Effects of bond pricing in relation to interest rate changes by the Federal Reserve.







The only variation to this would be what the ‘secondary market’ (resellers) would pay for the bond based on a Free Market System.  

The opposite would hold true if the Fed’s ‘lowered’ interest rates after purchasing the bond.  The price of the bond would be worth more since investors are willing to ‘pay a premium’ to purchase the higher yielding bond.  

Example:  The Fed’s lowered rates 1%-- the $10,000 bond paying 6% would now be worth a ‘premium’ and most likely sold around $12,000 thus yielding the current rate of ‘new issue bonds’ that are being issued at around 5%.

The key thing to note is that bond purchases are best made ‘prior’ to substantial interest rate reductions.  In doing so, investors would realize ‘gains’ in their bond values but only if sold.  On the other hand, long-term bonds should be avoided especially during ‘low interest rate’ environments which are subject to eventual changes (i.e. the Fed’s raising rates).

Other Key Bond Risk Factors:

1. Interest Rates

2. Time—Can heal all hurts but for Bonds it’s deadly.

3. Inflation

4. Company Risk

5. Government Risk (changes in laws that affect the company)

6. Technological Changes:  Can anyone say Cassette Tapes?

Company raises money by offering bonds to the public at a set interest rate with the ability to ‘call them’ (pay off the loans) at any time.  This feature helps them in low interest times and protects them in higher interest rate environments.





$10,000 GE Bond





Paying 6%  


Yields $600 Year Interest





Due Date 2039





Federal Reserve raises interest rates 1% to ‘cool’ the economy and prevent inflation.





GE Bond or comparable bond being issued by a ‘Blue Chip Company’ is now priced 1% higher due to the Fed’s rate increase.





$10,000


Paying 7%


 Yields $700 Year Interest        











Old 6% Interest Bond is still paying the 6% but if it was liquidated early the bond would only be  worth approximately $8,500 resulting in a loss of $1,500 of principal.  





By selling it at a loss, the new purchaser is still yielding 7% on their money just like purchasing the new 7% bond (noted on left)





$600 Interest / $8500= 7%








