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Coupon Rate, Yield and Expected Returns on Fixed Income Securities
This commentary covers the concepts of coupon rate, yield and expected return on fixed income securities.

Currently, rates in the fixed income market are very low. As of September 13, the yield on the five-year
Treasury note was close to 1.5 percent. In a low-rate environment in particular, it is critical to
understand the differences between and the concepts of coupon rate, yield and expected return on fixed
income securities.

Coupon Rate vs. Yield

The coupon rate of a fixed income security tells you the annual amount of interest paid by that security.
For example, a Treasury bond with a coupon rate of 5 percent will pay you $50 per year per $1,000 of
face value of the bond. The coupon rate, however, tells you very little about the yield of the fixed
income security. For most securities, the yield is a good proxy for the return of the fixed income security
(that is, how much you can expect your wealth to increase if you purchase the security) and is a far more
meaningful piece of information than the coupon rate. To illustrate this, consider the following two
Treasury bonds:

s 8.875 petcent coupon, 2/2019 maturity
s 2.75 percent coupon, 2/2019 maturity

Both of these bonds mature around the same time, but they have enormous differences in coupon. One
is paying coupon interest of $88.75 per year per $1,000 of face value and the other is paying $27.50 per
year per $1,000 of face value, yet one trades at a yield of 2.40 percent and the other at a yield of

2.51 percent. This means they are priced in a way to provide essentially the same return. That is, you
have to pay significantly more to buy the bond with the relatively high coupon than you do to buy the
bond with the low coupon. The net result is that either purchase has essentially the same yield, or
expected return.

Yield vs. Expected Return

For most types of fixed income securities we purchase for our clients (for example, CDs, agency bonds
and high-grade municipal bonds), yield is a good approximation of the actual return they are expected to
earn. This is not true of all types of fixed income securities, however.

In particular, yield is not a good measure of the expected return for securities that have meaningful
default risk, such as high-yield bonds, because the standard yield calculation assumes all principal and
interest payments are certain to be received. The actual expected return for these types of fixed income
securities will always be significantly lower than the yield. This also means the yields of securities with
significant default risk cannot be meaningfully compared with the yields of securities with minimal
default risk.
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Summary

When considering fixed income alternatives, it is important to understand the concepts of coupon rate,
yield and expected return. Coupon rate is the annual rate of interest that the bond pays. Coupon rate,
however, is not nearly as important as the yield of the security. For most securities, the yield is a good
estimate of the return that the security will earn if it is held to maturity. For example, purchasing a bond
at a yield of 3 percent that has one year to maturity means the amount of money invested will grow by
3 percent over the next year, regardless of the coupon rate. For securities with material risk of default,
the yield always overstates the return that one can reasonably expect to earn.

*This material and any opinions contained are derived from sources believed to be reliable, but its accuracy and the opinions based thereon
are not guaranteed. The content of this publication is for general information only and is not intended to serve as specific financial,
accounting or tax advice. To be distributed only by a Registered Investment Advisor firm. Information regarding references to third-party
sites: Referenced third-party sites are not under our control, and we are not responsible for the contents of any linked site or any link
contained in a linked site, or any changes or updates to such sites. Any link provided to you is only as a convenience, and the inclusion of
any link does not imply our endorsement of the site.
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