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What is a bond?
Why invest in bonds?
How many types of bonds are there?

Asking questions is the best way to gain knowledge, but investors aren't always
sure where to find answers.

This small book offers simple, practical responses to some of the most commonly
asked questions about bonds. It will introduce you, in a user-friendly way, to the key
concepts that you need to know to make investment decisions that work for you.

We hope that you find this booklet useful and a first step toward improving your
financial knowledge.









What are bonds?

Bonds are basically loans. A company, state or government
issues bonds to raise money to fund expansion programs or
build schools and hospitals. The bond issuer agrees to pay its
investors periodic “fixed” interest payments (hence, the name
“fixed income”), while the loan is outstanding, and to pay back
the full loan at the end of the bond’s life (called maturity).




What is the history
of bonds?

Governments have been using bonds to raise funds for
centuries. While it's not entirely clear when the first bond was
issued and by whom, historians believe Venice was an early
innovator. To defend itself against war in the 1100s, Venice
“taxed” its citizens to build a fleet of ships, but unlike a regular
tax, the government promised to pay it back with interest.
And so the bond — or prestiti — was created.

Source: Goetzmann, William (2016). Money Changes Everything: How Finance Made
Civilization Possible. Princeton University Press.
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What are the main fixed
income asset classes?

* Government/Sovereign: They tend to have less risk than other
asset classes as governments have the ability to print more
money — albeit at a very high social and economic cost.

* Government-related: These quasi-government institutions
include agencies and local authorities.

* Corporate: Credit issued by companies, generally offering
investors a premium because lending to a company is usually
riskier than lending to a government.

* Securitized: These securities are backed by assets,
such as mortgages, auto loans and credit card debt.




What is a bond’s coupon?

A coupon is the yield, or annual interest payment, that the
bondholder receives from the bond from its issue date until it
matures. Coupons are normally described as the “coupon rate,’
which is calculated by adding the sum of coupons paid per year
and dividing it by the bond's face value. For example, if a bond
has a face value of $1,000 and a coupon rate of 5%, then it pays
total coupons, or interest, of $50 per year.



What is a bond yield?

Itis a bond's income return. Setting aside time and interest
rates, a bond yield equals the bond’s coupon. But since money
today is not worth the same as an I0OU in the future, yields
tend to be higher for longer-maturity bonds. This is because
investors generally demand a higher return for the higher risk
taken and for the effect of inflation, which will eat into the
principal’s value over time: A million dollars or euros may buy
you a dream home today — but probably not in

20 years’ time.




What is a negative
bond yield?

When economies face low growth and low inflation, investors
tend to favor bonds as they are usually seen as lower risk
assets. But increased demand raises bond prices and pushes
yields downward. At times, bond prices may rise so much
that their yields turn negative. When this happens, creditors
(investors) do actually pay borrowers (some governments) for
lending them money. This has been a feature of bond markets
over the past decade: Central banks have spent billions to
refloat economies through the purchase of bonds, which has
pushed bond yields in countries such as Germany and Japan

into negative levels.
What?



What determines the
price of a bond?

A bond’s market price is typically based on its features, such as quality, coupon
size and maturity. Like most products, high-quality bonds are usually more
expensive* than lower-quality bonds. After a new bond starts trading in the
market, investors will soon notice that bond prices move in the opposite direction
from interest rates: When rates rise, bond prices fall. All else held constant, bonds
sold in a lower interest rate environment will have lower coupons — making the
security less attractive relative to new bonds sold in a higher-rate environment.
The opposite happens when rates fall: The price of a bond issued in a higher-rate
enviroment will rise because it typically has a higher coupon.

*Since most bonds are issued at a par value of $1000, “expensive” may refer to the coupon of the bond, which
tends to be lower for bonds issued by higher credit quality issuers.

What?
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What is a spread?

A spread is the risk premium that investors demand, typically
measured over a base government bond yield, to compensate
for the risk taken. During volatile times, the spread of high
yield corporate bonds over the base government yield may

be significant. But, while this return may seem very attractive,
investors should understand that higher-yielding bonds often
have considerably higher risk.




What is duration?

Duration is a measure that helps us calculate how much a
bond price is expected to rise or fall given a change in interest
rates or in the bond’s yield. Duration is expressed in years and
tends to be linked to the maturity of a bond: Generally, longer-
dated bonds have longer duration, while shorter-dated bonds
have shorter durations. When interest rates are expected to fall,
investors tend to favor long-duration bonds because the effect
of the yield drop, and subsequent price increase, will likely be
much higher. The opposite happens when rates are expected to
rise: Investors may favor bonds with shorter durations to help
mitigate the negative effect of rising rates on bond prices.



What is credit quality?

Credit quality is the assessment of how trustworthy a bond
issuer is. The more likely it is that investors will receive their
money back, the higher a issuer’s credit quality. On the other
hand, companies whose perceived credit quality are usually
in the “speculative/high yield,” or bottom buckets of the credit
quality spectrum. These higher-risk companies will often pay
higher coupons to compensate investors for the risk they are
taking. Government bonds, on the contrary, usually pay lower
coupons because they are viewed as lower credit risks.




THE RISK AND RETURN OF DIFFERENT TYPES OF BONDS
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What is a yield curve?

Yield curves plot the yields of bonds with the same credit
quality but with different maturities. A healthy yield curve is
usually upward-sloping, as investors forecast economic growth
ahead and demand higher yields for longer-maturity bonds —
they want to be compensated for time and potential inflation
(which usually comes with higher growth). On the other side

of the spectrum, an inverted yield curve can sometimes signal
a recession ahead, as investors may believe the future is less
attractive or uncertain.
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What can go wrong with
a bond investment?

Issuers that cannot meet interest payments may default on the bond - the
worst outcome for a bond investor. In bankruptcy, bondholders have a higher
claim on assets than stockholders, however, struggling companies may not
be able to pay bondholders any or all of their principal back. This is why risk-
averse investors tend to prefer the higher-quality bonds — to reduce the risk
of default. Historically, the global corporate default rates tend to rise in weak
economic times and drop during expansionary phases. The default rate level,
though, has remained low over the past decade as low interest rates have
reduced corporate borrowing costs.




What is a ideal outcome
for bond investors?

Investors with bond portfolios should have an objective, so
meeting it and delivering on investors’ expectations is optimal.
Unlike stocks, from which investors typically expect capital
appreciation and dividends, bond portfolios may be designed
to meet other goals, such as capital preservation and steady
income generation.




What is active bond
management?

Active management is an investment strategy where the
portfolio manager invests with the goal of outperforming a
specific benchmark. In contrast, a passive manager will seek
to buy and hold a portfolio that represents a benchmark with
the goal of offering the same returns as that benchmark.
Because of the nature of bonds markets, as opposed to stock
markets, managers often say that they offer more opportunity
to find inefficiencies, potentially making bonds more suitable
for an active approach.







Why invest in bonds?

+ Capital preservation: Like any loan, the borrower/issuer promises to pay
back the principal amount.

* Income: The regular cash flows received in the form of periodic coupons
may help to plan future spending needs and liabilities.

* Diversification: A diversified portfolio may help reduce risk because if any
single asset class performs poorly, others may perform well.

* Inflation-protection: Certain bonds are linked to the expected inflation rate
which may provide a hedge against rising prices.

+ Capital appreciation: Depending on the economic and interest rate
environment, different types of bonds may offer the potential for capital
appreciation at different times, in the form of increasing bond prices.




Why not keep my
money in cash?

Individuals are sometimes tempted to keep the bulk of their
savings in cash or cash-equivalent investments (such as
Certificates of Deposit (CDs), money market accounts and bank
accounts) to reduce the risk losing their money. However, the
purchasing power of cash diminishes with rising inflation.

Also, cash and cash equivalents usually offer a low return.



Why do bonds
traditionally offer lower
returns than stocks?

Bonds are in principle safer than stocks because the borrower
has committed to return the principal. With stocks, investors may
put $100 of equity into a company, but they may lose it all if the
company goes bankrupt, but bondholders, by law, will be paid
first and may get everything that the company has left. Investors
therefore demand higher return to hold stocks, often making
them more profitable. This, of course, doesn't always hold: In
recessionary environments bonds tend to outperform equities.




Why might bonds be
considered more complex?

Bonds have multiple sources of return, including their coupon,
duration and spread moves, whereas stocks' returns are
usually driven by a company’s growth and earnings outlook.
Some companies, for instance, may only have one class of
common stock outstanding, but can have many different
issuances of different types of bonds, all with different
maturities, coupons. This may make their analysis more
difficult because more factors, other than the company’s

outlook, may have to be considered.



Why do I see less media
coverage about bond?

You may feel as if you hear and see more about stocks than
bonds in the news. This may be due to the inherent complexity
of the bond market, and also because most bonds trade over
the counter (directly between investors or brokers), as opposed
to equities, which mostly trade on organized exchanges —
making them easier to track. Also, the price moves of bonds
tends to be less dramatic, which may make them

less “newsworthy.”




How are bonds linked
to interest rates?

Interest rates are the price of money — the result of the supply
of capital offered by lenders and the demand of capital put
forward by borrowers. The resulting base interest rate sets the
tone throughout financial markets, making companies adjust
the coupons they pay to be in line with the ongoing interest rate
level, more or less. Since coupons can be one of the biggest
components of a bond's return, the level of interest rates is
crucial. Large interest rate moves can have a big effect on a
bond price if the duration of the bond is not the optimal.



Why has it been said that
“bonds see it first”?

Historically, bond markets have signaled an approaching
recession months before equity markets. This happens because
bonds tend to reflect the present health of an issuer, mostly
through a company’s balance sheet, while stock prices are
representative of future cash flows. This may make bonds
quicker to react if the present situation is less than positive.

As lenders, bond investors function like a bank, and as such,
may anticipate if a company is struggling financially.




Is the bond market bigger
than the stock market?

In the U.S, the stock market has a total market capitalization

of over $30 trillion, less than the $40 trillion of total debt owed
through bonds. This is due to the fact that governments issue
bonds, not stocks, and also because bond financing tends to be
cheaper than equity issuance, so more companies may choose
to raise funds in the bond market.



Why does the bond market
tend to be less liquid than
the stock market?

The bond market has always been less liquid because of the difficulty of
matching bonds with the exact same characteristics, since bonds can vary so
much in terms of maturity, coupon, duration and credit quality. Also, following
the global financial crisis, new regulations have made it more difficult for
financial institutions to trade risky assets. While the move, aimed at preventing
another banking crisis, has indeed improved banks’ buffers, it has also led to a
reduction of some banks' bond trading desks, reducing overall market liquidity.







How do I invest in bonds?

Bond investors can choose from many different investment
strategies, depending on the role or roles that bonds will play in
their investment portfolios. Investors may buy individual bonds
and hold them until they mature. Or, they may also consider
bond funds. These are mutual funds or exchange-traded funds
that usually invest in a variety of bonds, such as corporate,
Treasury, or high yield bonds. For a low investment minimum
ranging from a few hundred to a few thousand dollars, bond
funds allow individuals to invest in a whole range of bonds,
managed by professional investment managers.




How do I decide which bond
funds to invest in?

Each investor must determine how much risk they are comfortable

with — their risk tolerance level. It is generally advised to match one's
investment goals with bonds that can help meet those goals. For example,

if an investor's main goal is to fund their immediate living expenses, an
allocation to liquid, cash and cash-like strategies may be appropriate.

For more mid-term or long-term goals, such as children’s education and
retirement, government and corporate bonds may provide the income needed.
Finally, for goals and objectives that are more aspirational, a higher-risk
strategy may be suitable as long as the investor is comfortable with that risk.



How do professional managers
run their portfolios?

A top-down and a bottom-up focus are two of the best-known investment
approaches. A top-down approach offers a big-picture, macroeconomic view
that helps bond managers see the general direction of macro trends such as
interest rates and inflation. Top-down is usually combined with a bottom-up
approach, which typically takes a deep dive into the financial health of the
individual companies issuing the bonds to assess if they are positioned to
handle the macro forces that may be coming their way.




How do I assess overall risk
and opportunity in different
types of bonds?

All investments carry some degree of risk. These risks include the possibility
that an investor will lose the money they invested if a bond defaults. Investors
generally require more return potential to take on more risk, although the
correlation of risk and return is not always perfect — sometimes significant
levels of risk deliver dismal returns. One of the measures that investors use
to assess the relationship between risk and return is the Sharpe ratio, which
quantifies the return earned per unit of risk taken. Investors may favor bonds

with high Sharpe ratios.



How do I make or lose
money in bonds?

* Coupon: The coupon is the periodic interest payment investors receive.

« Duration: Duration can enhance gains (if you have long duration when
rates fall) or exacerbate losses (if you have long duration when rates rise).

« Spread: If the corporate, asset-backed or emerging market bonds improve
their credit quality, the spread that investors demand to compensate for risk
will fall — since the spread is part of a bond's total yield, falling yields will lift
bond prices. The opposite will also happen: Rising spreads will lead to losses
as bond prices fall.

* Foreign exchange: When investing abroad, investors are exposed to the rise
or fall of foreign currencies.
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How can I assess
and balance credit
risk in my portfolio?

Independent credit rating services assess the credit quality,

or credit risk, of bond issuers and publish credit ratings that not
only help investors evaluate risk, but also help determine how
much investors should be paid as compensation. An issuer with
a high credit rating may issue bonds with a lower coupon than
one with a low credit rating. Again, investors who purchase bonds
from issuers low credit ratings can potentially earn higher returns,
but they must bear a higher degree of risk.




How can I preserve
my money?

Investors interested in capital preservation — or in maintaining
the value of an investment — may consider lower risk
investments, such as CDs, money market accounts and bank
accounts, at the expense of a low return potential. Certain types
of bonds have historically been relatively stable investments
likely more capable of preserving investors’ money. However,
there are no guarantees that bonds will deliver a positive return
or that they will not lose money.

How?




How can I generate income?

Most bonds provide the investor with “fixed” income. On a set schedule,
whether quarterly, twice a year or annually, the bond issuer sends the
bondholder an interest payment, which can be spent or reinvested in other
bonds. Stocks may also provide income through dividend payments, but
companies make dividend payments at their discretion, while bond issuers are
obligated to make coupon payments.




How can I achieve capital gains?

Bond prices don't tend to move as much as equity prices, but some

higher-risk bonds have some equity-like features. For instance, high yield
bonds have a higher correlation to equities because their prices depend more
on the uniqgue business fundamentals of the underlying issuer and their spread
(the premium investors demand to compensate for the security’s specific risk)
than on underlying economic fundamentals. In this sense, significant spread
compression can lead to hefty gains — as much as spread widening can lead
to losses. Sovereign debt can also rally in risk-off environments when rates
drop, and provide substantial gains for investors with long-duration positions.



How do I balance a
bond portfolio?

Diversification is one of the main techniques to reduce risk. However,

some investors favor a “barbell” approach, owning securities in almost two
opposite poles of the risk spectrum: lower risk government debt combined
with higher-risk corporate credit. While the strategy provides certain balance,
the loss of the higher risk credit securities may not be entirely offset by the
government bonds in a sharp sell-off. Some investors prefer to balance
portfolios by spreading maturities and risk more evenly across the spectrum.
Having a mixture of credit quality, industry and geographic exposure may
also enhance diversification.




How can bonds help me
when markets are volatile?

Because of their low correlations to stocks, bonds, particularly
core bonds, have been less volatile than stocks, This
diversification benefit can help lessen the impact of volatility
on an overall portfolio. Importantly, some types of bonds have
more risk than other types, which make them more volatile.
High yield bonds, for example, are issued by entities with lower
credit ratings, making them riskier than higher-quality bonds.



How often should
I check and/or change
my investments?

Scrutinizing every fluctuation in the market or in the value of an
investment can create anxiety. Instead, investors may consider
reviewing performance and making any adjustments regularly,
such as annually or quarterly. It is important to keep in mind,
however, that a disciplined approach to a long-term investment
strategy may yield the best results.




How can I learn more
about the bond market?

There is no end of available information on investing, from
educational content to current analysis. The challenge is

finding reliable, relatable sources. Individuals who would like

to continue their education journey with PIMCO can visit
pimco.com/marketintelligence — an educational platform
designed to help investors better understand the financial world.
PIMCO also regularly publishes the views of portfolio managers
on our website. Investors can also follow leading institutions
such as the U.S. Federal Reserve and the International

Monetary Fund.



All investments contain risk and may lose value. Investing in the bond market is subject to risks, including
market, interest rate, issuer, credit, inflation risk, and liquidity risk. The value of most bonds and bond strategies
are impacted by changes in interest rates. Bonds and bond strategies with longer durations tend to be more
sensitive and volatile than those with shorter durations; bond prices generally fall as interest rates rise, and

low interest rate environments increase this risk. Reductions in bond counterparty capacity may contribute to
decreased market liquidity and increased price volatility. Bond investments may be worth more or less than
the original cost when redeemed. Currency rates may fluctuate significantly over short periods of time and
may reduce the returns of a portfolio. Investing in foreign-denominated and/or -domiciled securities may
involve heightened risk due to currency fluctuations, and economic and political risks, which may be enhanced
in emerging markets. Sovereign securities are generally backed by the issuing government. Obligations of U.S.
government agencies and authorities are supported by varying degrees, but are generally not backed by the full
faith of the U.S. government. Portfolios that invest in such securities are not guaranteed and will fluctuate in
value. High yield, lower-rated securities involve greater risk than higher-rated securities; portfolios that invest
inthem may be subject to greater levels of credit and liquidity risk than portfolios that do not. Inflation-linked
bonds (ILBs) issued by a government are fixed income securities whose principal value is periodically adjusted
according to the rate of inflation; ILBs decline in value when real interest rates rise. Treasury Inflation-Protected
Securities (TIPS) are ILBs issued by the U.S. government. Certain U.S. government securities are backed by
the full faith of the government. Obligations of U.S. government agencies and authorities are supported by
varying degrees but are generally not backed by the full faith of the U.S. government. Portfolios that invest in
such securities are not guaranteed and will fluctuate in value. Equities may decline in value due to both real and
perceived general market, economic and industry conditions. Diversification does not ensure against loss.

The credit quality of a particular security or group of securities does not ensure the stability or safety of an overall
portfolio. The quality ratings of individual issues/issuers are provided to indicate the credit-worthiness of such
issues/issuer and generally range from AAA, Aaa, or AAA (highest) to D, C, or D (lowest) for S&P, Moody's, and
Fitch respectively.
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PIMCO as a general matter provides services to qualified institutions, financial intermediaries and institutional investors. Individual investors should
contact their own financial professional to determine the most appropriate investment options for their financial situation. This is not an offer to any
person in any jurisdiction where unlawful or unauthorized. | Pacific Investment Management Company LLC, 650 Newport Center Drive, Newport
Beach, CA 92660 is regulated by the United States Securities and Exchange Commission. | PIMCO Europe Ltd (Company No. 2604517, 11 Baker
Street, London W1U 3AH, United Kingdom) is authorised and regulated by the Financial Conduct Authority (FCA) (12 Endeavour Square, London
E201JN) in the UK. The services provided by PIMCO Europe Ltd are not available to retail investors, who should not rely on this communication but
contact their financial adviser. | PIMCO Europe GmbH (Company No. 192083, SeidIstr. 24-24a, 80335 Munich, Germany), PIMCO Europe GmbH
Italian Branch (Company No. 10005170963, Corso Vittorio Emanuele II, 37/Piano 5, 20122 Milano, Italy), PIMCO Europe GmbH Irish Branch
(Company No. 909462, 57B Harcourt Street Dublin D02 F721, Ireland), PIMCO Europe GmbH UK Branch (Company No. FC037712, 11 Baker
Street, London W1U 3AH, UK), PIMCO Europe GmbH Spanish Branch (N.I.F. W2765338E, Paseo de la Castellana 43, Oficina 05-111, 28046
Madrid, Spain) and PIMCO Europe GmbH French Branch (Company No. 918745621 R.C.S. Paris, 50-52 Boulevard Haussmann, 75009 Paris,
France) are authorised and regulated by the German Federal Financial Supervisory Authority (BaFin) (Marie- Curie-Str. 24-28, 60439 Frankfurt

am Main) in Germany in accordance with Section 15 of the German Securities Institutions Act (WplG). The Italian Branch, Irish Branch, UK Branch,
Spanish Branch and French Branch are additionally supervised by: (1) Italian Branch: the Commissione Nazionale per le Societa e la Borsa (CONSOB)
(Giovanni Battista Martini, 3 - 00198 Rome) in accordance with Article 27 of the Italian Consolidated Financial Act; (2) Irish Branch: the Central Bank
of Ireland (New Wapping Street, North Wall Quay, Dublin 1D01 F7X3) in accordance with Regulation 43 of the European Union (Markets in Financial
Instruments) Regulations 2017, as amended; (3) UK Branch: the Financial Conduct Authority (FCA) (12 Endeavour Square, London E20 TJN); (4)
Spanish Branch: the Comisién Nacional del Mercado de Valores (CNMV) (Edison, 4, 28006 Madrid) in accordance with obligations stipulated in
articles 168 and 203 to 224, as well as obligations contained in Tile V, Section | of the Law on the Securities Market (LSM) and in articles 111,114 and
117 of Royal Decree 217/2008, respectively and (5) French Branch: ACPR/Banque de France (4 Place de Budapest, CS 92459, 75436 Paris Cedex 09)
inaccordance with Art. 35 of Directive 2014/65/EU on markets in financial instruments and under the surveillance of ACPR and AMF. The services
provided by PIMCO Europe GmbH are available only to professional clients as defined in Section 67 para. 2 German Securities Trading Act (WpHG).
They are not available to individual investors, who should not rely on this communication. | PIMCO (Schweiz) GmbH (registered in Switzerland,
Company No. CH-020.4.038.582-2, Brandschenkestrasse 41 Zurich 8002, Switzerland). The services provided by PIMCO (Schweiz) GmbH are
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