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Chapter 02:

Risks Associated with Investing in Fixed Income Securities

INTRODUCTION 

A. The types of risk that an investor in fixed income securities is exposed to

1. Market, or interest-rate, risk

2. Reinvestment risk

3. Timing, or call, risk

4. Credit, or default, risk

5. Yield-curve, or maturity, risk

6. Inflation, or purchasing power, risk

7. Liquidity, risk

8. Exchange rate, or currency, risk

9. Volatility risk

10. Political or legal risk

11. Event risk

12. Sector risk

II. MARKET OR INTEREST-RATE RISK

A. For an investor who may have to sell the fixed income security before the maturity date, an increase in interest rates will mean the realization of a capital loss
1. This risk is referred to as market risk, or interest-rate risk, which is by far the biggest risk faced by an investor in the fixed income market

B. To control interest rate-risk, it is necessary to quantify it

1. The most commonly used measure of interest rate risk is duration

III. REINVESTMENT RISK

A. Cash flows received from a security are usually (or are assumed to be) reinvested

1. The variability in the returns from reinvestment from a given strategy due to changes in market rates is called reinvestment risk
B. Reinvestment risk is greater for
1. Longer holding periods

2. Securities with large, early cash flows such as high-coupon bonds

C. Interest-rate risk and reinvestment risk oppose each other

1. A strategy based on these two offsetting risks is called “immunization”

IV. TIMING OR CALL RISK

A. From the investor’s perspective, there are three disadvantages of the call provision
1. The cash flow pattern of a callable bond is not known with certainty
2. Because the issuer may call the bonds when interest rates have dropped, the investor is exposed to reinvestment rate risk
3. The capital appreciation potential of a bond will be reduced because the price of a callable bond may not rise much above the price at which the issuer may call the bond

B. Timing risk is so pervasive in fixed income portfolio management that many market participants consider it second only to interest-rate risk in importance
C. In the case of mortgage-backed securities
1. The cash flow depends on prepayments of principal made by the homeowners in the pool of mortgages that serves as collateral for the security

2. The timing risk in this case is called prepayment risk
a. Contraction risk — the risk that homeowners will prepay all or part of their mortgage when mortgage interest rates decline

b. Extension risk — the risk that prepayments will slow down when mortgage interest rates rise

V. CREDIT RISK OR DEFAULT RISK

A. Credit risk, or default risk, refers to the risk that the issuer of a fixed income security may default
B. Except for the lowest credit securities (known as “speculative grade” or “high-yield” or “junk bonds”), the investor is normally concerned more with the changes in the perceived credit risk and/or the cost associated with a given level of credit risk than with the actual event of default

VI. YIELD-CURVE OR MATURITY RISK

A. In many situations, a bond of a given maturity is used as an alternative to another bond of a different maturity

1. An adjustment is made to account for the differential interest-rate risks in the two bonds

2. This adjustment makes an assumption about how the interest rates (i.e. yields) at different maturities will move

3. Usually, a parallel shift assumption is made

4. To the extent that the yield movements deviate from this assumption, there is yield-curve or maturity risk

B. In general, yield-curve risk is more important in hedging situations than in pure investment decisions

C. Another situation where yield-curve risk should be considered is in the analysis of bond swap transactions where the potential incremental returns are dependent entirely on the parallel shift (or other equally arbitrary) assumption for the yield curve
VII. INFLATION OR PURCHASING POWER RISK

A. Inflation risk, or purchasing power risk, arises because of the variation in the value of cash flows from a security due to inflation, as measured in terms of purchasing power
B. For all but inflation-adjusted securities, adjustable- or floating-rate bonds, an investor is exposed to inflation risk because the interest rate the issuer promises to make is fixed for the life of the security

VIII. LIQUIDITY RISK

A. Liquidity risk is the risk that the investor will have to sell a bond below its true value where the true value is indicated by a recent transaction

B. The wider the bid-ask spread, the greater the liquidity risk

C. For investors who plan to hold a bond until maturity and need not mark a position to market, liquidity risk is not a major concern

D. An institutional investor who plans to hold an issue to maturity but is periodically marked to market is concerned with liquidity risk

IX. EXCHANGE RATE OR CURRENCY RISK

A. A nondollar-denominated bond (i.e., a bond whose payments occur in a foreign currency) has unknown U.S. dollar cash flows

1. The dollar cash flows are dependent on the foreign-exchange rate at the time the payments are received

B. In addition to the change in the exchange rate, an investor is exposed to the interest-rate, or market, risk in the local market
X. VOLATILITY RISK

A. The price of a bond with an embedded option depends on the level of interest rates and factors that influence the value of the embedded option

1. One of the factors is the expected volatility of interest rates
2. Specifically, the value of an option rises when expected interest-rate volatility increases
B. The risks that a change in volatility will adversely affect the price of a security is called volatility risk

XI. POLITICAL OR LEGAL RISK

A. The possibility of any political or legal actions adversely affecting the value of a security is known as political or legal risk

B. Investors who purchase tax-exempt municipal securities are exposed to two types of political risk that can be more appropriately called tax risk
a. The first type of tax risk is that the federal income tax rate will be reduced
b. The second type of tax risk is that a municipal bond issued as tax-exempt will eventually be declared taxable by the Internal Revenue Service
XII. EVENT RISK

A. Occasionally, the ability of an issuer to make interest and principal payments is seriously and unexpectedly changed by

1. A natural or industrial accident

2. A takeover or corporate restructuring

B. There are also spillover effects of event risk on other firms

XIII. SECTOR RISK

A. Bonds in different sectors of the market respond differently to environmental changes because of a combination of some or all of the above risks, as well as others

B. The possibility of adverse differential movement of specific sectors of the market is called sector risk

XIV. OTHER RISKS

A. In the marketplace, it is customary to combine almost all risks other than market risk (interest-rate risk) and refer to it as basis risk
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