European Investment Bank and the Asian 
Development Bank.  

The S&P/DB ORBIT Index is a total return index that measures the performance of 
offshore Renminbi-denominated, publicly traded bonds issued outside the People’s 
Republic of China, also known as dim sum bonds.  As of February 28, 2014, the total 
market value stood at RMB 210 billion.  Exhibit 4 shows the breakdown of two 
subindices, which are the S&P/DB ORBIT Sovereign and Quasi-Sovereign Index and the 
S&P/DB ORBIT Credit Index.  As shown, the specific market is dominated by the 
corporate issuers, which represent 69% of the dim sum bond market, whereas the 
government and quasi-government bonds make up 31% of the market.  

 

 

 

 

 

 

 

Exhibit 4: The Breakdown of the S&P/DB ORBIT Index Family 

Bonds can be issued 
by governments (of 
nations, states or 
territories), foreign 
and domestic 
companies or 
entities formed by 
two or more central 
governments to 
promote economic 
development for 
member countries.  
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Source: S&P Dow Jones Indices.  Data as of Feb.28, 2014.  This table is provided for illustrative purposes.  S&P/DB Orbit SQS 
Index – S&P/DB ORBIT Sovereign and Quasi-Sovereign Index.  

3. Rating 

 The ratings assigned by independent rating services (such as Moody’s, Standard & 
Poor’s Ratings Services and Fitch) assist investors in determining a company’s 
ability to pay its obligations or identifying the credit risk. 

 Investment-grade bonds are considered by market participants to be those bonds 
rated BBB- or higher by Standard & Poor’s Ratings Services, or the equivalent by 
another ratings provider.  Bonds rated BB+ and below by Standard & Poor’s Ratings 
Services, or the equivalent by another ratings provider, are considered speculative 
or non-investment-grade by market participants. 

 Higher credit ratings reflect an expectation that the rated issuer or obligation should 
default less frequently than issuers with lower ratings. 

 Ratings can change over time depending on the relative creditworthiness of the 
issuer or the relative strength of the security underlying the bonds.  A downgrade 
indicates a negative change or a perceived weakness in one or more of the factors 
taken into account by the rating.  These factors include, but are not limited to, the 
local economy, finances, debt levels, management, and in the case of revenue 
bonds, project-specific issues such as construction delays, cost overruns and 
environmental issues. 

 Higher-rating issues, usually sovereign bonds, tend to have a lower and close to 
risk-free yield.  On the other hand, investors require higher yields for bonds with 
lower ratings to compensate for lending money to higher-risk borrowers. 

Exhibit 5 demonstrates different trends observed within the U.S. corporate sector in 2013 
in relation to these rating bands.  The S&P U.S. Issued High Yield Corporate Bond Index 
was more volatile than the S&P U.S. Issued Investment Grade Corporate Bond Index, as 
high-yield bonds tend to be more sensitive to investors’ risk appetites.  Also, as investors 
continued to hunt for yields in the low interest rate environment, high-yield bonds 
outperformed investment-grade bonds in 2013.  

 

 
 
 
 
 

Exhibit 5: The S&P U.S. Issued Investment Grade Corporate Bond Index vs. the 
S&P U.S. Issued High Yield Corporate Bond Index 

69% 

31% 

S&P/DB ORBIT Credit Index S&P/DB ORBIT SQS Index

The rating of a 
particular bond can 
change over time 
depending on the 
relative 
creditworthiness of 
the issuer or the 
relative strength of 
the security 
underlying the 
bonds. 
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Source: S&P Dow Jones Indices.  Data as of Feb 28, 2014.  Charts and graphs are provided for illustrative purposes.  Past 
performance is no guarantee of future results. This chart may reflect hypothetical historical performance; please refer to the 
Performance Disclosures at the end of this document.   

4. Modified Duration 

Modified duration is defined as the average time it takes for a bondholder to be repaid the 
price of the bond by the bond’s total cash flows, which includes the interest and principal 
payments.  It is an indicator of a bond’s price sensitivity to interest rate movements based 
on the average time to maturity of its interest and principal cash flows.  Modified duration 
is also a tool to manage interest rate risk.  Generally, the longer the maturity of the bond, 
the lower the coupon; the longer the bondholder has to wait to receive the face value of 
the bond, the higher the duration, and hence the greater the price volatility.  

For example, if the S&P/ASX Australian Fixed Interest Index (or any individual bond) has 
a modified duration of 4 and a yield of 4%, the potential return from an anticipated 1% 
change in interest rates at the start of the year will be determined by changes in yield as 
follows:  

 If there is a decline in yield (interest rates) of 1% (to 3%), then the expected return is 
7% = (Modified Duration of 4 x 1% yield change) + 3% yield earned; 

 If there is an increase in yield of 1% (to 5%), then the expected return is 1% = 
(Modified Duration of 4 x -1% yield change) + 5% yield earned; and 

 If the yield remains unchanged at 4%, then the expected return is 4% = (Modified 
Duration of 4 x 0% yield change) + 4% yield earned.  

5. Portfolio Investing 

The index-based portfolio can form the building blocks of a variety of fixed income 
investing strategies, which can fine-tune investors’ fixed income exposures.  There are 
significant factors to consider related to this.  

 Interest Rate: Investors can express their views on the economy or interest rate by 
managing the portfolio’s duration. 

 Yield Enhancement: Investors may achieve yield enhancement by investing in a 
higher-yielding portfolio. 

 Sector Rotation: Investors can implement sector rotations efficiently by adding or 
removing exposures to a specific market segment in one single trade. 

 Relative Value: Investors can take advantage of relative value opportunities, yield 
spreads across different maturities and credit ratings by investing in specific market 
segments. 

Modified duration is 
the average time it 
takes for a 
bondholder to be 
repaid the price of 
the bond by the 
bond’s total cash 
flows, including 
interest and principal 
payments, and it 
indicates the bond’s 
price sensitivity to 
interest rate 
movements.  
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6. Understanding the Risks 

Like other asset classes, there are risks associated with fixed income investing.  Here are 
the primary risks: 

 Interest Rate Risk: When there is a change in market rates of interest, the price will 
be inversely affected.  In a rising-rate environment, the bond price tends to drop.  

 Credit Risk: Credit ratings represent the creditworthiness of the issuer or, in other 
words, the ability of the issuer to make its periodic interest payments and to repay 
the principal at the maturity date. 

 Reinvestment Rate Risk: This arises when the reinvesting interests are at a lower 
rate than the original coupon rate of the bond issue. 

 Liquidity Risk: This refers to the risk that a bond cannot be bought or sold quickly 
enough, such that the investor may be forced to sell at a significant discount to 
market value.  

As it is broadly known, fixed income may serve as an effective tool for maintaining 
stability and a steady income stream.  Even if volatility continues, fixed income assets 
can be used to meet a variety of different investment objectives, which may help 
investors to better position their portfolio to meet their investment goals.  

 

Fixed income may 

serve as an 

effective tool for 

maintaining stability 

and a steady 

income stream. 

LIKE WHAT YOU READ? Sign up to receive updates on a broad range  
of index-related topics and complimentary events.  
 

https://www.facebook.com/pages/SP-Dow-Jones-Indices/161630018534
http://www.linkedin.com/groups/S-P-Dow-Jones-Indices-2426754/about
http://www.spindices.com/rss/
https://twitter.com/SPDJIndices
http://www.youtube.com/user/SPIndicesChannel
http://www.spindices.com/registration
https://www.facebook.com/pages/SP-Dow-Jones-Indices/161630018534
http://www.linkedin.com/groups/S-P-Dow-Jones-Indices-2426754/about
http://www.spindices.com/rss/
https://twitter.com/SPDJIndices
http://www.youtube.com/user/SPIndicesChannel
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PERFORMANCE DISCLOSURES 

The S&P/ASX Australian Fixed Interest Index was launched on October 13, 2011. All information presented prior to the launch date is back-
tested. Back-tested performance is not actual performance, but is hypothetical. The back-test calculations are based on the same 
methodology that was in effect when the index was officially launched. Complete index methodology details are available at www.spdji.com. It 
is not possible to invest directly in an index. 

The S&P U.S. Issued High Yield Corporate Bond Index was launched on April 9, 2013. All information presented prior to the launch date is 
back-tested. Back-tested performance is not actual performance, but is hypothetical. The back-test calculations are based on the same 
methodology that was in effect when the index was officially launched. Complete index methodology details are available at www.spdji.com. It 
is not possible to invest directly in an index. 

The S&P U.S. Issued Investment Grade Corporate Bond Index was launched on April 9, 2013. All information presented prior to the launch 
date is back-tested. Back-tested performance is not actual performance, but is hypothetical. The back-test calculations are based on the same 
methodology that was in effect when the index was officially launched. Complete index methodology details are available at www.spdji.com. It 
is not possible to invest directly in an index. 

S&P Dow Jones Indices defines various dates to assist our clients in providing transparency on their products. The First Value Date is the first 
day for which there is a calculated value (either live or back-tested) for a given index. The Base Date is the date at which the Index is set at a 
fixed value for calculation purposes. The Launch Date designates the date upon which the values of an index are first considered live: index 
values provided for any date or time period prior to the index’s Launch Date are considered back-tested. S&P Dow Jones Indices defines the 
Launch Date as the date by which the values of an index are known to have been released to the public, for example via the company’s public 
website or its datafeed to external parties. For Dow Jones-branded indicates introduced prior to May 31, 2013, the Launch Date (which prior to 
May 31, 2013, was termed “Date of introduction”) is set at a date upon which no further changes were permitted to be made to the index 
methodology, but that may have been prior to the Index’s public release date. 

Past performance of the Index is not an indication of future results. Prospective application of the methodology used to construct the Index 
may not result in performance commensurate with the back-test returns shown. The back-test period does not necessarily correspond to the 
entire available history of the Index. Please refer to the methodology paper for the Index, available at www.spdji.com for more details about 
the index, including the manner in which it is rebalanced, the timing of such rebalancing, criteria for additions and deletions, as well as all 
index calculations. 

Another limitation of using back-tested information is that the back-tested calculation is generally prepared with the benefit of hindsight. Back-
tested information reflects the application of the index methodology and selection of index constituents in hindsight. No hypothetical record can 
completely account for the impact of financial risk in actual trading. For example, there are numerous factors related to the equities, fixed 
income, or commodities markets in general which cannot be, and have not been accounted for in the preparation of the index information set 
forth, all of which can affect actual performance. 

The Index returns shown do not represent the results of actual trading of investable assets/securities. S&P Dow Jones Indices LLC maintains 
the Index and calculates the Index levels and performance shown or discussed, but does not manage actual assets. Index returns do not 
reflect payment of any sales charges or fees an investor may pay to purchase the securities underlying the Index or investment funds that are 
intended to track the performance of the Index. The imposition of these fees and charges would cause actual and back-tested performance of 
the securities/fund to be lower than the Index performance shown. As a simple example, if an index returned 10% on a US $100,000 
investment for a 12-month period (or US $10,000) and an actual asset-based fee of 1.5% was imposed at the end of the period on the 
investment plus accrued interest (or US $1,650), the net return would be 8.35% (or US $8,350) for the year. Over a three year period, an 
annual 1.5% fee taken at year end with an assumed 10% return per year would result in a cumulative gross return of 33.10%, a total fee of US 
$5,375, and a cumulative net return of 27.2% (or US $27,200). 

http://www.spdji.com/
http://www.spdji.com/
http://www.spdji.com/
http://www.spdji.com/
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GENERAL DISCLAIMER 

© 2015 by S&P Dow Jones Indices LLC, a part of McGraw Hill Financial, Inc. All rights reserved. Standard & Poor’s
®
 and S&P

® 
are registered 

trademarks of Standard & Poor’s Financial Services LLC (“S&P”), a subsidiary of McGraw Hill Financial. Dow Jones
®
 is a registered trademark 

of Dow Jones Trademark Holdings LLC (“Dow Jones”). Trademarks have been licensed to S&P Dow Jones Indices LLC. Redistribution, 
reproduction and/or photocopying in whole or in part are prohibited without written permission. This document does not constitute an offer of 
services in jurisdictions where S&P Dow Jones Indices LLC, Dow Jones, S&P or their respective affiliates (collectively “S&P Dow Jones 
Indices”) do not have the necessary licenses. All information provided by S&P Dow Jones Indices is impersonal and not tailored to the needs 
of any person, entity or group of persons. S&P Dow Jones Indices receives compensation in connection with licensing its indices to third 
parties. Past performance of an index is not a guarantee of future results. 

It is not possible to invest directly in an index. Exposure to an asset class represented by an index is available through investable instruments 
based on that index. S&P Dow Jones Indices does not sponsor, endorse, sell, promote or manage any investment fund or other investment 
vehicle that is offered by third parties and that seeks to provide an investment return based on the performance of any index. S&P Dow Jones 
Indices makes no assurance that investment products based on the index will accurately track index performance or provide positive 
investment returns. S&P Dow Jones Indices LLC is not an investment advisor, and S&P Dow Jones Indices makes no representation 
regarding the advisability of investing in any such investment fund or other investment vehicle. A decision to invest in any such investment 
fund or other investment vehicle should not be made in reliance on any of the statements set forth in this document. Prospective investors are 
advised to make an investment in any such fund or other vehicle only after carefully considering the risks associated with investing in such 
funds, as detailed in an offering memorandum or similar document that is prepared by or on behalf of the issuer of the investment fund or 
other vehicle. Inclusion of a security within an index is not a recommendation by S&P Dow Jones Indices to buy, sell, or hold such security, 
nor is it considered to be investment advice.  

These materials have been prepared solely for informational purposes based upon information generally available to the public and from 
sources believed to be reliable. No content contained in these materials (including index data, ratings, credit-related analyses and data, 
research, valuations, model, software or other application or output therefrom) or any part thereof (Content) may be modified, reverse-
engineered, reproduced or distributed in any form or by any means, or stored in a database or retrieval system, without the prior written 
permission of S&P Dow Jones Indices. The Content shall not be used for any unlawful or unauthorized purposes. S&P Dow Jones Indices and 
its third-party data providers and licensors (collectively “S&P Dow Jones Indices Parties”) do not guarantee the accuracy, completeness, 
timeliness or availability of the Content. S&P Dow Jones Indices Parties are not responsible for any errors or omissions, regardless of the 
cause, for the results obtained from the use of the Content. THE CONTENT IS PROVIDED ON AN “AS IS” BASIS. S&P DOW JONES 
INDICES PARTIES DISCLAIM ANY AND ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY 
WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE 
ERRORS OR DEFECTS, THAT THE CONTENT’S FUNCTIONING WILL BE UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE 
WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In no event shall S&P Dow Jones Indices Parties be liable to any party for any 
direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or losses 
(including, without limitation, lost income or lost profits and opportunity costs) in connection with any use of the Content even if advised of the 
possibility of such damages. 

Credit-related and other analyses, including ratings, are generally provided by affiliates of S&P Dow Jones Indices, including but not limited to 
Standard & Poor’s Financial Services LLC and Capital IQ, Inc. Such analyses and statements in the Content are statements of opinion as of 
the date they are expressed and not statements of fact. Any opinion, analyses and rating acknowledgement decisions (described below) are 
not recommendations to purchase, hold, or sell any securities or to make any investment decisions, and do not address the suitability of any 
security. S&P Dow Jones Indices does not assume any obligation to update the Content following publication in any form or format. The 
Content should not be relied on and is not a substitute for the skill, judgment and experience of the user, its management, employees, 
advisors and/or clients when making investment and other business decisions. S&P Dow Jones Indices LLC does not act as a fiduciary or an 
investment advisor. While S&P Dow Jones Indices has obtained information from sources they believe to be reliable, S&P Dow Jones Indices 
does not perform an audit or undertake any duty of due diligence or independent verification of any information it receives.]  

To the extent that regulatory authorities allow a rating agency to acknowledge in one jurisdiction a rating issued in another jurisdiction for 
certain regulatory purposes, S&P Ratings Services reserves the right to assign, withdraw or suspend such acknowledgement at any time and 
in its sole discretion. S&P Dow Jones Indices, including S&P Ratings Services disclaim any duty whatsoever arising out of the assignment, 
withdrawal or suspension of an acknowledgement as well as any liability for any damage alleged to have been suffered on account thereof.  

Affiliates of S&P Dow Jones Indices LLC may receive compensation for its ratings and certain credit-related analyses, normally from issuers or 
underwriters of securities or from obligors. Such affiliates of S&P Dow Jones Indices LLC reserve the right to disseminate its opinions and 
analyses. Public ratings and analyses from S&P Ratings Services are made available on its Web sites, www.standardandpoors.com (free of 
charge), and www.ratingsdirect.com and www.globalcreditportal.com (subscription), and may be distributed through other means, including via 
S&P Rating Services publications and third-party redistributors. Additional information about our ratings fees is available at 
www.standardandpoors.com/usratingsfees.  

S&P Dow Jones Indices keeps certain activities of its business units separate from each other in order to preserve the independence and 
objectivity of their respective activities. As a result, certain business units of S&P Dow Jones Indices may have information that is not available 
to other business units. S&P Dow Jones Indices has established policies and procedures to maintain the confidentiality of certain non-public 
information received in connection with each analytical process. 

In addition, S&P Dow Jones Indices provides a wide range of services to, or relating to, many organizations, including issuers of securities, 
investment advisers, broker-dealers, investment banks, other financial institutions and financial intermediaries, and accordingly may receive 
fees or other economic benefits from those organizations, including organizations whose securities or services they may recommend, rate, 
include in model portfolios, evaluate or otherwise address. 

http://www.standardandpoors.com/usratingsfees

