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Module-1: Basics Fixed Income Markets 
 

Question: What is the Buy Side in finance? 

Answer: The Buy Side refers to firms or individuals that are in the business of purchasing financial 

securities and assets. This includes mutual funds, hedge funds, pension funds, and individual 

investors. The primary goal for buy-side firms is to invest in securities that will increase in value or 

provide stable income to meet the financial objectives of their clients. 

Question: What is the Sell Side in finance? 

Answer: The Sell Side refers to firms that sell financial products, research, and services. This includes 

investment banks, commercial banks, and brokerage firms. They provide services such as 

underwriting, selling securities to the public, and trading on their own accounts. They also often 

produce research reports aimed at the buy-side firms. 

Question: What is the main objective of Buy Side firms? 

Answer: The main objective of Buy Side firms is to maximize returns for their investors. They engage 

in thorough research, analysis, and use various investment strategies to achieve this goal. They 

generally have a longer-term investment horizon. 

Question: What is the main objective of Sell Side firms? 

Answer: Sell Side firms aim to facilitate trading and generate fees from the services they provide. 

This can include trading commissions, underwriting fees, and other types of fees related to financial 

transactions. 

Question: Do Buy Side and Sell Side firms interact? 

Answer: Yes, they often interact. Buy Side firms often rely on Sell Side firms for research and access 

to securities. They may purchase securities through sell-side brokerage services or participate in 

initial public offerings (IPOs) and other transactions facilitated by investment banks. 

Question: Can you give an example of a Buy Side and Sell Side interaction? 

Answer: Certainly! Let's say a mutual fund (Buy Side) is interested in purchasing shares of a tech 

startup that is going public. An investment bank (Sell Side) is underwriting the IPO. The mutual fund 

may rely on the investment bank's research to evaluate the tech startup and then decide to purchase 

shares through the investment bank during the IPO. 

Question: What kinds of skills are generally needed on the Buy Side? 

Answer: People working on the Buy Side often require strong analytical skills, expertise in financial 

modeling, and a deep understanding of various industries and investment strategies. Decision-

making skills are also highly valued since they're directly involved in investment choices. 

Question: What kinds of skills are generally needed on the Sell Side? 

Answer: On the Sell Side, strong communication skills are crucial for sales and client relationship 

roles. Analytical skills are also important, especially for those involved in research, trading, and 

underwriting. Expertise in deal structuring is another important skill. 

Question: How does compensation differ between Buy Side and Sell Side? 
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Answer: While this can vary widely depending on the specific roles and firms, Buy Side professionals 

often have a compensation structure that is more closely tied to the performance of the investments 

they manage. Sell Side professionals may receive a salary plus bonuses, which could be tied to the 

revenue or profits generated by their business unit. 

Question: Is it common for professionals to move between Buy Side and Sell Side? 

Answer: It is relatively common for professionals to move between the Buy Side and Sell Side during 

their careers. The skills acquired in one area can often be transferable to the other. For example, 

someone with deep analytical and research skills developed on the Sell Side might move to the Buy 

Side to focus on investment decision-making. 

Question: What is the Buy Side in the context of the Fixed Income Market? 

Answer: The buy side refers to the part of the financial market involved in the purchase of securities, 

including bonds and other fixed income assets. Buy-side firms include mutual funds, hedge funds, 

and institutional investors like pension funds. These entities seek to invest in fixed income securities 

to achieve specific investment objectives such as capital preservation, income generation, or 

portfolio diversification. 

Question: What is the Sell Side in the context of the Fixed Income Market? 

Answer: The sell side refers to the part of the financial market involved in the creation, marketing, 

and selling of fixed income securities. Sell-side firms include investment banks, broker-dealers, and 

other financial institutions that underwrite and sell bonds. They typically act as intermediaries 

between issuers of bonds, such as corporations or governments, and the buy-side firms. 

Question: What are the primary responsibilities of Buy-Side firms in Fixed Income Markets? 

Answer: The primary responsibilities of buy-side firms in the fixed income markets include 

researching various bonds, assessing their risk and return profiles, and purchasing those that best fit 

their investment strategy. They actively manage portfolios to meet the investment goals of their 

clients, which can range from generating regular income to preserving capital. 

Question: What are the primary responsibilities of Sell-Side firms in Fixed Income Markets? 

Answer: Sell-side firms in the fixed income markets are mainly responsible for underwriting new 

bond issues, setting their prices, and selling them to investors. They also provide market-making 

services, where they buy and sell bonds to provide liquidity in the market. Additionally, sell-side 

analysts may publish research reports about various fixed income securities to assist investors in 

making informed decisions. 

Question: How do Buy-Side and Sell-Side firms interact in the Fixed Income Market? 

Answer: Buy-side and sell-side firms interact in various ways. One common interaction is through 

primary market activities where sell-side firms underwrite and sell new bond issues to buy-side 

investors. In the secondary market, sell-side firms often act as market makers, providing liquidity by 

buying and selling bonds that buy-side firms wish to trade. 

Question: Can you give an example of a Buy-Side firm’s activities in the Fixed Income Market? 

Answer: Certainly. Imagine a pension fund that has an investment objective of generating steady 

income for its beneficiaries. The fund's portfolio manager might analyze various types of bonds, such 

as government, municipal, or corporate bonds. After careful analysis, they decide to purchase a set 
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of corporate bonds that offer a good balance of risk and return. This is a typical buy-side activity in 

the fixed income market. 

Question: Can you give an example of a Sell-Side firm’s activities in the Fixed Income Market? 

Answer: Sure. Let's consider an investment bank that is underwriting a new issue of municipal bonds 

for a city looking to raise funds for infrastructure projects. The investment bank will determine the 

structure of the bond, including its interest rate and maturity, and will then market and sell these 

bonds to interested investors, which are often buy-side firms. This is a typical sell-side role in the 

fixed income market. 

Question: How do Buy-Side firms evaluate Fixed Income Securities? 

Answer: Buy-side firms typically have research teams that evaluate fixed income securities based on 

various factors like yield, credit risk, liquidity, and duration. They may use quantitative models to 

simulate different economic scenarios and assess how the bonds will perform. The objective is to 

identify securities that align well with their investment goals and risk tolerance. 

Question: How do Sell-Side firms support liquidity in the Fixed Income Market? 

Answer: Sell-side firms act as market makers in the fixed income market, which means they are 

willing to buy and sell bonds even when there are not immediate buyers or sellers. By doing so, they 

provide liquidity, making it easier for buy-side firms to execute trades without significantly impacting 

the market price of the bonds. 

Question: How is technology impacting the Buy-Side and Sell-Side in the Fixed Income Market? 

Answer: Technology is playing an increasingly important role for both buy-side and sell-side firms in 

the fixed income market. Advanced algorithms and trading platforms enable quicker and more 

efficient execution of trades. Data analytics tools help firms in their research and risk assessment. 

Furthermore, regulatory compliance and reporting have also become more streamlined thanks to 

technology. This is making the market more transparent and efficient for all participants. 

Question: What is the role of asset managers in the fixed income market? 

Answer: Asset managers play a crucial role in the fixed income market by managing portfolios of 

bonds and other fixed income securities for individual and institutional investors. They make 

decisions about which bonds to buy or sell based on factors like credit risk, interest rates, and yield, 

aiming to achieve the investment objectives set by their clients. 

Question: How do asset managers add value in the fixed income market? 

Answer: Asset managers add value by conducting rigorous analysis of various fixed income 

instruments like government bonds, corporate bonds, and municipal bonds. They assess credit risks, 

yields, and market trends to identify the best opportunities for investment. They also manage risk 

through diversification, selecting bonds with different credit ratings, maturities, and sectors to create 

a balanced portfolio. 

Question: What kinds of clients do asset managers serve in the fixed income market? 

Answer: Asset managers in the fixed income market serve a variety of clients including individual 

investors, pension funds, insurance companies, and mutual funds. Each type of client may have 

different risk tolerances and investment objectives, requiring customized fixed income strategies. 
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Question: How do asset managers decide which fixed income securities to invest in? 

Answer: Asset managers use a range of analytical tools and methodologies to decide which fixed 

income securities to invest in. This can include credit analysis to evaluate the issuer's ability to meet 

their obligations, yield curve analysis to identify opportunities in different maturities, and 

macroeconomic analysis to gauge the impact of broader economic trends on fixed income markets. 

Question: Can you provide an example to explain how asset managers operate in the fixed income 

market? 

Answer: Certainly. Let's say a pension fund wants to invest $10 million in a diversified fixed income 

portfolio with moderate risk. The asset manager may allocate this sum across various types of bonds: 

40% in U.S. Treasury bonds, 30% in investment-grade corporate bonds, 20% in municipal bonds, and 

10% in higher-yielding, but riskier, junk bonds. The asset manager continually monitors these 

holdings, ready to make adjustments based on changing market conditions. 

Question: How do asset managers work with other financial intermediaries in the fixed income 

market? 

Answer: Asset managers often collaborate with investment banks, brokers, and other financial 

institutions to source bonds and gain market insights. Investment banks may underwrite new issues 

of bonds, which asset managers may choose to include in their portfolios. Brokers facilitate the 

buying and selling of bonds on secondary markets. 

Question: What are the fees associated with asset management in the fixed income market? 

Answer: Asset managers typically charge a fee based on the assets under management (AUM). This 

fee can be a fixed percentage, often ranging from 0.2% to 1% of the total AUM per annum. Some 

asset managers may also charge performance-based fees if the portfolio outperforms a specific 

benchmark. 

Question: How do asset managers mitigate risk in fixed income portfolios? 

Answer: Asset managers use diversification, credit analysis, and duration management to mitigate 

risk. They diversify by investing in bonds from different issuers, sectors, and maturities. They use 

credit analysis to assess the financial stability of bond issuers, and they manage duration to align the 

portfolio's sensitivity to interest rate changes with the client's risk tolerance. 

Question: What is the impact of interest rate changes on the role of asset managers in the fixed 

income market? 

Answer: Interest rate changes significantly impact bond prices. When interest rates rise, bond prices 

generally fall, and vice versa. Asset managers must continually assess the interest rate environment 

and may need to adjust the portfolio's composition to mitigate risks or capitalize on opportunities 

presented by shifting rates. 

Question: How do asset managers report performance in the fixed income market? 

Answer: Asset managers usually provide clients with regular performance reports that outline the 

portfolio's yield, total return, and comparisons to relevant benchmarks. These reports help clients 

understand how well the asset manager is meeting their investment objectives and whether any 

adjustments need to be made to the fixed income strategy. 

Question: What is an index in the context of the fixed income market? 
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Answer: An index in the fixed income market is a statistical measure that represents the 

performance of a specific group of bonds or debt securities. It is used as a benchmark to gauge the 

overall health of the fixed income market, compare individual investment performance, and guide 

investment decisions. 

Question: What is the purpose of an index in fixed income markets? 

Answer: The primary purpose of an index in fixed income markets is to provide investors, analysts, 

and portfolio managers with a tool for measuring the overall performance of a particular segment of 

the bond market. It serves as a reference point for evaluating the returns on individual bonds or 

fixed-income portfolios.  

Question: How is a fixed income index constructed? 

Answer: A fixed income index is usually constructed by selecting a representative sample of bonds 

that share certain characteristics such as maturity, credit quality, and issuer type. These bonds are 

then weighted based on factors like market capitalization or outstanding issue size to create an index 

that reflects the larger market. 

Question: Can you give an example of a well-known fixed income index? 

Answer: Certainly, the Bloomberg Barclays U.S. Aggregate Bond Index is a well-known fixed income 

index. It tracks the performance of U.S. investment-grade bonds and is often used as a benchmark by 

mutual funds and individual investors. 

Question: How do investors use fixed income indices? 

Answer: Investors use fixed income indices to benchmark the performance of their own portfolios, 

assess market conditions, and identify potential investment opportunities. Indices can also be used 

to construct index-tracking funds, which aim to replicate the performance of a particular index. 

Question: Are fixed income indices only focused on government bonds? 

Answer: No, fixed income indices can cover a wide range of debt securities including corporate 

bonds, municipal bonds, and mortgage-backed securities, in addition to government bonds. Different 

indices may focus on specific sectors of the fixed income market. 

Question: Can fixed income indices be used for risk assessment? 

Answer: Yes, fixed income indices can serve as a tool for risk assessment. By analyzing the historical 

volatility and other risk metrics of an index, investors can get an idea of the level of risk associated 

with investing in a specific segment of the fixed income market. 

Question: Are there any international fixed income indices? 

Answer: Yes, there are international fixed income indices that track the performance of bonds from 

multiple countries. Examples include the J.P. Morgan Emerging Markets Bond Index (EMBI) and the 

Bloomberg Barclays Global Aggregate Bond Index. 

Question: How are fixed income indices updated? 

Answer: Fixed income indices are regularly updated to reflect new issuances, maturities, and other 

market changes. The frequency of updates depends on the index provider but could be daily, weekly, 

or monthly. 
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Question: What are the limitations of using a fixed income index? 

Answer: Some limitations of using a fixed income index include the potential for sampling error, the 

lack of granularity for sub-sectors within the fixed income market, and the inability to account for 

individual investment objectives or risk tolerances. Indices are generally backward-looking and may 

not always accurately predict future performance. 

Question: What are Credit Rating Agencies? 

Answer: Credit Rating Agencies (CRAs) are organizations that assess the creditworthiness or default 

risk associated with debt-issuing entities. These can be corporations, municipalities, or even 

countries. In the context of the fixed income market, CRAs play a crucial role in evaluating the risk 

associated with bonds and other debt securities. 

Question: How do Credit Rating Agencies gather information? 

Answer: CRAs collect data from multiple sources, including financial statements, industry data, and 

macroeconomic indicators. They may also consider governance factors, market positions, and other 

qualitative aspects of the issuer. All of this information is used to conduct a comprehensive analysis 

of an issuer's financial stability. 

Question: What are the most prominent Credit Rating Agencies? 

Answer: The three most well-known CRAs are Standard & Poor's (S&P), Moody's, and Fitch Ratings. 

These agencies are considered the "Big Three" and dominate the market globally. They are widely 

used by investors in the fixed income market to assess the risk of different debt securities. 

Question: How do CRAs express their credit ratings? 

Answer: Each agency has its own rating scale. For example, S&P uses ratings like AAA, AA, A, BBB, 

etc., where AAA is the highest rating indicating minimal credit risk, and D is the lowest, indicating 

default. Moody's uses a similar but slightly different scale like Aaa, Aa, A, Baa, etc. These ratings are 

used by investors in the fixed income market to gauge the risk associated with bonds and other debt 

instruments. 

Question: How do Credit Rating Agencies make money? 

Answer: CRAs usually generate revenue by charging fees to the entities they rate, known as "issuer-

pays" model. They may also offer subscription services to investors who want to access their 

research reports and ratings.  

Question: What impact do Credit Ratings have on the Fixed Income Market? 

Answer: Credit ratings significantly influence the fixed income market. Higher-rated bonds are 

generally considered less risky, attracting more investors and thus usually offering lower yields. 

Lower-rated bonds, considered riskier, offer higher yields to attract investors willing to take on more 

risk. Credit ratings can also affect the overall trading volume and liquidity of particular debt 

securities. 

Question: Are there criticisms of Credit Rating Agencies? 

Answer: Yes, CRAs have faced criticism for various reasons, such as conflicts of interest arising from 

the "issuer-pays" model and inaccuracies in ratings, which have sometimes led to financial crises. For 
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instance, many CRAs gave high ratings to mortgage-backed securities before the 2008 financial crisis, 

contributing to the problem. 

Question: How do investors use Credit Ratings in portfolio management? 

Answer: Investors often use credit ratings as a starting point in the due diligence process for selecting 

bonds and other fixed-income securities. A diversified portfolio might include a mix of bonds with 

different credit ratings to balance risk and return. Some investment mandates also specify minimum 

credit rating requirements for the bonds that can be included in a portfolio. 

Question: Can Credit Ratings change over time? 

Answer: Yes, credit ratings are not static. CRAs periodically review and update ratings based on the 

latest financial information and other relevant factors. This can result in either an upgrade or 

downgrade, impacting the fixed income market accordingly. 

Question: Can individuals also have credit ratings? 

Answer: While CRAs primarily focus on rating entities like corporations and governments, individual 

consumers have credit scores, which serve a similar purpose on a personal level. These are not 

usually relevant in the fixed income market but are crucial for personal finance matters like loans and 

mortgages. 

Question: What is cashflow generation in fixed income? 

Answer: Cashflow generation in fixed income refers to the periodic income or returns that an 

investor receives from holding fixed-income securities like bonds or certificates of deposit (CDs). 

Fixed-income securities typically make regular interest payments to the investor, and these payments 

represent the cashflows generated by these instruments. In addition to interest payments, the 

principal amount is returned at maturity, adding another cashflow component. 

Question: How are cashflows different in fixed income securities compared to equities? 

Answer: Fixed income securities usually provide predictable and periodic cashflows in the form of 

interest payments. The amount and timing of these payments are typically laid out in the terms of 

the security. Equities, on the other hand, do not guarantee any cashflows. While some stocks pay 

dividends, these are not contractual obligations and can be altered or suspended by the company at 

any time. Therefore, cashflows in fixed income are generally more predictable than those in equities. 

Question: What is the significance of yield in fixed income cashflows? 

Answer: Yield is a measure of the annualized rate of return on a fixed income security, and it plays a 

vital role in determining the cashflows one can expect. Yield takes into account not just the interest 

payments but also any difference between the purchase price and the face value of the security. A 

higher yield indicates higher cashflows, assuming no default by the issuer. 

Question: What is a coupon rate and how does it affect cashflows? 

Answer: The coupon rate is the annual interest rate paid on a bond, expressed as a percentage of the 

face value. For example, if a bond has a face value of $1,000 and a coupon rate of 5%, the investor 

would receive $50 in interest per year. This coupon rate is central to determining the periodic 

cashflows an investor can expect from holding the bond. 

Question: What is the role of maturity date in fixed income cashflows? 
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Answer: The maturity date of a fixed income security is the date on which the principal amount is 

returned to the investor. This is an important aspect of cashflow generation because not only does it 

mark the final interest payment, but it also returns the original investment, contributing significantly 

to the total cashflows an investor receives. 

Question: How do floating-rate bonds differ in cashflow generation compared to fixed-rate bonds? 

Answer: Floating-rate bonds have variable interest payments that are tied to an underlying index, 

such as LIBOR. This means the cashflows from a floating-rate bond can change over time. Fixed-rate 

bonds, on the other hand, offer constant cashflows as they pay a fixed interest rate throughout their 

lifetime. Floating-rate bonds might be more appealing to investors expecting interest rates to rise, as 

this would increase their cashflows. 

Question: Can you explain the concept of a zero-coupon bond in terms of cashflow? 

Answer: A zero-coupon bond does not make periodic interest payments. Instead, it is issued at a 

discount to its face value and matures at that face value. The difference between the purchase price 

and the maturity value constitutes the cashflow from the bond. Essentially, the only cashflow 

generated comes at the maturity date when the principal is returned. 

Question: What impact does the credit rating have on fixed income cashflows? 

Answer: The credit rating of a bond issuer is an assessment of its creditworthiness or ability to meet 

its financial obligations. Bonds with higher credit ratings are considered safer but usually offer lower 

yields. Lower-rated bonds offer higher yields but come with greater risk, including the risk of default. 

A default would disrupt the expected cashflows, potentially resulting in a loss for the investor. 

Question: How does market volatility affect fixed income cashflows? 

Answer: Market volatility generally has less impact on the cashflows of fixed income securities than 

it does on equities. This is because, barring default, the issuer is contractually obligated to make the 

agreed-upon interest payments and return the principal at maturity. However, market volatility can 

affect the market price of the security, which would be relevant if an investor decides to sell before 

maturity. 

Question: Can you provide a simple example to illustrate fixed income cashflows? 

Answer: Certainly. Imagine you purchase a 5-year bond with a face value of $1,000 and a 4% annual 

coupon rate. Every year for 5 years, you would receive $40 (4% of $1,000) as an interest payment. 

These are your periodic cashflows. At the end of the 5 years, you would also receive the $1,000 

principal back. So, over the life of the bond, you would receive $200 in interest payments and $1,000 

in principle, making your total cashflows $1,200. 

Question: What is a bond in the context of the fixed income market? 

Answer: In the fixed income market, a bond is a debt security that represents a loan made by an 

investor to a borrower, usually a corporation or government. The bond specifies terms for periodic 

interest payments and the return of the principal amount when the bond matures.  

Question: What is a Treasury Bond? 

Answer: Treasury bonds are issued by the federal government and are considered to be among the 

safest investments because they are backed by the full faith and credit of the U.S. government. These 
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bonds have long-term maturities, usually ranging from 10 to 30 years, and pay periodic interest to 

the bondholder. 

Question: How does a Municipal Bond differ from a Treasury Bond? 

Answer: Municipal bonds are issued by state or local governments to fund specific projects like 

schools or infrastructure. While Treasury bonds are considered virtually risk-free, municipal bonds 

carry some level of risk depending on the financial health of the issuing government. However, the 

interest from most municipal bonds is tax-free at the federal level, and sometimes at the state and 

local levels, making them attractive to certain investors. 

Question: What are Corporate Bonds? 

Answer: Corporate bonds are debt securities issued by companies to raise capital for various 

business needs. They generally offer higher yields compared to Treasury bonds but come with a 

higher level of risk. The creditworthiness of the issuing corporation greatly influences the risk and 

yield of the bond. 

Question: What is a Convertible Bond? 

Answer: A convertible bond is a type of corporate bond that gives the bondholder the option to 

convert the bond into a fixed number of shares of the issuing company. This allows investors to 

benefit from an increase in the company's stock price, thus providing the potential for capital 

appreciation in addition to regular interest payments. 

Question: What does the term 'Junk Bond' signify? 

Answer: A junk bond is a high-yield, high-risk bond that is rated below investment grade by credit 

rating agencies. These bonds are issued by companies with questionable financial stability, making 

them riskier but offering higher returns as compensation for the elevated risk. 

Question: What is a Zero-Coupon Bond? 

Answer: A zero-coupon bond is a bond that does not make periodic interest payments. Instead, it is 

sold at a deep discount to its face value, and at maturity, the bondholder receives the full face value. 

For example, a zero-coupon bond with a face value of $1,000 might be sold for $800, and upon 

maturity, the bondholder receives the full $1,000. 

Question: What is a Callable Bond? 

Answer: A callable bond is a type of bond that allows the issuer to redeem the bond before its 

maturity date. This is usually done when interest rates have fallen, allowing the issuer to refinance 

the debt at a lower interest rate. Callable bonds often pay higher yields to compensate investors for 

the risk of early redemption. 

Question: Can you explain what a Floating-Rate Bond is? 

Answer: A floating-rate bond, also known as a "floater," has an interest rate that is tied to a 

benchmark rate, such as the LIBOR. The bond's interest payments vary over time as the benchmark 

rate changes. This can be advantageous for investors when interest rates are rising, as it allows them 

to capture higher yields compared to fixed-rate bonds. 

Question: What is the significance of Bond Ratings? 
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Answer: Bond ratings are grades given to bonds by credit rating agencies like Moody's, Standard & 

Poor's, and Fitch. These ratings assess the creditworthiness of the issuer and the likelihood of 

default. They range from 'AAA' for the highest-quality bonds to 'D' for bonds in default. Higher-rated 

bonds usually pay lower yields because they are considered less risky, while lower-rated bonds pay 

higher yields to attract investors willing to take on more risk. 

Question: What are loans and bonds in the context of the fixed income market? 

Answer: In the fixed income market, loans and bonds are instruments through which organizations 

and governments borrow money. Loans are typically a form of debt where a lender provides funds to 

a borrower with the expectation of being paid back with interest over time. Bonds are a form of debt 

security issued by companies, municipalities, or governments to raise capital. In both cases, the 

borrower is expected to make regular interest payments and return the principal amount at the end 

of a specified term. 

Question: How do the interest rates differ between loans and bonds? 

Answer: Interest rates for loans are often determined through negotiation between the lender and 

borrower, and can be fixed or variable. Bonds, on the other hand, have a fixed interest rate known as 

the "coupon rate," which is set at the time of issuance. Variable-rate bonds do exist but are less 

common than fixed-rate bonds. 

Question: What are the primary investors in loans and bonds? 

Answer: Loans are usually held by financial institutions like banks or specialized loan funds. Bonds 

are more accessible to a variety of investors including individual retail investors, mutual funds, and 

institutional investors because they are often traded on public markets. 

Question: How is liquidity different between loans and bonds? 

Answer: Bonds are generally more liquid than loans. They are often traded on secondary markets, 

making it easier for investors to buy and sell them. Loans are less liquid because they are not as 

easily transferable and may have terms that restrict their sale or transfer. 

Question: Can you take an example to explain the issuance process for loans and bonds? 

Answer: Sure, let's consider a company named XYZ Corp. If XYZ Corp needs to borrow $10 million, it 

can approach a bank for a loan. The bank will assess the company's creditworthiness, negotiate 

terms, and if agreed, will disburse the loan amount. For bonds, XYZ Corp would issue $10 million 

worth of bonds, each with a specific coupon rate and maturity date. These bonds would typically be 

sold to investors in a public or private offering. 

Question: What are the default risks associated with loans and bonds? 

Answer: Default risk is the risk that the borrower will fail to make the required interest payments or 

return the principal amount. While both loans and bonds carry default risk, the structures can be 

different. Loans often have covenants that offer the lender some protection, such as the ability to 

claim assets in case of default. Bonds may or may not have similar protective features, and the level 

of risk is often reflected in the bond rating. 

Question: How do maturity timelines differ for loans and bonds? 
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Answer: Loans can have a variety of maturities but are often shorter-term, ranging from a few 

months to several years. Bonds usually have longer maturities, ranging from at least one year to as 

long as 30 years or more. 

Question: Are there any tax differences between loans and bonds? 

Answer: In many jurisdictions, the interest payments made on bonds are tax-deductible for the 

issuer, just like interest payments on loans. However, the specifics can vary depending on local tax 

laws and the structure of the bond or loan. 

Question: How is the capital raised through loans and bonds typically used? 

Answer: The capital raised through both loans and bonds can be used for various purposes including 

operational expenses, capital expenditures, or refinancing existing debt. However, the terms of a 

loan might have covenants that restrict how the borrowed funds can be used, whereas bond funds 

are generally more flexible. 

Question: What happens at the end of the term for loans and bonds? 

Answer: At the end of the loan term, the borrower is expected to have paid back all the principal and 

interest due. Failure to do so can result in default and potential legal consequences. In the case of 

bonds, the issuer is expected to pay back the "face value" or "par value" of the bond to the 

bondholders at maturity, in addition to any remaining interest payments. 

Question: What is the basic difference between getting a loan and issuing bonds? 

Answer: When a company or government entity needs to raise capital, they can either get a loan 

from a financial institution or issue bonds. A loan is a direct agreement between the borrower and a 

lender, usually a bank, where the borrower receives a lump sum and agrees to pay it back with 

interest. Bonds are debt securities issued by the borrower and sold to investors, who become the 

lenders. Bonds also pay interest, usually at fixed intervals, and return the principal amount at 

maturity. 

Question: Why would an organization choose to issue bonds over getting a loan? 

Answer: Issuing bonds can offer more flexibility compared to a traditional loan. Bonds can be sold to 

multiple investors, enabling the borrower to raise a large amount of capital more quickly. The terms 

of bonds, such as interest rates and maturity periods, can be tailored to meet the issuer's needs and 

attract investors. 

Question: Is issuing bonds generally cheaper than taking out a loan? 

Answer: Not necessarily. The cost of issuing bonds includes underwriting fees, legal fees, and other 

administrative costs. However, the interest rate for bonds might be lower than for loans, especially if 

the issuer has a strong credit rating. It's important to compare the all-in costs of each option to 

determine which is more economical. 

Question: How do fixed income securities offer diversification for investors? 

Answer: Fixed income securities like bonds provide a stable, predictable income stream, making 

them less risky compared to equities (stocks). This allows investors to diversify their portfolios by 

balancing higher-risk assets with lower-risk bonds. 

Question: Why might a company prefer bonds for long-term financing? 
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Answer: Bonds often have longer maturity dates compared to loans, providing the issuer with more 

time to repay the debt. This can align better with long-term projects that won't generate immediate 

returns.  

Question: Can an organization negotiate the terms of a bond issuance like they can with a loan? 

Answer: While some terms can be negotiated in a private placement of bonds, public issuances often 

have standardized terms to attract a broad range of investors. On the other hand, loan agreements 

can be highly customized, but they generally involve more time and expense to negotiate. 

Question: How does liquidity differ between loans and bonds? 

Answer: Bonds are generally more liquid than loans because they are traded on secondary markets. 

This allows investors to buy and sell bonds more easily, providing an exit strategy if needed. Loans, 

especially those with customized terms, can be harder to transfer or sell. 

Question: What role do credit ratings play in the issuance of bonds? 

Answer: Credit ratings assess the creditworthiness of the issuer and can influence the interest rate of 

the bonds. Higher credit ratings often allow for lower interest rates, making it cheaper for the issuer 

to raise capital. 

Question: Why do governments often prefer issuing bonds? 

Answer: Governments often need to raise large sums of money for projects or to cover budget 

deficits. Issuing bonds allows them to access a broad range of investors, including other countries. 

The process is often more streamlined and can be less politically sensitive compared to raising taxes 

or cutting public services. 

Question: Can individual investors directly lend to companies in the same way they can buy 

bonds? 

Answer: Generally, no. Loans are usually negotiated contracts between a borrower and a financial 

institution. Individual investors typically don't have the resources or expertise to engage in such 

negotiations. However, they can indirectly lend to companies by purchasing corporate bonds, which 

are more accessible and can be traded on secondary markets. 

Question: What is the Fixed Income Market? 

Answer: The fixed income market is a segment of the financial market where investors can buy and 

sell debt securities, commonly known as bonds. These bonds are essentially loans made by investors 

to borrowers, which could be corporations, municipalities, or governments. In return, the investor 

receives a fixed or variable rate of interest over the bond's lifetime and the principal amount is 

returned at maturity. 

Question: What is a Matching Game in the context of investment? 

Answer: A Matching Game in the investment context refers to the strategic alignment of assets and 

liabilities. For example, an investor or portfolio manager might try to match the duration of their 

bond investments with the duration of their liabilities. By doing so, they aim to ensure that funds are 

available when needed, mitigating the risks associated with interest rate changes or liquidity 

constraints. 

Question: How is Matching Game relevant in Fixed Income Investment? 
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Answer: In fixed income investment, the Matching Game is crucial for managing risks, particularly 

interest rate risk and liquidity risk. By matching the duration of the bonds in the portfolio with the 

duration of liabilities, an investor can mitigate the impact of interest rate fluctuations on their 

investment returns. This strategy is especially common among institutional investors like pension 

funds or insurance companies, which have specific future payout obligations. 

Question: What is duration in the context of Fixed Income Market? 

Answer: Duration is a measure that reflects the sensitivity of a bond's price to changes in interest 

rates. It is calculated in years and is an estimate of how much the price of a bond will fluctuate for a 

1% change in interest rates. The higher the duration, the more sensitive the bond is to interest rate 

changes. 

Question: How can one use the Matching Game to handle interest rate risk? 

Answer: If an investor expects interest rates to rise, they might focus on purchasing shorter-duration 

bonds, as these are less sensitive to interest rate changes. By doing this, they aim to match these 

bonds with short-term liabilities. Conversely, if they expect interest rates to fall, they might purchase 

longer-duration bonds to match with long-term liabilities, as these will appreciate more in a declining 

rate environment. 

Question: What is the role of yield curves in the Matching Game? 

Answer: Yield curves, which plot the yields of bonds of varying maturities, can provide crucial 

information for the Matching Game. For example, an upward sloping yield curve may suggest that 

long-term bonds offer higher yields, and thus might be better suited to match with long-term 

liabilities. Conversely, a flat or inverted yield curve may suggest that shorter-duration bonds are more 

favorable for matching with shorter-term liabilities. 

Question: How does liquidity come into play in the Matching Game? 

Answer: Liquidity is the ability to quickly buy or sell an asset without causing a significant impact on 

its price. In the Matching Game, it's important to consider how easily the bonds in your portfolio can 

be converted to cash, especially if you expect to meet liabilities on short notice. A portfolio with 

highly liquid bonds will be easier to adjust in response to changes in the fixed income market. 

Question: Can Matching Game be applied in a diversified portfolio? 

Answer: Yes, the Matching Game can be applied in a diversified portfolio that includes not just bonds 

but also equities, commodities, and other asset classes. However, the strategy is most commonly 

associated with fixed income investments, where the focus is on meeting specific liabilities with 

predictable cash flows. 

Question: How do credit ratings impact the Matching Game? 

Answer: Credit ratings assess the creditworthiness of a bond issuer. In the Matching Game, it's 

crucial to balance the risk and return of the bonds chosen to match your liabilities. Bonds with lower 

credit ratings may offer higher yields but come with higher risks. Depending on your risk tolerance 

and liability structure, you may opt for higher-rated bonds to ensure the safety of your capital. 

Question: What are some challenges associated with the Matching Game? 

Answer: Some challenges include forecasting interest rates accurately, managing reinvestment risk, 

and maintaining liquidity. It's also difficult to find bonds with durations that perfectly match your 
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liabilities, which may necessitate the use of financial derivatives like interest rate swaps to fine-tune 

the duration of your portfolio. 

Question: What is "Sales and Trading" in the context of Fixed Income Market? 

Answer: Sales and Trading is a division commonly found within investment banks and financial 

institutions that specializes in the buying and selling of financial instruments. In the context of Fixed 

Income Market, this means trading debt securities like bonds, mortgage-backed securities, and other 

credit-based financial products. Sales professionals are responsible for maintaining relationships with 

clients and selling them suitable fixed-income products, while traders are responsible for buying and 

selling those products in the market. 

Question: What does "Seats in the System" mean in this context? 

Answer: "Seats in the System" generally refers to the number of traders and salespeople allocated or 

positioned in a specific trading system or platform. In a fixed income trading floor, each "seat" 

represents a terminal or workstation where trades can be executed and monitored. The number of 

seats often indicates the capacity or scale of operations in trading fixed income securities. 

Question: How are clients served in a Sales and Trading department focusing on Fixed Income? 

Answer: Sales professionals act as the liaisons between the buy-side clients (like mutual funds, 

pension funds, and insurance companies) and the trading desk. They pitch fixed-income solutions 

based on the client's needs and risk tolerance, and once the client agrees, they pass on the order to 

the traders who execute the trade. 

Question: What types of fixed-income securities are commonly traded? 

Answer: The types of fixed-income securities commonly traded include government bonds, 

corporate bonds, municipal bonds, and more complex products like collateralized debt obligations 

(CDOs), and mortgage-backed securities (MBS). 

Question: How is technology used in Sales and Trading for Fixed Income? 

Answer: Technology plays a critical role through trading platforms that facilitate quick execution of 

trades, risk management software that helps in portfolio assessment, and Customer Relationship 

Management (CRM) systems that help sales teams maintain client relationships. Real-time data and 

analytics tools are also extensively used for market analysis. 

Question: How does risk management work in Fixed Income Sales and Trading? 

Answer: Risk management involves assessing the credit risk of the securities being traded, the 

market risk due to fluctuations in interest rates, and the operational risks of the trading systems. 

Sophisticated algorithms and models are used to quantify these risks, and limits are set for traders to 

prevent excessive risk-taking. 

Question: What role do regulators play in Fixed Income Sales and Trading? 

Answer: Regulatory bodies oversee trading activities to ensure transparency, fairness, and 

compliance with laws. For example, in the U.S., the Securities and Exchange Commission (SEC) and 

the Financial Industry Regulatory Authority (FINRA) monitor activities and require regular reporting. 

They also enforce rules on capital requirements, trading limits, and disclosure obligations. 

Question: How do traders make a profit in Fixed Income Sales and Trading? 
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Answer: Traders aim to buy low and sell high, making a profit from the spread between the buying 

and selling prices. They can also profit from arbitrage opportunities, where they exploit price 

differences of similar or related securities in different markets. Additionally, they may use strategies 

like shorting to profit from declining markets. 

Question: Can you provide an example to illustrate the Sales and Trading process in Fixed Income? 

Answer: Sure, let's say a pension fund is looking to invest in corporate bonds for steady income. A 

sales professional from an investment bank would approach the pension fund, present several 

options of corporate bonds, and discuss the potential yields and risks. Once the pension fund decides 

to proceed, the salesperson sends the order to the trading desk. The trader would then look for the 

best possible price and execute the purchase of the bonds. Finally, the sales professional would 

confirm the completion of the transaction with the pension fund. 

Question: What skills are crucial for success in Fixed Income Sales and Trading? 

Answer: Strong analytical skills are necessary for understanding complex financial products and 

market trends. Communication skills are key for sales professionals to build relationships with clients. 

Quick decision-making and stress management are also crucial, as traders often have to make split-

second decisions that involve large sums of money. Mastery of financial software and trading 

platforms is also beneficial. 

Question: What is a derivative in the context of the fixed income market? 

Answer: A derivative is a financial contract whose value is derived from an underlying asset, which in 

the context of the fixed income market could be bonds or interest rates. Derivatives are used for 

various purposes, including hedging against interest rate changes or speculating on the direction of 

rates. 

Question: What does "cash" mean in the fixed income market? 

Answer: In the fixed income market, "cash" refers to the actual bonds being traded. When someone 

says they are trading cash, they mean they are buying or selling the bonds themselves rather than 

derivatives based on those bonds. 

Question: What is the primary difference between trading derivatives and trading cash in the fixed 

income market? 

Answer: The primary difference lies in what is being traded. In cash trading, you are buying or selling 

the actual bonds. In derivative trading, you are dealing with contracts that derive their value from an 

underlying fixed income asset, like bonds or interest rates. 

Question: What is an example of a fixed income derivative? 

Answer: One common example is an interest rate swap, where two parties agree to exchange 

interest rate payments, often one at a fixed rate and the other at a floating rate, without exchanging 

the principal amount. 

Question: Can you provide an example to distinguish between a cash transaction and a derivative 

transaction in the fixed income market? 

Answer: Sure. Let's say you buy a 10-year U.S. Treasury bond. This is a cash transaction, as you are 

purchasing the actual bond. On the other hand, if you enter into an interest rate swap contract 
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where you agree to pay a fixed rate and receive a floating rate based on the 10-year Treasury rate, 

that would be a derivative transaction. 

Question: Why would one choose to trade derivatives over cash in the fixed income market? 

Answer: Derivatives can offer advantages such as leverage, where a small upfront investment can 

give exposure to a larger position in the underlying asset. They are also useful for hedging against 

risks, like interest rate changes, without having to buy or sell the actual bonds. 

Question: Are there risks associated specifically with trading derivatives in the fixed income 

market? 

Answer: Yes, derivatives are generally considered to be riskier than trading the underlying asset. The 

risks include but are not limited to counterparty risk, market risk, and liquidity risk. Additionally, the 

complexity of some derivative products can make them harder to understand and value. 

Question: What is counterparty risk in the context of fixed income derivatives? 

Answer: Counterparty risk is the risk that the other party in the derivative contract will not fulfill 

their obligations. For example, if you enter into an interest rate swap, there is a risk that the 

counterparty may fail to make the agreed-upon payments. 

Question: What is liquidity in the context of cash and derivatives in the fixed income market? 

Answer: Liquidity refers to how easily an asset or contract can be bought or sold without significantly 

affecting its price. Generally, cash bonds are considered more liquid than their derivative 

counterparts, especially for commonly traded bonds like U.S. Treasuries. 

Question: How do regulations affect trading in fixed income cash and derivatives? 

Answer: Regulations can have a significant impact on both cash and derivative trading in the fixed 

income market. For instance, post-2008 financial crisis regulations require higher levels of 

transparency and capital requirements, especially for derivative transactions. These regulations are 

designed to reduce systemic risk but may also limit the types of strategies that traders can employ. 

Question: What is a trading desk in the context of the Fixed Income Market? 

Answer: A trading desk in the context of the Fixed Income Market refers to a dedicated space where 

traders buy and sell fixed income securities, like bonds, treasury bills, and other debt instruments. It 

is a hub for executing trade orders, managing portfolios, and implementing investment strategies 

specific to fixed income assets. 

Question: What are the essential components needed to set up a fixed income trading desk? 

Answer: To set up a fixed income trading desk, you'd typically need multiple computers monitors for 

tracking real-time market data, trading software that specializes in fixed income securities, high-

speed internet connectivity, direct phone lines to communicate with other traders and clients, and 

real-time news feeds to stay updated on market developments. 

Question: Why is the trading desk setup important for fixed income trading? 

Answer: A proper trading desk setup is crucial because fixed income markets require quick decision-

making and execution. Information needs to be available at the trader's fingertips to make timely and 

accurate trades. The layout, hardware, and software are all designed to maximize efficiency and 

reduce the chance of errors in this fast-paced environment. 
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Question: What role does software play in fixed income trading desks? 

Answer: Software is a crucial component for trading desks as it enables the traders to execute 

orders, manage portfolios, analyze market trends, and risk-assess various fixed income products. 

Specialized software platforms can also provide algorithmic trading solutions tailored to the fixed 

income market. 

Question: How are trading desks usually organized? 

Answer: Trading desks in the fixed income market are generally organized by the type of fixed 

income securities they deal with, such as government bonds, corporate bonds, or mortgage-backed 

securities. Each desk has its own traders, analysts, and sometimes its own risk management team to 

optimize trading for those specific instruments. 

Question: How do traders communicate with each other and their clients? 

Answer: Traders primarily use direct phone lines, chat applications, and email for real-time 

communication. High-frequency traders may also use specialized communication platforms that 

allow for quicker execution of trades. Client orders can come in through various channels, including 

phone, email, or electronic trading platforms. 

Question: What role does risk management play at a trading desk? 

Answer: Risk management is an essential function at a fixed income trading desk. Traders and 

analysts continually assess the risk profile of different securities and portfolios, using various metrics 

like yield, duration, and credit risk. Based on this analysis, they may adjust positions to align with the 

risk parameters set by the firm. 

Question: What kind of real-time information is typically monitored on the trading desk? 

Answer: Real-time information such as price feeds, yield curves, trading volumes, and news updates 

are monitored. Additionally, economic indicators like interest rates, inflation data, and political 

events that could impact the fixed income market are also closely watched. 

Question: How does a trading desk handle high-volume days? 

Answer: On high-volume trading days, such as when there's a significant economic announcement or 

market event, traders and analysts at the desk will usually prepare in advance by ensuring all systems 

are operational and robust enough to handle the increased load. There may also be additional 

coordination with other departments like risk management and compliance to ensure smooth 

operations. 

Question: Can you provide a simple example to illustrate the function of a trading desk in the fixed 

income market? 

Answer: Sure. Let's say a trader at a fixed income desk receives an order from a client to buy $10 

million worth of 10-year U.S. Treasury bonds. The trader would immediately look at the real-time 

market data on his multiple monitors, assess the current prices, yields, and available volume. He 

might also communicate with other traders to gauge market sentiment. Using specialized software, 

he would then execute the purchase, ensuring he gets the best price possible. After executing the 

trade, he would record the transaction and communicate the execution details back to the client. All 

of this would happen in a matter of minutes, if not seconds, highlighting the importance of a well-

equipped and efficiently set-up trading desk. 
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Question: What is a trading desk? 

Answer: A trading desk is a department within a financial institution where securities are bought and 

sold. In the fixed income market, trading desks typically trade government bonds, corporate bonds, 

and other debt securities. 

Question: What are the different types of trading desks in the fixed income market? 

Answer: There are three main types of trading desks in the fixed income market: 

• Government bond trading desks: These desks trade government bonds issued by 

governments around the world. 

• Corporate bond trading desks: These desks trade corporate bonds issued by companies. 

• Securitized products trading desks: These desks trade securitized products, such as 

mortgage-backed securities and asset-backed securities. 

Question: What are the functions of a trading desk in the fixed income market? 

Answer: The functions of a trading desk in the fixed income market include: 

• Executing trades: Trading desks execute trades for their clients, such as banks, hedge funds, 

and pension funds. 

• Making markets: Trading desks make markets in fixed income securities by buying and selling 

securities at bid and ask prices. 

• Providing research: Trading desks provide research to their clients on fixed income securities. 

• Managing risk: Trading desks manage the risk of their trading positions by using a variety of 

techniques, such as hedging and diversification. 

Question: What are the challenges faced by trading desks in the fixed income market? 

Answer: The challenges faced by trading desks in the fixed income market include: 

• Market volatility: The fixed income market is often volatile, which can make it difficult to 

make profits. 

• Low liquidity: The fixed income market can be illiquid, which can make it difficult to execute 

trades at desired prices. 

• Regulatory compliance: Trading desks must comply with a variety of regulations, which can 

add to the cost of doing business. 

• Cybersecurity threats: Trading desks are exposed to cybersecurity threats, which can damage 

their reputation and cause financial losses. 

Question: What are the different types of trading systems used by trading desks in the fixed 

income market? 

Answer: The different types of trading systems used by trading desks in the fixed income market 

include: 

• Electronic trading systems: Electronic trading systems allow traders to trade securities 

electronically. 

• Phone-based trading systems: Phone-based trading systems allow traders to trade securities 

by phone. 

• Direct market access (DMA) systems: DMA systems allow traders to trade securities directly 

with market makers. 
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Question: What are the different types of trading strategies used by trading desks in the fixed 

income market? 

Answer: The different types of trading strategies used by trading desks in the fixed income market 

include: 

• Trend following: Trend following strategies are based on the idea that prices tend to move in 

trends. 

• Mean reversion: Mean reversion strategies are based on the idea that prices tend to revert 

to their average levels. 

• Momentum: Momentum strategies are based on the idea that prices tend to continue 

moving in the same direction after a large move. 

Question: What are the different types of risk management techniques used by trading desks in 

the fixed income market? 

Answer: The different types of risk management techniques used by trading desks in the fixed 

income market include: 

• Hedging: Hedging is the use of financial instruments to reduce risk. 

• Diversification: Diversification is the practice of investing in a variety of assets to reduce risk. 

• Limit orders: Limit orders are orders to buy or sell securities at a specified price or better. 

• Stop-loss orders: Stop-loss orders are orders to sell securities if the price falls below a 

specified level. 

Question: What are the different career paths in trading desks in the fixed income market? 

Answer: The different career paths in trading desks in the fixed income market include: 

• Trader: Traders are responsible for executing trades and managing risk. 

• Researcher: Researchers provide research on fixed income securities to traders and clients. 

• Quantitative analyst: Quantitative analysts use mathematical and statistical models to 

analyze financial data. 

• Compliance officer: Compliance officers ensure that trading desks comply with regulations. 

• IT specialist: IT specialists design, develop, and maintain the trading systems used by trading 

desks. 

Question: What are the future trends in trading desks in the fixed income market? 

Answer: The future trends in trading desks in the fixed income market include: 

• The increasing use of electronic trading systems. 

• The growth of the securitized products market. 

• The increasing importance of risk management. 

Question: What is OTC trading? 

Answer: OTC trading is a decentralized market where securities are traded directly between two 

parties, without the use of a central exchange. In the fixed income market, OTC trading is most 

common for bonds that are not listed on a stock exchange. 

Question: What are the advantages of OTC trading? 
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Answer: The main advantage of OTC trading is that it allows for more flexibility and customization 

than exchange-traded trading. For example, investors can negotiate the terms of a trade, such as the 

price, maturity, and coupon rate. Additionally, OTC trading can be more efficient for large trades, as it 

can be arranged directly between the buyer and seller. 

Question: What are the disadvantages of OTC trading? 

Answer: The main disadvantage of OTC trading is that it is less regulated than exchange-traded 

trading. This means that there is a higher risk of fraud or counterparty risk. Additionally, OTC markets 

can be less liquid than exchange-traded markets, which means that it can be more difficult to buy or 

sell securities quickly. 

Question: What are some examples of fixed income securities that are traded OTC? 

Answer: Some examples of fixed income securities that are traded OTC include: 

• Corporate bonds: Bonds issued by companies that are not listed on a stock exchange. 

• Municipal bonds: Bonds issued by state and local governments. 

• High-yield bonds: Bonds with a high risk of default. 

• Structured notes: Bonds with complex features, such as embedded options. 

• Credit default swaps: A type of derivative that allows investors to hedge against the risk of 

default on a bond. 

Question: How does OTC trading work in the fixed income market? 

Answer: OTC trading in the fixed income market typically works through a network of dealers. 

Dealers are market makers who quote prices at which they are willing to buy and sell securities. 

Investors can then contact dealers to place orders to buy or sell securities. 

Question: What are the different types of orders that can be placed in OTC trading? 

Answer: The most common types of orders that can be placed in OTC trading are: 

• Market order: An order to buy or sell a security at the best available price. 

• Limit order: An order to buy or sell a security at a specified price or better. 

• Stop order: An order to buy or sell a security once the price reaches a specified level. 

• Trailing stop order: An order to buy or sell a security once the price moves by a specified 

amount from a specified level. 

Question: What are the risks involved in OTC trading? 

Answer: The main risks involved in OTC trading are: 

• Counterparty risk: The risk that the other party to the trade will default on their obligations. 

• Market risk: The risk that the price of the security will decline after the trade is executed. 

• Liquidity risk: The risk that the security cannot be easily bought or sold. 

• Regulatory risk: The risk that the regulatory environment for OTC trading will change, making 

it more difficult or expensive to trade. 

Question: What are the regulations governing OTC trading in the fixed income market? 

Answer: The regulations governing OTC trading in the fixed income market vary from country to 

country. In the United States, the main regulatory body is the Securities and Exchange Commission 
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(SEC). The SEC requires that all OTC trades be reported to a central clearinghouse, which helps to 

reduce counterparty risk. 

Question: What are the future trends of OTC trading in the fixed income market? 

Answer: The future trends of OTC trading in the fixed income market are uncertain. Some experts 

believe that OTC trading will continue to grow in popularity, as it offers more flexibility and 

customization than exchange-traded trading. Others believe that OTC trading will decline in 

popularity, as it is less regulated and more risky than exchange-traded trading. 

Question: What are the implications of OTC trading for investors? 

Answer: The implications of OTC trading for investors depend on their individual circumstances and 

risk tolerance. Investors who are comfortable with the risks involved may find that OTC trading offers 

them more flexibility and customization. However, investors who are not comfortable with the risks 

involved should stick to exchange-traded trading. 

Question: What is Over-the-counter (OTC) trading in the context of the Fixed Income Market? 

Answer: In the Fixed Income Market, Over-the-counter (OTC) trading refers to the trading of debt 

securities directly between two parties without a centralized exchange. Securities like bonds, notes, 

and other debt instruments are commonly traded this way. The transactions are facilitated through a 

network of dealers rather than a centralized marketplace. 

Question: How does OTC trading differ from exchange trading? 

Answer: In exchange trading, transactions are conducted in a centralized marketplace where all buy 

and sell orders are matched. This provides more transparency and liquidity. In OTC trading, the 

trading happens directly between two parties without such transparency, which can result in better 

or worse pricing depending on negotiation skills and market conditions. 

Question: What are the advantages of OTC trading in fixed income markets? 

Answer: OTC trading allows for greater flexibility, as traders can negotiate the terms of the deal, 

including price and volume, directly with each other. It can also be faster for large orders, as there's 

no need to wait for a matching order on an exchange. Moreover, OTC markets often provide access 

to a wider range of fixed income products that may not be available on traditional exchanges. 

Question: What are the disadvantages or risks involved in OTC trading? 

Answer: The key risks in OTC trading include less transparency, lower liquidity, and higher 

counterparty risk. As transactions are not public, it can be challenging to determine if you are getting 

a fair market price. Counterparty risk, the risk that the other party won't fulfill their obligations, is 

also generally higher in OTC trading. 

Question: How are prices determined in OTC trading? 

Answer: Prices in OTC trading are determined through negotiation between the buyer and the seller. 

Unlike in exchange trading, where prices are visible to all market participants, OTC prices are usually 

known only to the parties involved in the transaction. 

Question: What role do dealers play in OTC fixed income trading? 

Answer: Dealers act as intermediaries who facilitate OTC transactions by either buying or selling 

securities for their own account. They make a profit from the spread between the buying and selling 
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prices. In many cases, they are market makers who provide liquidity by continuously quoting prices 

for specific fixed income securities. 

Question: Is there any electronic platform for OTC trading in the fixed income market? 

Answer: Yes, there are electronic platforms and trading systems designed specifically for OTC trading 

in the fixed income market. These platforms provide a venue for dealers and investors to post quotes 

and execute trades, improving transparency and efficiency to some extent. 

Question: How does settlement work in OTC fixed income trading? 

Answer: Settlement in OTC fixed income trading generally involves the transfer of the security 

ownership and the corresponding payment between the parties. It's often facilitated through a 

clearing house or directly between the buyer's and seller's respective financial institutions. The 

process can vary depending on the terms negotiated and the types of securities involved. 

Question: What types of fixed income products are commonly traded OTC? 

Answer: A wide variety of fixed income products are traded OTC, including government bonds, 

corporate bonds, municipal bonds, and more exotic instruments like structured notes and swaps. 

Each of these has its own market characteristics, and trading volume can vary greatly. 

Question: Can you provide a simple example to illustrate how OTC trading works in the fixed 

income market? 

Answer: Sure. Let's say an institutional investor wants to purchase $5 million worth of a specific 

corporate bond. Instead of going to an exchange, they reach out to a dealer specializing in corporate 

bonds. The dealer quotes a price based on current market conditions and their own inventory. After 

some negotiation, both parties agree on the price and the volume of bonds to be traded. The dealer 

then confirms the trade and facilitates the settlement process, transferring the bonds to the 

investor's account and receiving payment in return. This entire transaction would be an example of 

OTC trading in the fixed income market. 

 

Question: What is an exchange-traded security? 

Answer: An exchange-traded security (ET) is a security that is traded on a stock exchange. This means 

that it can be bought and sold through a broker, just like stocks. ETs include bonds, ETFs, and other 

types of fixed income securities. 

Question: What is a fixed income security? 

Answer: A fixed income security is a security that pays a fixed interest rate over a specified period of 

time. This means that the investor knows how much income they will receive each year, regardless of 

how the stock market performs. Fixed income securities include bonds, treasury bills, and other 

types of debt instruments. 

Question: What are the advantages of ET trading? 

Answer: The main advantages of ET trading are: 

• Liquidity: ETs are typically more liquid than OTC securities, which means that they can be 

bought and sold more easily. 
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• Transparency: The prices of ETs are publicly available, which makes it easier for investors to 

compare prices and find the best deal. 

• Regulation: ETs are regulated by government agencies, which helps to protect investors from 

fraud. 

Question: What are the disadvantages of ET trading? 

Answer: The main disadvantages of ET trading are: 

• Cost: ETs typically have higher trading costs than OTC securities. 

• Limited selection: The number of ETs available is limited, compared to the number of OTC 

securities. 

• Market risk: ETs are subject to market risk, which means that their prices can go up or down, 

depending on the overall performance of the stock market. 

Question: What are the advantages of fixed income securities? 

Answer: The main advantages of fixed income securities are: 

• Income: Fixed income securities provide investors with a steady stream of income, which can 

be used to supplement retirement income or pay off debt. 

• Safety: Fixed income securities are generally considered to be safer than stocks, as they have 

a lower risk of default. 

• Liquidity: Fixed income securities are typically more liquid than other types of investments, 

such as real estate or commodities. 

Question: What are the disadvantages of fixed income securities? 

Answer: The main disadvantages of fixed income securities are: 

• Low returns: Fixed income securities typically offer lower returns than stocks over the long 

term. 

• Interest rate risk: Fixed income securities are subject to interest rate risk, which means that 

their prices can go down when interest rates go up. 

• Inflation risk: Fixed income securities are also subject to inflation risk, which means that their 

purchasing power can decrease over time. 

Question: What are the similarities between ET and fixed income securities? 

Answer: Both ET and fixed income securities are debt instruments that pay a fixed interest rate over 

a specified period of time. They are also both subject to market risk and interest rate risk. 

Question: What are the differences between ET and fixed income securities? 

Answer: The main difference between ET and fixed income securities is that ETs are traded on a stock 

exchange, while fixed income securities are traded over-the-counter (OTC). This means that ETs are 

typically more liquid than fixed income securities. Additionally, ETs are subject to more regulations 

than fixed income securities. 

Question: What are some examples of ET fixed income securities? 

Answer: Some examples of ET fixed income securities include: 

• US Treasury bonds. 
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• Corporate bonds. 

• Municipal bonds. 

• ETFs that track fixed income indices. 

Question: What are some examples of OTC fixed income securities? 

Answer: Some examples of OTC fixed income securities include: 

• High-yield bonds. 

• Structured notes. 

• Credit default swaps. 

Question: What is Exchange-Traded Fixed Income? 

Answer: Exchange-traded fixed income refers to fixed income securities like bonds that are traded on 

a centralized exchange, similar to how stocks are traded. These are often more liquid and transparent 

compared to bonds traded over-the-counter (OTC). 

Question: What is OTC Fixed Income Trading? 

Answer: Over-the-counter (OTC) fixed income trading involves the buying and selling of bonds 

directly between parties without a centralized exchange. This is traditionally how most fixed income 

securities are traded and it allows for more customization in terms of sizes and terms of the deal. 

Question: How do liquidity levels differ between exchange-traded and OTC fixed income markets? 

Answer: Exchange-traded fixed income securities usually offer higher liquidity because they are 

accessible to a broader range of investors, both institutional and retail. OTC markets may have lower 

liquidity due to the more specialized nature of the trades and the smaller pool of potential buyers 

and sellers. 

Question: How does price transparency differ in these two types of markets? 

Answer: Price transparency is generally higher in exchange-traded markets because prices are 

publicly available in real-time. In OTC markets, price information is often privately negotiated, making 

it less transparent to outside parties. 

Question: Are there any differences in transaction costs? 

Answer: Transaction costs are generally lower in exchange-traded fixed income markets due to the 

higher liquidity and competition among traders. In OTC markets, the costs can be higher, especially 

for less liquid or more specialized bonds. 

Question: Can you describe the settlement process in exchange-traded vs. OTC fixed income 

markets? 

Answer: In exchange-traded markets, the settlement process is usually standardized and quicker, 

often occurring within a few days. In OTC markets, the settlement process can be more flexible but 

may take longer to complete, especially if the terms are more customized. 

Question: What types of investors generally prefer exchange-traded fixed income and why? 

Answer: Retail investors often prefer exchange-traded fixed income due to its higher liquidity, lower 

transaction costs, and greater price transparency. Some institutional investors also use it for quick 

exposure to fixed income markets. 
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Question: What types of bonds are typically traded on exchanges vs. OTC? 

Answer: More standardized and highly liquid bonds like government bonds are often traded on 

exchanges. More specialized or less liquid bonds, like certain types of municipal bonds or corporate 

bonds, are more often traded OTC. 

Question: How does market accessibility differ for retail investors in exchange-traded and OTC 

fixed income markets? 

Answer: Exchange-traded fixed income securities are generally more accessible to retail investors 

because they can be bought in smaller quantities and are often available through common brokerage 

accounts. OTC trading is generally more suited for institutional investors who can negotiate large, 

customized deals. 

Question: Can you provide an example to illustrate the difference between exchange-traded and 

OTC fixed income markets? 

Answer: Certainly. Let's say a retail investor wants to invest $10,000 in U.S. Treasury bonds. He could 

easily go to his brokerage account and purchase exchange-traded Treasury bonds, knowing the exact 

price he will pay and receiving quick settlement. On the other hand, an institutional investor wanting 

to invest $50 million in a less common corporate bond might prefer to negotiate directly with the 

issuer or another holder to get customized terms, and would therefore conduct the trade OTC. This 

illustrates the accessibility of exchange markets for retail investors and the customization available in 

OTC markets for large institutional investors. 

Question: What does bid-offer directionality mean in the context of the Fixed Income Market? 

Answer: In the Fixed Income Market, bid-offer directionality refers to the directional movement or 

trend in the bid and offer prices for a particular security. Essentially, it's an observation of whether 

bid and offer prices are moving up, down, or staying relatively stable. 

Question: What is a bid price? 

Answer: The bid price is the highest price a buyer is willing to pay for a fixed income security, like a 

bond. The bid price essentially represents the demand side of the market. 

Question: What is an offer price? 

Answer: The offer price, sometimes referred to as the "ask" price, is the lowest price at which a seller 

is willing to sell a fixed income security. The offer price represents the supply side of the market. 

Question: How does bid-offer directionality impact trading decisions? 

Answer: Understanding bid-offer directionality can provide insights into market sentiment. If bid 

prices are rising while offer prices are falling, it suggests strong demand and potentially rising prices 

for the security. Conversely, if bid prices are falling and offer prices are rising, it indicates weaker 

demand and potentially lower future prices. This can influence a trader's decision to buy or sell a 

security. 

Question: Can you give an example to illustrate bid-offer directionality? 

Answer: Sure, let's say the bid price for a specific 10-year Treasury bond starts the day at $98 and 

moves to $99, while the offer price starts at $100 and moves to $99.5. The bid-offer directionality 

https://www.quicktechie.com/


 

here shows that bid prices are rising and offer prices are falling, indicating a bullish sentiment for that 

bond. 

Question: How is bid-offer directionality related to liquidity? 

Answer: Bid-offer directionality can be a sign of liquidity in the market. In a highly liquid market, the 

difference between the bid and offer price (the spread) is usually small. However, large shifts in bid 

and offer prices can indicate reduced liquidity, as market participants might be hesitant to trade at 

prevailing prices. 

Question: What could cause a change in bid-offer directionality? 

Answer: Several factors can influence bid-offer directionality, including market news, changes in 

interest rates, economic indicators, and even geopolitical events. Any factor that affects traders' 

perception of the value of a fixed income security can result in changes in bid and offer prices. 

Question: What is the significance of a widening or narrowing bid-offer spread? 

Answer: A narrowing bid-offer spread usually indicates high liquidity and strong market consensus 

on price, while a widening spread typically suggests lower liquidity and greater uncertainty. In the 

Fixed Income Market, a widening spread can also indicate increased credit risk or market volatility. 

Question: How can traders take advantage of bid-offer directionality? 

Answer: Traders can use bid-offer directionality to better time their trading decisions. For instance, if 

they notice bid prices rising and offer prices falling, they might decide to buy the security sooner 

rather than later, anticipating that the price will continue to rise. Conversely, falling bid prices and 

rising offer prices might prompt a decision to sell. 

Question: How is bid-offer directionality monitored? 

Answer: Traders often monitor bid-offer directionality using real-time trading software, charts, and 

other market analysis tools. These can provide visual cues on the direction of bid and offer prices, 

helping traders to make more informed decisions. Some traders also use algorithms that can 

automatically detect changes in bid-offer directionality and execute trades based on pre-set criteria. 

Question: What is bid-offer directionality? 

Answer: Bid-offer directionality is a measure of the relative strength of the bid and offer prices of a 

security. A positive bid-offer directionality indicates that the bid price is higher than the offer price, 

which means that there is more demand for the security than supply. A negative bid-offer 

directionality indicates that the bid price is lower than the offer price, which means that there is 

more supply than demand. 

Question: How is bid-offer directionality calculated? 

Answer: Bid-offer directionality is calculated by dividing the difference between the bid and offer 

prices by the average of the two prices. A positive bid-offer directionality will be greater than 0, while 

a negative bid-offer directionality will be less than 0. 

Question: What is the significance of bid-offer directionality? 

Answer: Bid-offer directionality can be used to assess the liquidity of a security. A security with a 

high bid-offer directionality is more liquid than a security with a low bid-offer directionality. This is 
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because a security with a high bid-offer directionality is easier to buy and sell, as there are more 

buyers and sellers willing to trade at the same price. 

Question: What are the factors that can affect bid-offer directionality? 

Answer: The factors that can affect bid-offer directionality include: 

• The liquidity of the security: A more liquid security will have a narrower bid-offer spread, 

which will result in a lower bid-offer directionality. 

• The volatility of the security: A more volatile security will have a wider bid-offer spread, 

which will result in a higher bid-offer directionality. 

• The time of day: Bid-offer directionality is typically higher during trading hours than outside 

of trading hours. 

• The news: Major news events can cause the bid-offer spread to widen, which will result in a 

higher bid-offer directionality. 

Question: Can bid-offer directionality be used to predict price movements? 

Answer: Bid-offer directionality can be used to predict price movements, but it is not a foolproof 

method. A security with a high bid-offer directionality is more likely to experience a price increase 

than a security with a low bid-offer directionality. However, there are other factors that can also 

affect price movements, such as the fundamental value of the security and investor sentiment. 

Question: What is the difference between bid-offer directionality and implied volatility? 

Answer: Bid-offer directionality and implied volatility are both measures of the relative strength of 

the bid and offer prices of a security. However, they measure different things. Bid-offer directionality 

measures the difference between the bid and offer prices, while implied volatility measures the 

market's expectation of the future volatility of the security. 

Question: What is the relationship between bid-offer directionality and implied volatility? 

There is a positive relationship between bid-offer directionality and implied volatility. This means that 

securities with a high bid-offer directionality tend to have a high implied volatility. This is because 

investors are more willing to pay a premium for securities that are more volatile. 

Question: Can you give an example of bid-offer directionality in the fixed income market? 

Sure. Let's say that the bid price for a 10-year Treasury bond is 100.00 and the offer price is 100.02. 

The bid-offer spread is 0.02, so the bid-offer directionality is (0.02)/(0.02 + 0.00) = 1.00. This means 

that the bid price is equal to the offer price, so there is no directional bias. 

Question: How can investors use bid-offer directionality to make trading decisions? 

Investors can use bid-offer directionality to assess the liquidity of a security and to predict price 

movements. Investors may also use bid-offer directionality to determine the best time to buy or sell 

a security. 

Question: What are trade flows? 

Answer: Trade flows refer to the buying and selling of securities between different countries. In the 

fixed income market, trade flows can be between different governments, corporations, or financial 

institutions. 

Question: What are the factors that drive trade flows in the fixed income market? 
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Answer: The factors that drive trade flows in the fixed income market include: 

• Interest rates: Investors tend to buy bonds from countries with higher interest rates, as this 

will give them a higher return on their investment. 

• Economic growth: Investors tend to buy bonds from countries with strong economic growth, 

as this is seen as a sign that the government will be able to repay its debt. 

• Political stability: Investors tend to buy bonds from countries with political stability, as this is 

seen as a sign that the government will be able to honor its obligations. 

• Currency risk: Investors need to consider the currency risk when trading bonds in foreign 

currencies. This is the risk that the value of the currency will change after the trade is 

executed, which could affect the investor's return. 

Question: How are trade flows measured? 

Answer: Trade flows are measured by the value of the securities that are traded between different 

countries. This can be done by looking at the trading volume of bonds on a particular exchange, or by 

looking at the amount of money that is invested in bonds from different countries. 

Question: What are the implications of trade flows for the fixed income market? 

Answer: Trade flows can have a significant impact on the fixed income market. For example, if there 

is a sudden increase in demand for bonds from a particular country, this could lead to an increase in 

the price of those bonds. This could also lead to an increase in the interest rates that the government 

has to pay on its debt. 

Question: What are some examples of trade flows in the fixed income market? 

Answer: Some examples of trade flows in the fixed income market include: 

• The United States government selling bonds to Japanese investors. 

• A Japanese corporation issuing bonds in the United States. 

• A European bank buying bonds from a Brazilian company. 

Question: How do trade flows affect the global economy? 

Answer: Trade flows can affect the global economy in a number of ways. For example, if there is a 

sudden increase in demand for bonds from a particular country, this could lead to an increase in the 

value of that country's currency. This could make it more expensive for other countries to import 

goods and services from that country, which could lead to a slowdown in global economic growth. 

Question: What are the risks associated with trade flows in the fixed income market? 

Answer: There are a number of risks associated with trade flows in the fixed income market. These 

include: 

• Currency risk: The value of the currency can change after the trade is executed, which could 

affect the investor's return. 

• Credit risk: The issuer of the bond could default on its obligations, which would result in a 

loss for the investor. 

• Liquidity risk: The bond may be difficult to sell, which could make it difficult for the investor 

to exit the position. 

• Political risk: The government of the issuer could change, which could affect the investor's 

return. 
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Question: How can investors manage the risks associated with trade flows in the fixed income 

market? 

Answer: Investors can manage the risks associated with trade flows in the fixed income market by: 

• Diversifying their investments across different countries and currencies. 

• Investing in bonds with high credit ratings. 

• Investing in bonds that are liquid, so that they can be easily sold if needed. 

• Conducting thorough due diligence on the issuer of the bond. 

Question: What does the term "trade flows" mean in the context of the Fixed Income Market? 

Answer: In the Fixed Income Market, "trade flows" refer to the volume and direction of buying and 

selling activity for various fixed income securities like bonds, treasury bills, and other debt 

instruments. It encompasses how these securities are being traded, who is trading them, and in what 

quantity. 

Question: Why is understanding trade flows important for traders in the Fixed Income Market? 

Answer: Understanding trade flows is crucial because it provides insights into market dynamics such 

as supply and demand, liquidity, and investor sentiment. This information can help traders make 

informed decisions on when to enter or exit trades, as well as to gauge the market's response to 

various external factors like economic indicators or news events. 

Question: How can traders monitor trade flows? 

Answer: Traders can monitor trade flows through various methods including real-time trading 

platforms, market reports, and even direct communication channels like chats or phone calls with 

other traders and market participants. Many platforms provide features like volume indicators and 

order book data to give a snapshot of ongoing trade activities. 

Question: What is the significance of volume in trade flows? 

Answer: Volume refers to the number of securities traded during a specific time frame. High volume 

generally indicates strong interest and liquidity, making it easier to enter or exit positions. Low 

volume may suggest less interest and could make it more challenging to execute large trades without 

impacting the market price. 

Question: Can you give an example of how trade flows might impact a trader's decision? 

Answer: Let's say a trader notices a sudden increase in the buying volume of 10-year U.S. Treasury 

bonds while the selling volume remains low. This could indicate strong demand, potentially driving 

the bond prices up. Based on this understanding of the trade flows, the trader might decide to buy 

the bonds before the price rises further. 

Question: How do trade flows relate to market liquidity? 

Answer: Trade flows directly impact market liquidity. High trade flows generally equate to high 

liquidity, making it easier for traders to enter or exit positions without causing significant price 

changes. Conversely, low trade flows may indicate low liquidity, potentially leading to wider bid-offer 

spreads and less favorable execution prices. 

Question: What external factors can impact trade flows in the Fixed Income Market? 
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Answer: Trade flows can be influenced by a variety of external factors, including economic data 

releases, interest rate changes, geopolitical events, and market sentiment. For example, a Federal 

Reserve announcement about interest rate hikes could lead to increased selling activity in bonds, 

thus affecting the trade flows in the Fixed Income Market. 

Question: How can changes in trade flows indicate shifts in investor sentiment? 

Answer: Shifts in trade flows can serve as a barometer for investor sentiment. For example, if there is 

an increase in buying activity for high-yield corporate bonds, it may indicate that investors are 

becoming more risk-tolerant. Conversely, a surge in buying activity for safer government bonds could 

imply a risk-averse sentiment. 

Question: How do traders use trade flows in their trading strategy? 

Answer: Traders often incorporate an understanding of trade flows into their trading strategy to time 

their entries and exits better. They may use technical indicators, algorithms, or even qualitative 

analysis based on news and economic indicators to predict how trade flows are likely to change and 

then make trading decisions accordingly. 

Question: Are trade flows generally consistent or do they vary significantly over time? 

Answer: Trade flows can vary significantly over time, impacted by various factors such as market 

cycles, economic conditions, and investor sentiment. For instance, trade flows can be much higher at 

the beginning of a new trading month or quarter due to portfolio rebalancing, or they might spike 

during significant economic events. Understanding these nuances can offer traders an edge in 

navigating the Fixed Income Market. 

Question: What are derivatives in the context of the Fixed Income Market? 

Answer: In the Fixed Income Market, derivatives are financial contracts whose value is derived from 

an underlying asset, such as bonds or interest rates. These instruments are commonly used for 

various purposes, including hedging against risk. 

Question: What does hedging mean in this context? 

Answer: Hedging is the practice of using financial instruments to mitigate or offset potential losses 

from adverse price movements in an asset. In the Fixed Income Market, derivatives like interest rate 

swaps, options, and futures can be used to hedge against risks such as interest rate fluctuations, 

credit risk, or market volatility. 

Question: What types of derivatives are commonly used for hedging in the Fixed Income Market? 

Answer: Common types of derivatives used for hedging in the Fixed Income Market include interest 

rate swaps, options on bonds, and futures contracts on Treasury bonds. These instruments allow 

traders and investors to manage risks associated with interest rate movements, credit events, and 

other factors affecting the prices of fixed income securities. 

Question: How does an interest rate swap work for hedging purposes? 

Answer: An interest rate swap allows two parties to exchange interest payments based on a 

predetermined amount of principal. This can be useful for hedging against interest rate risk. For 

example, a bank that has issued fixed-rate loans and has variable-rate liabilities could enter into an 

interest rate swap to receive fixed-rate payments and pay variable-rate payments, thereby hedging 

its exposure to interest rate fluctuations. 
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Question: How can options on bonds be used for hedging? 

Answer: Options on bonds give the holder the right, but not the obligation, to buy or sell a bond at a 

specific price within a certain timeframe. An investor holding a portfolio of corporate bonds could 

buy put options to protect against a potential decline in the value of those bonds. If bond prices fall, 

the gain on the put options could offset the loss on the bond portfolio. 

Question: What are futures contracts and how are they used in hedging? 

Answer: Futures contracts are agreements to buy or sell an asset, like Treasury bonds, at a future 

date at a predetermined price. An investor expecting to receive a large sum of money in the future 

could sell Treasury futures to hedge against the risk of rising interest rates, which would lower the 

value of bonds he plans to buy. 

Question: How is the effectiveness of a hedge measured? 

Answer: The effectiveness of a hedge is often measured using metrics like delta, gamma, and other 

Greeks, which indicate how well the derivative offsets the risk of the underlying asset. Additionally, 

traders might look at the correlation between the derivative and the underlying asset to assess the 

hedge's performance. 

Question: What are the risks involved in using derivatives for hedging? 

Answer: Using derivatives for hedging carries its own set of risks, such as counterparty risk, liquidity 

risk, and model risk. For instance, if the other party in an interest rate swap defaults, it could expose 

the hedging party to unanticipated risks. Moreover, derivatives can be complex and require a deep 

understanding of the market to be used effectively. 

Question: Can hedging with derivatives lead to a perfect offset of risks? 

Answer: While the goal of hedging is to offset risks, it's rarely perfect. Factors like transaction costs, 

changes in market conditions, or ineffectiveness in the hedging instrument can result in residual risk. 

That's why it's crucial to continually monitor and adjust hedge positions as needed. 

Question: Can you provide a simple example to illustrate how derivatives are used for hedging in 

the Fixed Income Market? 

Answer: Certainly. Let's say a pension fund holds a large amount of 10-year fixed-rate bonds. The 

fund is concerned that interest rates will rise, which would reduce the value of these bonds. To 

hedge this risk, the fund might buy interest rate futures that profit when interest rates rise. If interest 

rates do increase, the loss in the bond portfolio would be offset by gains in the futures contracts, 

thereby mitigating the impact on the fund's assets. 

Question: What is hedging? 

Answer: Hedging is a financial strategy that seeks to reduce risk by offsetting losses in one asset with 

gains in another asset. Derivatives are often used for hedging, as they allow investors to take 

positions that are inversely correlated to the underlying asset. 

Question: How can derivatives be used to hedge in the fixed income market? 

Answer: Derivatives can be used to hedge against a variety of risks in the fixed income market, 

including interest rate risk, credit risk, and currency risk. For example, an investor who is concerned 
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about rising interest rates could buy an interest rate swap, which would lock in a fixed interest rate 

for a specified period of time. 

Question: What are the most common types of derivatives used for hedging in the fixed income 

market? 

Answer: The most common types of derivatives used for hedging in the fixed income market include: 

• Interest rate swaps: Interest rate swaps are contracts that allow two parties to exchange 

interest payments on a loan. This can be used to hedge against rising or falling interest rates. 

• Credit default swaps (CDS): CDS are contracts that pay out if a borrower defaults on a loan. 

This can be used to hedge against the risk of default on a bond. 

• Currency swaps: Currency swaps are contracts that allow two parties to exchange payments 

in different currencies. This can be used to hedge against the risk of currency fluctuations. 

• Futures contracts: Futures contracts are agreements to buy or sell an asset at a specified 

price on a specified date. This can be used to hedge against the risk of price changes. 

• Options: Options are contracts that give the holder the right, but not the obligation, to buy 

or sell an asset at a specified price on a specified date. This can be used to hedge against the 

risk of price changes. 

Question: Can derivatives be used to speculate? 

Answer: Yes, derivatives can be used to speculate, which is the attempt to profit from price 

movements in the underlying asset. However, speculation is a risky activity, and investors should be 

aware of the risks involved before using derivatives for speculation. 

Question: What are the risks of using derivatives for hedging? 

Answer: The main risks of using derivatives for hedging are: 

Basis risk: Basis risk is the risk that the price of the derivative does not perfectly correlate with the 

price of the underlying asset. This can lead to losses if the price of the underlying asset moves in a 

way that is not expected. 

Credit risk: Credit risk is the risk that the counterparty to the derivative defaults on their obligations. 

This can lead to losses for the investor if the counterparty is unable to pay out on the derivative. 

Liquidity risk: Liquidity risk is the risk that the derivative cannot be easily sold if the investor needs to 

exit the position. This can lead to losses if the investor is forced to sell the derivative at a loss. 

Question: What are the regulations governing the use of derivatives for hedging? 

Answer: The regulations governing the use of derivatives for hedging vary from country to country. In 

the United States, the main regulatory body is the Commodity Futures Trading Commission (CFTC). 

The CFTC requires that all derivatives transactions be cleared through a clearinghouse, which helps 

to reduce counterparty risk. 

Question: What are the benefits of using derivatives for hedging? 

The benefits of using derivatives for hedging include: 

• The ability to reduce risk: Derivatives can be used to reduce risk by offsetting losses in one 

asset with gains in another asset. 
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• The ability to customize risk: Derivatives can be customized to meet the specific needs of the 

investor. 

• The ability to take leveraged positions: Derivatives can be used to take leveraged positions, 

which means that the investor can control a larger amount of risk with a smaller amount of 

capital. 

Question: What are the limitations of using derivatives for hedging? 

The limitations of using derivatives for hedging include: 

• The risks of basis risk, credit risk, and liquidity risk. 

• The complexity of derivatives: Derivatives can be complex instruments, and investors should 

carefully understand the risks involved before using them. 

• The cost of using derivatives: Derivatives can be expensive to use, and the cost should be 

weighed against the benefits before using them. 

Question: How can I learn more about using derivatives for hedging? 

You can learn more about using derivatives for hedging by: 

• Reading books and articles about derivatives. 

• Taking courses on derivatives. 

• Talking to a financial advisor who specializes in derivatives. 

Question: What is a currency swap in the context of the Fixed Income Market? 

Answer: A currency swap is a financial derivative where two parties agree to exchange principal and 

interest payments in different currencies over a specified period. In the Fixed Income Market, 

currency swaps are often used to hedge against foreign exchange risk or to gain exposure to another 

currency. 

Question: How is a currency swap structured? 

Answer: A currency swap typically involves the exchange of an initial principal amount in two 

different currencies between the parties. Subsequently, they also exchange interest payments on 

these amounts at specified intervals. Finally, at the end of the contract, the principal amounts are 

usually swapped back at either the initial exchange rate or a pre-agreed rate. 

Question: What is the primary purpose of currency swaps in the Fixed Income Market? 

Answer: The primary purpose is to hedge against foreign exchange risk or to lower funding costs. For 

instance, an American company might use a currency swap to secure cheaper financing in euros, 

while a European company might want to do the same in dollars. The swap allows both to achieve 

their goals without taking on unnecessary currency risk. 

Question: How do currency swaps differ from interest rate swaps? 

Answer: While both currency swaps and interest rate swaps involve the exchange of interest 

payments, currency swaps also include the exchange of principal amounts in different currencies. 

Interest rate swaps usually only involve the exchange of interest payments and do not require an 

initial exchange of principal. 

Question: Can you give a practical example of how a currency swap works? 

https://www.quicktechie.com/


 

Answer: Sure. Let's say a U.S.-based company needs to finance a project in Europe and requires 

euros for that. Similarly, a Europe-based company needs dollars for a project in the U.S. The U.S. 

company could swap $10 million for €8 million with the European company. Over the course of the 

swap, they would exchange interest payments in their respective currencies. At the end of the swap 

term, they would swap the principal amounts back, effectively closing the positions. 

Question: What are the risks associated with currency swaps? 

Answer: The major risks include counterparty risk, where one party may default on their obligations, 

and market risk, where unfavorable movements in exchange rates or interest rates can affect the 

swap's value. Additionally, there may be liquidity risk if one party wishes to terminate the swap early 

and can't find a suitable counterparty. 

Question: What are the benefits of using currency swaps? 

Answer: Currency swaps allow parties to mitigate foreign exchange risk and can result in cost savings 

through arbitrage opportunities. They also offer a way to gain exposure to foreign currencies and 

interest rates without having to transact directly in the foreign exchange market. 

Question: How are the interest rates determined in a currency swap? 

Answer: The interest rates in a currency swap are usually determined by the prevailing market rates 

for the respective currencies at the time the swap is initiated. They can be either fixed or floating 

rates, and they usually reflect the credit risk and economic conditions of the countries whose 

currencies are being swapped. 

Question: Can currency swaps be customized? 

Answer: Yes, currency swaps can be highly customized to suit the needs of the parties involved. This 

includes the length of the swap, the currencies involved, whether the interest rates are fixed or 

floating, and any other specific conditions the parties want to include. 

Question: How do companies typically account for currency swaps on their balance sheets? 

Answer: The accounting treatment for currency swaps can vary depending on the jurisdiction and 

the specific accounting standards being followed. However, they are usually recorded as either assets 

or liabilities at their fair market value. Changes in their market value may also need to be reported in 

the financial statements, depending on the accounting rules. 

Question: What is a currency swap? 

Answer: A currency swap is a financial transaction in which two parties agree to exchange principal 

and interest payments in different currencies. This can be used to hedge against currency risk, to 

access cheaper financing, or to speculate on currency movements. 

Question: What are the different types of currency swaps? 

Answer: There are two main types of currency swaps: 

Fixed-for-fixed currency swaps: In this type of swap, the parties agree to exchange fixed interest 

payments in different currencies. 

Floating-for-floating currency swaps: In this type of swap, the parties agree to exchange floating 

interest payments in different currencies. 
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Question: How does a currency swap work? 

Answer: A currency swap typically works as follows: 

The two parties agree on the terms of the swap, such as the currencies to be exchanged, the interest 

rates, and the duration of the swap. 

• The parties exchange the principal amounts in the two currencies. 

• The parties then exchange interest payments on a regular basis, typically quarterly. 

• At the end of the swap, the parties exchange the principal amounts back. 

Question: What are the benefits of using a currency swap? 

Answer: The benefits of using a currency swap include: 

• Hedging against currency risk: A currency swap can be used to hedge against the risk that the 

value of one currency will change relative to another currency. 

• Accessing cheaper financing: A currency swap can be used to access cheaper financing in a 

foreign currency. 

• Speculating on currency movements: A currency swap can be used to speculate on the future 

movements of currencies. 

Question: What are the risks of using a currency swap? 

Answer: The risks of using a currency swap include: 

• Interest rate risk: The interest rates on the two currencies may change during the swap, 

which could affect the profitability of the swap. 

• Credit risk: The counterparty to the swap may default on their obligations, which could result 

in losses for the other party. 

• Liquidity risk: The swap market may be illiquid, which could make it difficult to exit the swap 

if necessary. 

Question: What are some examples of how currency swaps are used in the fixed income market? 

Answer: Here are some examples of how currency swaps are used in the fixed income market: 

A company that has borrowed money in a foreign currency can use a currency swap to hedge against 

the risk of currency fluctuations. 

A bank that is trying to raise money in a foreign currency can use a currency swap to access cheaper 

financing. 

A hedge fund that is trying to speculate on currency movements can use a currency swap to bet on 

the future movements of currencies. 

Question: What are the regulations governing currency swaps? 

Answer: The regulations governing currency swaps vary from country to country. In the United 

States, currency swaps are regulated by the Commodity Futures Trading Commission (CFTC). The 

CFTC requires that all currency swaps be reported to the CFTC, which helps to protect investors from 

fraud. 

Question: What are the future trends of currency swaps? 
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Answer: The future trends of currency swaps are uncertain. Some experts believe that currency 

swaps will continue to grow in popularity, as they offer a way to hedge against currency risk and 

access cheaper financing. Others believe that currency swaps will decline in popularity, as the 

regulations governing them become more stringent. 

Question: What are the implications of currency swaps for investors? 

Answer: The implications of currency swaps for investors depend on their individual circumstances 

and risk tolerance. Investors who are comfortable with the risks involved may find that currency 

swaps offer them a way to hedge against currency risk or access cheaper financing. However, 

investors who are not comfortable with the risks involved should avoid currency swaps. 

Question: What is a trade? 

Answer: A trade is the buying or selling of a financial security, such as a bond. 

Question: How are trades executed in the fixed income market? 

Answer: Trades in the fixed income market can be executed in a variety of ways, including: 

• Over-the-counter (OTC) trading: This is the most common way to trade fixed income 

securities. In OTC trading, the buyer and seller negotiate the terms of the trade directly with 

each other. 

• Exchange trading: This is less common for fixed income securities, but it is becoming more 

popular. In exchange trading, the buyer and seller trade securities through a central 

exchange. 

• Direct market access (DMA): This is a type of electronic trading that allows investors to trade 

directly with market makers. 

Question: What are the different types of orders? 

Answer: There are different types of orders that can be placed when trading fixed income securities, 

including: 

• Market order: This is an order to buy or sell a security at the best available price. 

• Limit order: This is an order to buy or sell a security at a specified price or better. 

• Stop order: This is an order to buy or sell a security once the price reaches a specified level. 

• Trailing stop order: This is an order to buy or sell a security once the price moves by a 

specified amount from a specified level. 

Question: What are the different types of market participants in the fixed income market? 

Answer: The main market participants in the fixed income market include: 

• Issuers: These are the entities that issue fixed income securities, such as governments, 

corporations, and financial institutions. 

• Investors: These are the entities that buy fixed income securities, such as individuals, 

institutions, and governments. 

• Brokers: These are the intermediaries that match buyers and sellers of fixed income 

securities. 

• Market makers: These are the entities that quote prices at which they are willing to buy and 

sell fixed income securities. 

Question: What are the different types of risks associated with trading fixed income securities? 
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Answer: The main risks associated with trading fixed income securities include: 

• Interest rate risk: This is the risk that the value of a fixed income security will decline when 

interest rates rise. 

• Credit risk: This is the risk that the issuer of a fixed income security will default on their 

obligations. 

• Liquidity risk: This is the risk that it will be difficult to sell a fixed income security quickly. 

• Political risk: This is the risk that political events will affect the value of a fixed income 

security. 

Question: What are the different types of trading strategies used in the fixed income market? 

Answer: There are many different trading strategies used in the fixed income market, but some of 

the most common include: 

• Carry trade: This is a strategy that involves borrowing money in a low-interest currency and 

investing it in a high-interest currency. 

• Yield curve trading: This is a strategy that involves trading bonds with different maturities to 

take advantage of changes in the yield curve. 

• Credit spread trading: This is a strategy that involves trading bonds with different credit 

ratings to take advantage of changes in credit spreads. 

• Relative value trading: This is a strategy that involves trading bonds with similar 

characteristics to take advantage of mispricings between different bonds. 

Question: What are the different types of analytical tools used in the fixed income market? 

Answer: There are many different analytical tools used in the fixed income market, but some of the 

most common include: 

• Yield curves: Yield curves show the relationship between interest rates and maturities. 

• Credit spreads: Credit spreads show the difference between the yields of bonds with 

different credit ratings. 

• Technical analysis: Technical analysis uses historical price data to predict future price 

movements. 

• Fundamental analysis: Fundamental analysis uses financial data to assess the value of a 

security. 

Question: What are the regulations governing trading in the fixed income market? 

Answer: The regulations governing trading in the fixed income market vary from country to country. 

In the United States, the main regulatory bodies include the Securities and Exchange Commission 

(SEC) and the Commodity Futures Trading Commission (CFTC). 

Question: What are the future trends of trading in the fixed income market? 

Answer: The future trends of trading in the fixed income market are uncertain. Some experts believe 

that trading will become more electronic, while others believe that it will become more fragmented. 

Question: What does the term "Mechanics of Trades" refer to in the Fixed Income Market? 

Answer: In the Fixed Income Market, "Mechanics of Trades" refers to the various steps and processes 

involved in completing a trade of fixed income securities, such as bonds. This includes everything 

from order placement and execution to settlement and record-keeping. 
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Question: What are the initial steps involved in placing a trade in the Fixed Income Market? 

Answer: The initial steps usually involve a trader or an investor deciding to buy or sell a particular 

fixed income security. They will assess market conditions, look at current prices, yields, and other 

relevant data. Once the decision is made, an order is placed through a trading platform or directly 

with a broker. 

Question: How is an order executed in this market? 

Answer: Once an order is placed, it goes to the trading desk, which will try to find a matching order 

on the other side (buy if you are selling, and vice versa). If a match is found, the trade is executed, 

and the transaction details, including price and quantity, are confirmed between both parties. 

Question: What happens after the trade is executed? 

Answer: After the trade is executed, the next step is usually the clearing process. Clearing involves 

matching the buying and selling parties' trade details to ensure they are in agreement. This is 

typically done by a clearinghouse or a similar entity. 

Question: How is the settlement of trades carried out? 

Answer: Settlement involves the actual exchange of the securities and payment. In the Fixed Income 

Market, this generally occurs one to three days after the trade date, depending on the type of 

security traded and market conventions. The buyer will receive the securities, and the seller will 

receive the payment. 

Question: Can you provide a simple example to illustrate the mechanics of a trade? 

Answer: Sure. Let's say an investor wants to buy $1 million worth of 10-year U.S. Treasury bonds. The 

investor places the order through their brokerage account. The trading desk at the brokerage finds a 

matching sell order and executes the trade at a specified price. The details are then sent to a 

clearinghouse to confirm the specifics of the transaction between the buyer and the seller. After 

confirmation, the trade moves to the settlement phase, where the buyer's account is debited $1 

million, and the 10-year U.S. Treasury bonds are credited to their account. 

Question: What role do brokers play in the mechanics of trades? 

Answer: Brokers act as intermediaries between buyers and sellers. They facilitate the trade by 

matching orders, executing them, and often assisting in the clearing and settlement processes. 

Brokers earn a commission or a spread for their role in the transaction. 

Question: How are trade discrepancies or errors handled? 

Answer: In the event of a trade discrepancy or error, the clearinghouse usually identifies the issue 

during the clearing process. Both parties are notified, and they must agree on a resolution, which 

could involve adjusting the trade details or even unwinding the trade in extreme cases. 

Question: What impact does technology have on the mechanics of trades in the Fixed Income 

Market? 

Answer: Technology plays a significant role in streamlining and automating many aspects of trading. 

Modern trading platforms enable quick order placement, execution, and real-time tracking. 

Clearinghouses use advanced systems to quickly match and confirm trades, reducing the likelihood of 

errors and discrepancies. 
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Question: How do market regulations affect the mechanics of trades? 

Answer: Market regulations set the legal framework within which trading occurs. This includes rules 

around transparency, reporting requirements, and fair-trading practices. Failure to adhere to these 

regulations can result in penalties and could impact the validity of the trade. Therefore, it's crucial for 

all market participants to be aware of and comply with relevant laws and regulations. 

 

Module-2: Basics of Bond Market 
 

 

Question: What are Bearer Securities? 

Answer: Bearer securities are financial instruments like bonds or stocks that are owned by whoever 

physically holds the paper certificate. Unlike registered securities, which have the name of the owner 

registered with the issuing company, bearer securities have no such records. This means that 

ownership can change hands simply by transferring the physical document. 

Question: How do Bearer Securities differ from Registered Securities? 

Answer: While registered securities are recorded in the name of the owner and ownership transfer 

requires formal documentation and notification to the issuing company, bearer securities are 

anonymous. The issuer doesn't keep a record of who owns the security; whoever holds the physical 

certificate is deemed the owner. 

Question: How are Bearer Securities commonly used in Fixed Income Markets? 

Answer: Bearer bonds are a type of bearer security commonly traded in fixed income markets. These 

bonds pay interest to whoever holds the bond at the time the payment is made. Typically, the bond 

has detachable coupons that the holder can clip and redeem for interest payments. 

Question: What are the benefits of using Bearer Securities? 

Answer: One advantage of bearer securities is that they are easily transferable; you simply hand over 

the physical certificate to transfer ownership. This makes them relatively liquid assets in markets 

where they are accepted. They can also offer anonymity to the owner, which some investors may 

find advantageous. 

Question: What are the downsides or risks of Bearer Securities? 

Answer: The main downside is the risk of loss or theft. If you lose the physical certificate, you lose 

your investment. Additionally, because bearer securities offer anonymity, they have historically been 

associated with tax evasion and other illicit financial activities, leading many jurisdictions to either 

limit or ban their use. 

Question: Can you give an example to illustrate how a Bearer Bond works in the Fixed Income 

Market? 

Answer: Sure. Imagine you purchase a $1,000 bearer bond with an annual interest rate of 5%. The 

bond has 10 detachable coupons, one for each year until maturity. Each year, you can clip one 

coupon and redeem it for $50 (5% of $1,000). Whoever physically holds the bond and its coupons is 

entitled to the interest, and eventually, the principal amount at maturity. 
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Question: Are Bearer Securities still widely used today? 

Answer: Due to concerns about money laundering, tax evasion, and the lack of traceability, the use 

of bearer securities has been heavily regulated or banned in many countries, including the United 

States. However, they are still used in some international markets. 

Question: How are Bearer Securities taxed? 

Answer: Because bearer securities are anonymous by nature, taxing them can be a challenge for 

authorities. In some jurisdictions, taxes are withheld at source, meaning that a portion of the interest 

payment is automatically taken by the government. However, the anonymity feature can also make it 

easier for holders to evade taxes, which is one reason why these securities are heavily regulated. 

Question: How do you buy or sell Bearer Securities? 

Answer: Buying or selling bearer securities typically occurs in secondary markets, usually through 

brokers or private deals. Ownership is transferred by physically handing over the security certificate, 

often in exchange for a bank wire transfer or other form of payment. 

Question: Are Bearer Securities considered safe investments? 

Answer: The safety of a bearer security largely depends on the issuer's creditworthiness, just like any 

other type of bond or stock. However, bearer securities come with the additional risk of physical loss 

or theft, as there is no record of ownership. Therefore, they may not be suitable for all types of 

investors. 

Question: What are Bearer Securities? 

Answer: Bearer securities are financial instruments such as bonds or stock certificates that are 

owned by whoever is in physical possession of the paper document. They do not have the owner's 

name registered, unlike registered securities, and therefore the ownership is transferred simply by 

transferring the physical document. 

Question: How do Bearer Securities work in the Fixed Income Market? 

Answer: In the fixed income market, bearer bonds are a type of bond that pays interest to the holder 

without the need to prove ownership through registration. The issuer pays the interest and principal 

to whoever holds the physical bond certificate at the time the payments are due. 

Question: How is the Value of Paper Documents significant in the case of Bearer Securities? 

Answer: The paper document itself holds significant value because it serves as the actual asset. 

Losing the document is akin to losing the investment, as there is often no other way to prove 

ownership. Hence, the paper is not just a representation but is the asset itself. 

Question: What are the benefits of holding Bearer Securities? 

Answer: Bearer securities offer ease of transfer and anonymity. You can sell or transfer the asset 

simply by handing over the paper document, without needing to go through a lengthy registration 

process. 

Question: What are the drawbacks of Bearer Securities? 

Answer: The major drawbacks are the risk of theft and loss, as well as limited tracking capabilities for 

tax purposes. Because the paper document itself is the asset, losing it means losing your investment. 
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Question: Are Bearer Securities common today? 

Answer: No, bearer securities have largely fallen out of favor due to concerns about money 

laundering, tax evasion, and the risk of theft or loss. Most countries now use registered securities 

that are tracked electronically. 

Question: How do interest payments work with Bearer Bonds in the Fixed Income Market? 

Answer: Bearer bonds often come with attached coupons that the bondholder can clip and redeem 

for interest payments. Whoever holds the bond and presents the coupon receives the interest 

payment, no questions asked. 

Question: Can you give an example to illustrate how Bearer Securities operate? 

Answer: Sure, let's say you buy a 10-year bearer bond with a face value of $10,000 and an annual 

interest rate of 5%. Each year, you would clip a coupon from the bond and present it to the issuer's 

designated location to receive your $500 interest payment. After 10 years, you would present the 

main bond certificate to receive the $10,000 principal back. 

Question: How does one go about selling a Bearer Security? 

Answer: Selling a bearer security is as simple as handing over the physical paper to the buyer. The 

transaction is then complete, and the new owner has all the rights to future interest payments and 

the return of principal. 

Question: Are there any legal restrictions on trading Bearer Securities? 

Answer: Yes, many jurisdictions have put restrictions or even bans on the issuance and trading of 

bearer securities to combat money laundering and tax evasion. Always make sure to check the 

regulations in your jurisdiction before engaging in transactions involving bearer securities. 

Question: What is a bond coupon in the context of the fixed income market? 

Answer: In the fixed income market, a bond coupon refers to the annual interest payment made by 

the issuer of the bond to its holders. The coupon is usually expressed as a percentage of the bond's 

face value and is paid periodically, often semi-annually or annually, for the life of the bond. 

Question: How is the coupon rate determined? 

Answer: The coupon rate is determined by the issuer at the time the bond is issued. It is based on 

various factors such as the creditworthiness of the issuer, prevailing interest rates, and the term or 

maturity of the bond. The coupon rate is fixed for the lifetime of the bond, unless it's a variable or 

floating-rate bond. 

Question: Can you give an example to explain how bond coupons work? 

Answer: Certainly. Let's say you buy a bond with a face value of $1,000 and a coupon rate of 5%. This 

means you will receive $50 per year in coupon payments. If the bond pays interest semi-annually, 

you will receive $25 every six months. 

Question: What is a zero-coupon bond? 

Answer: A zero-coupon bond is a type of bond that does not pay periodic interest payments. Instead, 

it is issued at a discount to its face value and matures at its face value. The difference between the 

issuance price and the maturity value represents the interest income for the bondholder. 
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Question: How do you calculate the yield on a bond? 

Answer: The yield on a bond is calculated as the annual interest payment (the coupon) divided by the 

current market price of the bond. It indicates the return an investor can expect if they hold the bond 

until maturity. 

Question: Do higher coupon rates mean higher yields? 

Answer: Not necessarily. A high coupon rate may make a bond attractive, but the yield also depends 

on the bond's current market price. If the bond is trading at a premium (above its face value), the 

yield could be lower than the coupon rate. 

Question: Can the issuer ever change the coupon rate on a fixed-rate bond? 

Answer: No, the issuer cannot change the coupon rate on a fixed-rate bond once it has been issued. 

The coupon rate remains constant for the life of the bond. 

Question: What are callable bonds in relation to coupons? 

Answer: Callable bonds give the issuer the right to "call" or redeem the bond before its maturity 

date. If interest rates fall, issuers might call bonds to refinance at lower rates. This poses a risk for 

bondholders enjoying high coupon payments, as their bonds may be called and they may have to 

reinvest in bonds with lower coupon rates. 

Question: How do taxes affect bond coupons? 

Answer: Interest earned from bond coupons is generally subject to federal income tax and possibly 

state and local taxes as well. However, some bonds like municipal bonds may offer tax-free coupon 

payments. 

Question: What happens to the coupon payments if a company defaults? 

Answer: If a company defaults, it may fail to make the scheduled coupon payments. In such a case, 

bondholders are at risk of losing their interest payments and potentially some of their principal 

investment. They may have to wait for bankruptcy proceedings to know if they will recover any of 

their investment. 

Question: What is LIBOR? 

Answer: LIBOR stands for the London Interbank Offered Rate. It's a benchmark interest rate at which 

major global banks lend to one another in the international interbank market for short-term loans. 

LIBOR serves as a reference rate for various financial instruments in both financial markets and 

commercial fields. It plays a crucial role in the fixed income market because various debt instruments 

like bonds and loans are often pegged to LIBOR rates. 

Question: What is CDOR? 

Answer: CDOR, or the Canadian Dollar Offered Rate, is a Canadian short-term interest rate that 

serves as a benchmark for various financial instruments priced in Canadian dollars. Similar to LIBOR, 

CDOR reflects the cost of borrowing Canadian dollars on a short-term basis and is also widely used in 

the fixed income market. 

Question: How is LIBOR determined? 
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Answer: LIBOR is calculated daily by the ICE Benchmark Administration. It takes submissions from a 

panel of leading, reputable banks about the rates at which they would be willing to lend to each 

other for different periods (overnight, one week, one month, etc.). After removing the highest and 

lowest submissions, an average is calculated to determine the LIBOR rate for that day. 

Question: How is CDOR determined? 

Answer: CDOR is calculated through a daily survey of up to nine market makers in bankers' 

acceptances (BA). These contributors provide bid-side rates at which they are willing to purchase BAs 

of prime borrowers for terms ranging from 1 to 12 months. CDOR is then calculated as an average of 

these rates and is published by Refinitiv. 

Question: Why are LIBOR and CDOR important in the fixed income market? 

Answer: Both LIBOR and CDOR serve as benchmark interest rates for a variety of financial 

instruments such as bonds, loans, and derivatives in their respective currencies. This is critical in the 

fixed income market because it provides a basis for pricing and valuing financial products. 

Instruments like floating-rate bonds often use LIBOR or CDOR as a reference rate, and their yields 

move in line with changes in these rates. 

Question: Can you provide an example of how LIBOR is used in the fixed income market? 

Answer: Certainly. Consider a floating-rate bond that pays interest based on LIBOR plus a fixed 

margin, say 2%. If the current 3-month LIBOR is 1%, then the bond would pay a 3% interest rate for 

that period (1% LIBOR + 2% margin). If LIBOR moves to 1.5% the next quarter, then the bond would 

adjust to pay a 3.5% interest rate (1.5% LIBOR + 2% margin). 

Question: Can you provide an example of how CDOR is used in the fixed income market? 

Answer: For example, a floating-rate bond issued in Canada may have its interest payments tied to 

CDOR. If the current 3-month CDOR is 0.5% and the bond has a fixed margin of 2%, then the interest 

rate for that quarter would be 2.5% (0.5% CDOR + 2% margin). If CDOR rises to 0.7% in the next 

quarter, the bond's interest payment would adjust to 2.7% (0.7% CDOR + 2% margin). 

Question: Are LIBOR and CDOR regulated? 

Answer: Yes, both LIBOR and CDOR are subject to regulations and oversight. The Financial Conduct 

Authority (FCA) in the UK oversees LIBOR, while in Canada, CDOR is regulated by the Investment 

Industry Regulatory Organization of Canada (IIROC). Regulatory oversight aims to ensure the integrity 

and reliability of these benchmark rates. 

Question: What are the alternatives to LIBOR and CDOR? 

Answer: As of my last update in September 2021, efforts are underway to transition from LIBOR to 

alternative rates such as the Secured Overnight Financing Rate (SOFR) in the United States. In the UK, 

the Sterling Overnight Index Average (SONIA) is considered a LIBOR alternative. For CDOR, the 

Canadian Overnight Repo Rate Average (CORRA) is a suggested alternative. These rates are 

considered more robust and transparent. 

Question: Why is transitioning from LIBOR significant in the fixed income market? 

Answer: The transition away from LIBOR is significant because a large number of financial products 

are tied to this benchmark. These include bonds, loans, and derivatives. The change to a new 

benchmark could impact the pricing and valuation of these instruments, requiring changes in 
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contracts and potentially affecting investment strategies. It's a complex task requiring coordination 

between regulators, financial institutions, and market participants to ensure a smooth transition. 

Question: What are Interbank Offered Rates?   

Answer: Interbank Offered Rates (IBORs) are benchmark interest rates at which banks are willing to 

lend to each other in the interbank market. They are often used as a reference point for various 

financial instruments and contracts, including those in the fixed income market like bonds and 

derivatives. 

Question: How are Interbank Offered Rates calculated?   

Answer: These rates are often calculated as an average of the rates quoted by a panel of participating 

banks. These banks submit the interest rates at which they are willing to lend unsecured funds to 

other banks. The highest and lowest submissions may be removed, and the remaining are averaged 

to determine the rate. 

Question: Why are Interbank Offered Rates important in the fixed income market?   

Answer: In the fixed income market, the rate at which bonds and other debt securities yield interest 

often depends on a benchmark rate. Interbank Offered Rates like LIBOR, EURIBOR, and TIBOR serve 

as those benchmarks, helping to determine the interest rates on bonds, swaps, and other fixed-

income instruments. 

Question: Can you give an example of how IBORs are used in fixed income securities?   

Answer: Certainly. Let's say a company issues a floating-rate bond that pays interest based on LIBOR 

+ 2%. If the current 3-month LIBOR rate is 1%, then the interest rate on the bond for that period 

would be 3% (1% LIBOR + 2%). This allows the interest payments to adjust with market conditions. 

Question: What are some common Interbank Offered Rates?   

Answer: Some common Interbank Offered Rates are LIBOR (London Interbank Offered Rate), 

EURIBOR (Euro Interbank Offered Rate), and TIBOR (Tokyo Interbank Offered Rate). Each of these is 

used as a benchmark in different currency zones: LIBOR for the British pound and U.S. dollar, 

EURIBOR for the euro, and TIBOR for the Japanese yen. 

Question: How often are IBORs updated?   

Answer: The frequency of updates depends on the specific IBOR. For example, LIBOR is often 

published daily on London business days, while other rates like EURIBOR might be updated at 

different intervals. The time frame for which the rate is applicable, such as overnight, one month, or 

three months, also varies. 

Question: Are there any issues or controversies associated with Interbank Offered Rates?   

Answer: Yes, IBORs have faced scrutiny for being susceptible to manipulation. In some cases, banks 

have been accused of submitting false rates to benefit their own trading positions. This has led to 

reforms and the introduction of alternative benchmarks, such as the Secured Overnight Financing 

Rate (SOFR) in the United States. 

Question: How are Interbank Offered Rates relevant to individual investors?   
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Answer: Individual investors may have exposure to IBORs through various financial products. For 

example, if an investor holds a floating-rate bond, the interest payments they receive may be tied to 

an IBOR. Similarly, mortgage rates and student loans can also be tied to these benchmarks. 

Question: What is the impact of central bank policy on Interbank Offered Rates?   

Answer: Central bank policy, such as changes in the federal funds rate in the U.S., can influence the 

level of IBORs. When a central bank raises or lowers its key interest rate, it often leads to a 

corresponding change in Interbank Offered Rates, affecting the yields on fixed-income securities tied 

to them. 

Question: Are Interbank Offered Rates likely to remain as important benchmarks in the future?   

Answer: While IBORs have historically been crucial benchmarks, their importance is diminishing due 

to regulatory reforms and the introduction of more robust alternatives like SOFR. However, given 

that many existing contracts are tied to IBORs, they are likely to remain relevant for some time, 

especially for legacy financial products. 

Question: What is SOFR? 

Answer: SOFR stands for Secured Overnight Financing Rate. It is a benchmark interest rate that 

measures the cost of borrowing cash overnight, collateralized by Treasury securities. SOFR is 

intended to be a more transparent and reliable alternative to LIBOR (London Interbank Offered Rate) 

for use in derivatives and other financial products.  

Question: How is SOFR calculated? 

Answer: SOFR is calculated as a volume-weighted median of transaction-level data from various 

segments of the overnight Treasury repo market. The rate is published daily by the Federal Reserve 

Bank of New York.  

Question: Why was SOFR introduced? 

Answer: SOFR was introduced as a more reliable alternative to LIBOR, which has been plagued by 

manipulation scandals and dwindling transaction volumes. Regulatory bodies sought a benchmark 

that would be based on a robust, transparent, and liquid market, and the Treasury repo market fit 

the bill. 

Question: In what financial products is SOFR used? 

Answer: SOFR is used in a variety of financial products within the fixed income market, including 

derivatives like swaps and futures, as well as in floating-rate bonds, loans, and securitized products.  

Question: How does SOFR differ from LIBOR? 

Answer: While LIBOR is an unsecured rate based on quotes from banks, SOFR is a secured rate based 

on actual transaction data from the Treasury repo market. This makes SOFR less susceptible to 

manipulation and potentially more reflective of market conditions. 

Question: How is SOFR used in fixed-income instruments like bonds? 

Answer: In the fixed income market, SOFR can be used as a benchmark rate for floating-rate bonds. 

For example, a SOFR-linked bond might have its coupon rate reset periodically based on SOFR, 

perhaps with an added spread for credit risk and other factors.  
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Question: What are the pros and cons of using SOFR in the fixed income market? 

Answer: Pros include greater transparency, reduced susceptibility to manipulation, and alignment 

with a deep and liquid underlying market. Cons include the relatively short history of SOFR, which 

could make it less familiar to market participants, and its sensitivity to fluctuations in the Treasury 

repo market. 

Question: Can you provide a simple example to illustrate how SOFR works in the fixed income 

market? 

Answer: Certainly. Imagine a floating-rate bond that pays interest based on SOFR plus a spread of 1%. 

If SOFR is at 0.5%, then the bond would pay an interest rate of 1.5% for the period until the next 

reset. If SOFR rises to 0.7%, the bond's rate would adjust to 1.7% for the next period. 

Question: What challenges have market participants faced in adopting SOFR? 

Answer: Some challenges include the need for transitioning from LIBOR-linked contracts to SOFR-

linked contracts, educating market participants about how SOFR works, and adapting risk 

management practices to a new benchmark.  

Question: What role do regulators play in the adoption of SOFR? 

Answer: Regulators like the Federal Reserve and the Financial Stability Board have been actively 

promoting the adoption of SOFR to replace LIBOR. They provide guidelines and timelines for the 

transition and oversee the methodology and governance of SOFR to ensure it meets the market's 

needs. 

Question: What are venue screens in the context of the Fixed Income Market?   

Answer: Venue screens are the electronic interfaces on which financial instruments, including fixed 

income securities like bonds, are displayed for trading. These platforms show real-time quotes, 

trading volume, and other relevant information to traders. 

Question: How are venue screens different from regular trading screens?   

Answer: While regular trading screens may focus on a variety of asset classes such as equities, 

commodities, and currencies, venue screens in the fixed income market are specialized to display 

detailed information on fixed income securities, such as yield, maturity, and coupon rate. 

Question: What kind of information is typically displayed on a fixed income venue screen?   

Answer: A fixed income venue screen will generally display the ISIN (International Securities 

Identification Number), current price, yield, coupon rate, maturity date, issuer, and sometimes the 

credit rating of the bond. 

Question: Are venue screens only used for buying and selling?   

Answer: No, venue screens also serve other functions like market analysis, tracking historical data, 

and monitoring market trends. They are multi-functional platforms that assist traders in making 

informed decisions. 

Question: Can venue screens be customized?   
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Answer: Yes, many venue screens allow users to customize their interface to highlight the 

information most relevant to them. For example, a trader may set the screen to focus on bonds of a 

specific maturity range or credit rating. 

Question: How do venue screens facilitate liquidity in the fixed income market?   

Answer: Venue screens help to aggregate offers from multiple sellers and bids from multiple buyers, 

making it easier for market participants to find a counterparty for their trades. This increases market 

liquidity. 

Question: Do venue screens operate in real-time?   

Answer: Yes, venue screens in the fixed income market usually operate in real-time, displaying live 

quotes and updates so traders can make decisions based on the most current information. 

Question: Are venue screens used by all types of fixed income traders?   

Answer: Generally, yes. Whether you're an institutional trader, a retail investor, or a market maker, 

venue screens are an essential tool for participating in the fixed income market. 

Question: Can you give an example of how a trader might use a venue screen?   

Answer: Sure, imagine a trader is looking to buy a corporate bond. They would open their venue 

screen and filter to only show corporate bonds with maturities between 5 and 10 years, and credit 

ratings of 'A' or above. Upon finding a bond they are interested in, they can view its current price, 

yield, and trading volume. They can then place an order to buy the bond directly through the venue 

screen interface. 

Question: Is it necessary to use venue screens for trading in the fixed income market?   

Answer: While it's not absolutely necessary, as some trades still happen through phone calls or other 

means, venue screens have become increasingly important tools for efficient and transparent trading 

in the fixed income market. They offer the advantages of real-time data, increased liquidity, and a 

centralized platform for executing trades. 

Question: What is a coupon in the context of the fixed income market? 

Answer: A coupon is the annual interest rate paid on a bond, expressed as a percentage of the face 

value. If you own a bond with a face value of $1,000 and a coupon rate of 5%, you would receive $50 

annually as your interest payment. 

Question: What does yield mean in relation to bonds? 

Answer: Yield is the effective annual return an investor expects to earn if a bond is held to maturity. 

Unlike the coupon rate, which is fixed, the yield takes into account the bond's current market price, 

its face value, coupon interest rate, and the time remaining until maturity.  

Question: How are coupon and yield different? 

Answer: The coupon rate is a fixed percentage of the bond's face value that is paid out annually in 

interest. The yield, on the other hand, is a calculation that takes into account the bond's purchase 

price and its coupon payments to show what the effective annual return will be if held to maturity. 

Yield can fluctuate based on market conditions, whereas the coupon rate remains fixed for the life of 

the bond. 
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Question: Can you give an example to illustrate the difference between coupon and yield? 

Answer: Sure, let's say you buy a bond with a face value of $1,000 and a coupon rate of 5%. You 

would receive $50 per year in coupon payments. However, if you buy the same bond for $900 

instead of its $1,000 face value, your yield will be higher than 5% because you are getting the same 

$50 annual payment but on a lower investment.  

Question: How is yield to maturity calculated? 

Answer: Yield to maturity (YTM) is a more comprehensive measure of yield that takes into account 

not just coupon payments but also any capital gain or loss when the bond matures. It's often 

calculated using financial calculators or software, as the formula involves complex mathematics. 

Essentially, YTM is the discount rate that makes the present value of all future cash flows from the 

bond (both interest and principal payments) equal to its current market price. 

Question: What is the importance of yield in bond valuation? 

Answer: Yield serves as an indicator of the risk and return profile of a bond. A higher yield generally 

means higher risk but also greater potential returns. Investors use yield to compare different bonds 

and make informed investment choices. 

Question: What happens to yield when bond prices rise? 

Answer: When bond prices rise, yield falls. This is because the yield is calculated based on the 

current market price of the bond. If the price is higher but the coupon payment remains the same, 

then the effective return (yield) is lower. 

Question: And what happens when bond prices fall? 

Answer: When bond prices fall, yield increases. You would be paying less for a bond that pays the 

same fixed coupon, making your effective annual return higher. 

Question: Can a bond have a zero coupon? If yes, how does that affect its yield? 

Answer: Yes, a bond can have a zero coupon. This means the bond doesn't make any annual interest 

payments. Instead, it's issued at a significant discount to its face value and matures at its face value. 

The yield on a zero-coupon bond comes from the difference between the purchase price and the 

face value, and it's realized when the bond matures. 

Question: What should an investor look at: coupon or yield? 

Answer: An investor should look at both but focus more on yield. The coupon rate tells you the fixed 

interest payment you will receive, which is useful for cash flow planning. However, the yield gives you 

a more comprehensive understanding of the return you can expect, especially if you buy the bond at 

a price different from its face value. Yield also allows you to compare bonds with different maturities 

and coupon rates on an equal footing. 

Question: What is a bond in the context of the fixed income market? 

Answer: In the fixed income market, a bond is a debt instrument that allows an entity, usually a 

corporation or government, to borrow money from investors. In return, the entity agrees to pay a 

specified interest rate at regular intervals and to return the principal amount, also known as the face 

value, when the bond matures. 

Question: What is bond yield? 
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Answer: Bond yield is the rate of return an investor can expect to earn if they hold the bond until 

maturity. It takes into account the bond's coupon payments and any change in the bond's price. Yield 

is usually expressed as an annual percentage. 

Question: What is the coupon rate? 

Answer: The coupon rate is the annual interest rate paid on a bond's face value. For example, a bond 

with a face value of $1,000 and a coupon rate of 5% will pay $50 per year in interest. 

Question: How is bond price related to yield? 

Answer: Bond price and yield have an inverse relationship. When the bond yield goes up, the bond 

price usually goes down, and vice versa. This happens because when new bonds are issued with 

higher yields, existing bonds with lower yields become less attractive, leading to a decrease in their 

market price. 

Question: How do you calculate the current yield of a bond? 

Answer: The current yield is calculated by taking the annual coupon payments and dividing it by the 

current market price of the bond. Mathematically, Current Yield = (Annual Coupon Payment / Current 

Market Price) x 100. 

Question: What is yield to maturity (YTM)? 

Answer: Yield to maturity (YTM) is the total return anticipated on a bond if it is held until maturity. 

YTM takes into account the bond's current market price, par value, coupon interest rate, and the 

time remaining until maturity. Calculating YTM can be complex and usually involves solving for the 

yield in a present value of cash flows equation. 

Question: How is total return on a bond calculated? 

Answer: Total return on a bond includes both the interest payments received and any capital gain or 

loss from selling the bond before it matures or holding it until maturity. The formula is: Total Return = 

(Ending Value - Beginning Value + Coupon Payments) / Beginning Value. 

Question: Can you provide an example to explain bond returns? 

Answer: Sure. Let's say you buy a bond for $950 with a face value of $1,000 and a coupon rate of 5%. 

The annual coupon payment would be $50. If you sell the bond after one year for $980, your total 

return would be ($980 - $950 + $50) / $950 = 8.42%. 

Question: How do market conditions affect bond returns? 

Answer: Market conditions like interest rates, economic indicators, and credit ratings can significantly 

affect bond returns. For example, if interest rates rise, new bonds will be issued with higher coupon 

rates, making existing bonds less attractive and driving down their prices. Economic downturns can 

also affect the creditworthiness of bond issuers, influencing bond prices. 

Question: What are the risks involved in investing in bonds? 

Answer: Investing in bonds comes with risks such as interest rate risk, credit risk, and liquidity risk. 

Interest rate risk refers to the risk of bond prices falling when interest rates rise. Credit risk is the risk 

that the issuer will default on their payments. Liquidity risk is the risk that you may not be able to sell 

the bond easily in the market at a fair price. 
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Question: What is Carry in the context of the Fixed Income Market?   

Answer: Carry in the Fixed Income Market refers to the return earned on a bond if it is held for a 

specific period without any change in market interest rates. The carry is essentially the interest 

earned minus the cost of financing the bond.  

Question: What is Roll-Down in the Fixed Income Market?   

Answer: Roll-Down is the potential capital gain (or loss) you could achieve in the bond market as a 

bond "rolls down" the yield curve. As bonds age, their time to maturity shortens, and they move to a 

point on the yield curve where yields might be lower, thereby increasing the bond's price. 

Question: How is Carry calculated?   

Answer: Carry is typically calculated as the coupon interest that you would earn over a given period 

minus any costs incurred for holding the bond, such as financing costs. If you own the bond outright, 

then the carry would simply be the coupon payments you receive.  

Question: How does Roll-Down work?   

Answer: As a bond gets closer to its maturity, it "rolls down" the yield curve. If the yield curve is 

upward sloping (longer-term bonds have higher yields), then the bond will generally move towards a 

lower yield, resulting in a capital gain for the bondholder. 

Question: Can you give a simple example to illustrate Carry?   

Answer: Sure. Let's say you buy a 5-year bond with a 3% coupon rate. If you hold the bond for one 

year, and interest rates don't change, then your carry would be the 3% coupon payment you receive. 

Question: Can you give a simple example to illustrate Roll-Down?   

Answer: Let's consider a 5-year bond that you plan to hold for one year. If the yield curve is upward 

sloping and the yield on a 4-year bond is lower than that of a 5-year bond, you could gain as the 

bond "rolls down" from the 5-year point to the 4-year point on the yield curve. This would typically 

result in an increase in the bond's price. 

Question: How does Carry interact with Roll-Down?   

Answer: Carry and Roll-Down are often considered together to estimate the total return from holding 

a bond for a particular period. The carry provides a predictable return in the form of coupon 

payments, while the roll-down effect may offer additional capital gains (or losses) based on the shape 

of the yield curve. 

Question: Are there any risks associated with focusing on Carry and Roll-Down?   

Answer: Yes, both strategies are sensitive to changes in interest rates. If rates rise significantly, the 

negative impact on the bond's price could outweigh the benefits of carry and roll-down. Similarly, a 

flattening or inversion of the yield curve could negate the benefits of roll-down. 

Question: How do traders and investors use Carry and Roll-Down in their strategies?   

Answer: Traders often use a combination of carry and roll-down to maximize returns while mitigating 

risks. They may go long on bonds with a high carry and favorable roll-down characteristics while 

shorting bonds where these features are less favorable. This approach can create a more balanced 

and potentially profitable portfolio. 
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Question: What role do market conditions play in Carry and Roll-Down strategies?   

Answer: Market conditions like the prevailing interest rates, economic indicators, and the shape of 

the yield curve play a crucial role in determining the effectiveness of carry and roll-down strategies. 

Understanding these conditions helps investors make informed decisions about which bonds to 

include in their portfolios. 

Question: What is Carry in the context of Fixed Income Market? 

Answer: In the fixed income market, "carry" refers to the return earned on a bond or other fixed-

income security if you hold it for a certain period without any change in its price or yield. Carry is 

typically composed of the interest income received, minus the cost of financing the bond. 

Question: What is Slide in fixed income terms? 

Answer: "Slide" refers to the change in the yield of a bond as it moves closer to its maturity. As bonds 

age, their yields generally slide down the yield curve, especially if interest rates remain stable. The 

impact of slide varies depending on the shape of the yield curve. 

Question: What does Expected Return mean? 

Answer: Expected Return is the profit or loss an investor anticipates on an investment. In the fixed 

income market, it would include the yield of the bond, any changes in bond price due to interest rate 

movements, and the impact of reinvesting the bond's coupons. 

Question: How do you calculate Carry? 

Answer: The carry of a bond can be calculated by taking the bond’s yield and subtracting the 

financing rate. If an investor does not need to borrow funds to buy the bond, the carry would 

essentially be the yield of the bond. 

Question: Can you give an example to illustrate the concept of Carry? 

Answer: Suppose you buy a bond that pays a 5% yield and you finance this purchase with a loan that 

has a 2% interest rate. The carry would be 5% - 2% = 3%. 

Question: How do you calculate Slide? 

Answer: Calculating slide can be complex as it involves changes in yield due to the bond moving 

closer to maturity. It generally requires the yield curve to predict how yields may change as the bond 

ages. However, if the yield curve is flat, the slide effect would be minimal. 

Question: Can you provide an example to illustrate Slide? 

Answer: Suppose you have a 10-year bond yielding 4%. A year passes, and now it’s a 9-year bond. If 

the yield for 9-year bonds is 3.8%, then the bond has slid down the yield curve, and its yield has 

decreased due to its shorter maturity. 

Question: How do you calculate Expected Return? 

Answer: The Expected Return in the fixed income market would be a combination of the yield, any 

capital gains or losses due to price changes, and the reinvestment of coupon payments. You'd need 

to consider all these factors to come up with a comprehensive figure. 

Question: Can you give an example to illustrate Expected Return? 
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Answer: Let's say you buy a bond with a 5% yield, financed at a 2% rate, giving you a carry of 3%. If 

the bond price is expected to remain stable and you can reinvest the coupons at a 4% rate, your 

expected return would be the carry of 3% + the 4% reinvestment rate, giving you an expected return 

of 7%. 

Question: How are Carry, Slide, and Expected Return interrelated? 

Answer: Carry, Slide, and Expected Return are all components that collectively contribute to the total 

return of a bond. Carry provides the basic income you'd expect from holding a bond, Slide adjusts 

this for changes in yield as the bond ages, and Expected Return combines these with other factors 

like capital gains and coupon reinvestment to give a holistic view of your potential earnings. 

Question: What is the Fixed Income Market? 

Answer: The Fixed Income Market is a segment of the financial market where securities that provide 

a fixed interest payment over a period are traded. Examples of these securities include bonds, notes, 

and other debt instruments. They are often considered less risky compared to equities and are a 

favored choice for conservative investors. 

Question: What do you mean by Investor Return in the context of the Fixed Income Market? 

Answer: Investor Return in the context of the Fixed Income Market refers to the total gains or losses 

made by an individual or institutional investor from purchasing and holding fixed-income securities. 

This includes interest payments, price appreciation or depreciation, and any fees or costs associated 

with holding or trading the security. 

Question: What is a Trading Desk in this context? 

Answer: A Trading Desk is a department or team within a financial institution that specializes in 

buying and selling financial instruments. In the context of the Fixed Income Market, a trading desk 

may focus on various debt securities like government bonds, corporate bonds, or mortgage-backed 

securities. 

Question: How do Trading Desks calculate returns? 

Answer: Trading Desks typically use more complex models that factor in market liquidity, transaction 

costs, and the capital allocation needed for the trade. They often use metrics like "Spread over 

Benchmark," yield curve analysis, or Relative Value Analysis (RVA) to evaluate the potential returns 

on a particular trade. 

Question: How do Investors calculate returns? 

Answer: Investors may use simpler methods like Yield to Maturity (YTM) or simply the coupon rate 

for calculating returns on fixed income securities. They may also look at the total return, which 

includes capital gains or losses in addition to the interest payments. 

Question: Can you give an example to illustrate how an Investor calculates returns? 

Answer: Certainly. Let's say an investor buys a 5-year bond with a face value of $1000 that pays an 

annual coupon of 5%. The Yield to Maturity (YTM) in this case would be 5%. The investor can expect 

a $50 interest payment every year and the return of the face value at maturity. The total return over 

5 years would be the sum of all the interest payments ($250) plus the face value ($1000), less the 

initial investment, divided by the initial investment. 
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Question: How about an example for how a Trading Desk calculates returns? 

Answer: A Trading Desk might look at a 5-year corporate bond yielding 5%, but also consider the 

spread over a similar duration Treasury bond yielding 2%. This "Spread over Benchmark" of 3% (5% - 

2%) becomes a key metric. The desk may also factor in transaction costs, liquidity premiums, and 

market sentiment to arrive at a more nuanced expected return.  

Question: Do Trading Desks and Investors always use different methods for calculating returns? 

Answer: Not necessarily. Some sophisticated individual investors may use methods similar to trading 

desks, especially if they have a background in finance or access to advanced analytical tools. 

Likewise, trading desks may also use simpler metrics for quick calculations or for certain types of 

trades. 

Question: Why is it important for an investor to understand the methods used by Trading Desks? 

Answer: Understanding the methods used by Trading Desks can offer investors a more nuanced view 

of market dynamics. This can help them make better investment decisions, particularly in volatile or 

complex market conditions. It can also help in negotiations for better prices when trading securities. 

Question: Is the calculation of returns the only factor that should be considered in Fixed Income 

Investing? 

Answer: No, the calculation of returns is just one factor. Investors should also consider the credit risk 

associated with the issuer, the duration of the bond, liquidity, taxation, and other personal 

investment goals. Likewise, trading desks also consider factors like market risk, counterparty risk, and 

operational risk in addition to return calculations. 

Question: What is an interest rate swap? 

Answer: An interest rate swap is a financial derivative used in fixed-income markets where two 

parties agree to exchange interest payments over a specified period. Generally, one party agrees to 

pay a fixed interest rate on a principal amount while the other pays a variable rate on the same 

principal. The actual principal is usually not exchanged. 

Question: What are the basic components of an interest rate swap? 

Answer: An interest rate swap has several key components: the notional principal amount (the 

agreed-upon amount on which interest payments are calculated), the fixed interest rate, the variable 

interest rate index (often LIBOR or another benchmark), the payment frequency, and the maturity 

date of the swap. 

Question: Why do market participants engage in interest rate swaps? 

Answer: Participants may use interest rate swaps for a variety of reasons. Some might want to hedge 

against interest rate risk, while others may be looking for arbitrage opportunities. Companies can use 

swaps to change their exposure to fluctuating interest rates, essentially converting fixed-rate debt to 

variable or vice versa. 

Question: What is the fixed leg and the floating leg in an interest rate swap? 

Answer: The fixed leg of the swap involves one party agreeing to pay a fixed interest rate on the 

notional principal. Conversely, the floating leg is the part where the other party agrees to pay a 

variable interest rate, often tied to a benchmark like LIBOR, on the same notional principal. 
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Question: How is the variable rate determined? 

Answer: The variable interest rate is usually based on an external index, such as LIBOR or some other 

interest rate benchmark. The rate is recalculated at specified intervals, such as every month or 

quarter, depending on the terms of the swap agreement. 

Question: Can you give a simple example to illustrate how an interest rate swap works? 

Answer: Sure, consider two companies, Company A and Company B. Company A has a $1 million 

loan at a variable rate, while Company B has a $1 million loan at a 5% fixed rate. Company A wants to 

lock in a fixed rate to manage risk, and Company B wants a variable rate expecting rates to go down. 

They enter into a swap. Company A agrees to pay Company B a 5% fixed rate on $1 million, and 

Company B agrees to pay Company A the variable rate on $1 million. Now, each company has 

effectively converted its interest rate exposure according to its needs. 

Question: What happens at the maturity date of the swap? 

Answer: At the maturity date, the swap contract ends, and the final set of interest payments are 

exchanged between the two parties. There is no exchange of the principal amount unless the terms 

of the swap specifically include a principal exchange, which is rare. 

Question: What are the risks involved in interest rate swaps? 

Answer: Interest rate swaps come with several risks. The most prominent is counterparty risk, where 

one party may default on their obligation. Other risks include interest rate risk (for the party paying 

the variable rate), basis risk (if the floating index doesn't move as expected), and market risks 

including changes in regulations or taxation. 

Question: How are interest rate swaps valued? 

Answer: The value of an interest rate swap depends on the present value of the future cash flows, 

which are calculated based on the current interest rates. Any difference between the present value 

of the fixed leg and the floating leg gives the swap's net value.  

Question: Are interest rate swaps standardized or customizable? 

Answer: Interest rate swaps can be both standardized and customizable. Over-the-counter (OTC) 

swaps are often tailored to meet the specific needs of the parties involved, whereas exchange-traded 

swaps are more standardized, offering less flexibility but more liquidity and lower counterparty risk. 

 

Module-3: Central Bank & Economies 
 

 

Question: What is the basic concept of supply and demand? 

Answer: Supply and demand is an economic model that describes how the price and quantity of 

goods are determined in a market. Supply represents the amount of a product that sellers are willing 

and able to sell at different prices, while demand represents the amount that buyers are willing and 

able to purchase at different prices. 

Question: How does supply and demand work in the Fixed Income Market? 
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Answer: In the fixed income market, which primarily consists of bonds, supply refers to the amount 

of bonds that issuers like governments or corporations are willing to sell. Demand refers to the 

investors' willingness to buy these bonds. When demand is high, bond prices generally rise, and 

yields (interest rates) fall. Conversely, when supply is high, bond prices may fall, and yields rise. 

Question: What factors affect supply in the Fixed Income Market? 

Answer: Supply can be influenced by interest rates, government fiscal policy, and market sentiment. 

For example, if a government needs to finance new projects, it may issue more bonds, increasing the 

supply. Likewise, if companies see growth opportunities, they may issue corporate bonds to raise 

capital, affecting supply. 

Question: What factors affect demand in the Fixed Income Market? 

Answer: Factors such as interest rates, economic indicators, and investor sentiment can affect 

demand. For instance, if investors expect interest rates to fall in the future, they may buy bonds now, 

increasing current demand. 

Question: How do interest rates relate to supply and demand in the Fixed Income Market? 

Answer: Interest rates and bond prices have an inverse relationship. When interest rates go up, new 

bonds come with higher yields, making existing bonds with lower yields less attractive. This 

decreases demand for existing bonds, leading to a drop in their prices. Conversely, when interest 

rates fall, existing bonds become more attractive, increasing their demand and price. 

Question: What happens when there is more supply than demand? 

Answer: When supply outstrips demand, bond prices generally fall. This is because issuers have to 

make their bonds more attractive to buyers, which they usually do by increasing the yield. For 

example, if a country issues too much debt and investors are reluctant to buy, the yields on those 

bonds will have to increase to attract buyers. 

Question: What happens when there is more demand than supply? 

Answer: When demand is higher than supply, bond prices tend to rise, causing yields to fall. Investors 

are essentially willing to accept a lower return because they see the bonds as a safe or profitable 

investment.  

Question: Can you give an example to illustrate supply and demand dynamics in the Fixed Income 

Market? 

Answer: Sure, imagine the U.S. government issues 10-year Treasury bonds with a 2% yield. If 

economic indicators suggest the economy is strong, investors might flock to riskier assets like stocks, 

reducing demand for these bonds. If, at the same time, the government issues more bonds to 

finance new projects, supply increases. The excess supply and reduced demand would likely push the 

price of the bonds down, and the yield would go up to attract buyers. 

Question: How do changes in credit rating affect supply and demand? 

Answer: A change in credit rating can significantly impact both supply and demand. If a rating agency 

downgrades a bond issuer's credit rating, the perceived risk of the bonds increases. This can reduce 

demand as investors look for safer options, leading to a decrease in bond prices and an increase in 

yields. 
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Question: How do macroeconomic factors affect the Fixed Income Market's supply and demand? 

Answer: Macroeconomic factors like inflation, unemployment rates, and GDP growth can impact 

investor sentiment and thus influence demand. For instance, during a recession, demand for safer 

assets like government bonds often increases. On the supply side, economic conditions can influence 

the government's fiscal policy, affecting how many bonds they issue. 

Question: What is a Treasury/Government Bond? 

Answer: A Treasury or Government Bond is a debt security issued by a government to raise funds. 

Investors purchase these bonds as a way to loan money to the government. In return, the 

government pays interest over the life of the bond and returns the principal amount, also known as 

the face value, when the bond matures. These bonds are considered one of the safest forms of 

investment and are a key component of the fixed income market. 

 

Question: What is a Treasury/Government Bond Auction? 

Answer: A Treasury/Government Bond Auction is the process by which these bonds are sold to 

investors. The government sets a particular date and time for the auction and invites investors to 

participate. The bonds are allocated based on the bids received, either through competitive or non-

competitive bidding. 

 

Question: What is Competitive Bidding? 

Answer: In Competitive Bidding, investors specify both the quantity of bonds they want to purchase 

and the yield (interest rate) they are willing to accept. The bonds are then allocated starting with the 

lowest yield bids until all available bonds are sold. If your bid is too high in terms of yield, you may 

not receive any bonds. 

 

Question: What is Non-Competitive Bidding? 

Answer: In Non-Competitive Bidding, investors specify only the quantity of bonds they wish to 

purchase but do not specify a yield. They agree to accept whatever yield is determined at the end of 

the auction. This ensures that the investor will receive the bonds they desire but at an unknown 

yield. 

 

Question: Can you give an example to explain the auction process? 

Answer: Sure, let's say the government wants to sell $100 million worth of 10-year bonds. Investor A 

might bid for $10 million at a yield of 2%, while Investor B bids for $20 million at a yield of 1.8%. If 

the total demand at or below a yield of 2% is $100 million, both investors would receive the bonds 

they requested, but at different yields. Investor A would get a 2% yield and Investor B would get a 

1.8% yield. 

 

Question: How are yields determined in a bond auction? 
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Answer: Yields are determined through the bidding process. In a competitive auction, the lowest 

yield bids are filled first, moving up the yield scale until all bonds are allocated. The highest yield 

accepted is often referred to as the "stop-out yield," and this sets the yield for the non-competitive 

bids as well. 

 

Question: What happens if the auction is undersubscribed? 

Answer: If an auction is undersubscribed, meaning there aren't enough bids to purchase all the 

available bonds, the government has a couple of options. It may choose to sell the remaining bonds 

in the secondary market or keep them for a future auction. Sometimes, the government can also 

turn to "primary dealers" who are obligated to buy the remaining bonds. 

 

Question: What happens if the auction is oversubscribed? 

Answer: If an auction is oversubscribed, meaning there are more bids than available bonds, then the 

bonds will be allocated starting with the lowest yield bids until all bonds are sold. Investors who bid 

at higher yields may not receive any bonds or may receive fewer than they bid for. 

 

Question: How does this process impact the Fixed Income Market? 

Answer: Government bond auctions play a significant role in the fixed income market by setting 

interest rates and providing a benchmark for other types of debt. These auctions impact the supply 

and demand dynamics of the fixed income market, affecting yields and prices for other bonds as 

well. 

 

Question: Why are Treasury/Government Bonds considered a benchmark in the Fixed Income 

Market? 

Answer: Treasury/Government Bonds are considered extremely low-risk because they are backed by 

the full faith and credit of the government. Due to this low risk, the yield on these bonds serves as a 

benchmark for other, riskier fixed income securities. When the yields on government bonds move, it 

often leads to corresponding changes in yields for corporate bonds, municipal bonds, and other 

types of fixed income securities. 

Question: What is an issue market in the context of fixed income securities? 

Answer: An issue market refers to the marketplace where new securities are issued and sold to 

investors for the first time. In the context of fixed income securities like bonds, it's the initial market 

where the bond is first sold to the public or to institutional investors. 

Question: What does bookbuilding mean? 

Answer: Bookbuilding is a process used by investment banks or underwriters to determine the price 

at which a new issue of securities will be offered. Interested investors submit bids indicating the 

number of shares (or in this case, bonds) they are willing to buy and at what price. The underwriters 

then use this information to set the final offering price. 
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Question: How does bookbuilding work in the context of fixed income markets? 

Answer: In the fixed income markets, bookbuilding often starts with a "price talk," where the issuer 

and the lead underwriter discuss a tentative price range for the bonds. They then invite institutional 

investors to indicate interest, specifying the number of bonds they wish to purchase and at what 

price. Based on this, the final issue price is set, aiming to allocate bonds in a way that will fully 

subscribe the issue while maximizing proceeds for the issuer. 

Question: What role do investment banks play in this process? 

Answer: Investment banks usually act as underwriters in the issue market for fixed income securities. 

They are responsible for gauging investor demand through bookbuilding, setting the final price of the 

issue, and buying the securities from the issuer to sell them to investors. 

Question: Are retail investors generally involved in bookbuilding for fixed income securities? 

Answer: In most cases, bookbuilding for fixed income securities primarily involves institutional 

investors like mutual funds, hedge funds, and pension funds. Retail investors are generally not 

directly involved in this process, although they can purchase the bonds once they are issued and 

traded on the secondary market. 

Question: Can you provide an example to illustrate bookbuilding in fixed income markets? 

Answer: Sure. Imagine a corporation wants to raise $100 million by issuing bonds. The lead 

underwriter initiates the bookbuilding process and conducts a price talk, suggesting an initial yield of 

5%. Institutional investors submit their bids, some bidding for the bond at a yield of 4.9% and others 

at 5.1%. Based on these bids, the underwriter decides that the final yield will be 5%, and allocates 

bonds to investors who bid at or below this yield. 

Question: What are the advantages of bookbuilding in fixed income markets? 

Answer: Bookbuilding allows issuers to gauge market demand and set a more accurate price for their 

bonds. This can result in a lower cost of capital for the issuer. For investors, it provides an 

opportunity to express their interest in the securities, possibly obtaining an allocation that closely 

matches their investment needs. 

Question: Are there any alternatives to bookbuilding? 

Answer: Yes, alternatives include methods like fixed pricing and auctions. In fixed pricing, the issuer 

sets a fixed price for the securities, and there is no initial price discovery process. In auctions, all 

interested investors submit sealed bids, and the securities are allocated based on the highest bids 

received. 

Question: How do market conditions affect bookbuilding? 

Answer: Market conditions can significantly impact the bookbuilding process. In a bullish market, 

there might be higher demand for bonds, allowing the issuer to set a lower yield. Conversely, in a 

bearish market, investor demand may be low, and the issuer might have to offer a higher yield to 

attract enough investors. 

Question: What happens if the issue is not fully subscribed during bookbuilding? 

Answer: If the issue is not fully subscribed, the underwriters may have to buy the remaining bonds 

themselves, which poses a risk for them. Alternatively, the issuer may have to amend the terms of 
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the bond or cancel the issuance altogether. This is why the bookbuilding process is crucial for gauging 

market demand and setting an appropriate issue price. 

Question: What is a switch trade in the context of the fixed income market? 

Answer: A switch trade in the fixed income market involves selling one bond and simultaneously 

buying another bond with the proceeds. The two bonds may differ in terms of maturity, credit rating, 

issuer, or some other characteristic. The goal is typically to improve the yield, reduce risk, or 

reposition the portfolio. 

Question: Why would an investor consider a switch trade? 

Answer: An investor might consider a switch trade to improve the performance of their fixed-income 

portfolio. For instance, if interest rates are rising, an investor might switch from a bond with a longer 

duration to one with a shorter duration to reduce interest rate risk. Another reason could be to swap 

a lower-yielding bond for a higher-yielding one. 

Question: What are some common reasons for executing a switch trade? 

Answer: Common reasons include adjusting for interest rate changes, diversifying issuer risk, 

capitalizing on market inefficiencies, improving yield, or changing the portfolio’s risk profile.  

Question: Can you provide a simple example of a switch trade? 

Answer: Certainly. Let's say an investor owns a 10-year U.S. Treasury bond yielding 2%. If the investor 

expects interest rates to rise, they may sell this bond and use the proceeds to buy a 2-year U.S. 

Treasury bond yielding 1.5%. This way, the investor is exposed to less interest rate risk because the 2-

year bond has a shorter duration. 

Question: Is there any cost involved in a switch trade? 

Answer: Yes, executing a switch trade involves transaction costs like brokerage fees for both selling 

and buying bonds. There may also be a bid-ask spread, which is the difference between the price you 

can sell a bond for and the price you can buy another bond. 

Question: What factors should an investor consider before making a switch trade? 

Answer: An investor should consider transaction costs, the yield difference between the bonds, the 

credit rating of the new bond, interest rate forecasts, and tax implications, among other factors. 

Question: How do switch trades affect the overall risk profile of a fixed income portfolio? 

Answer: A well-executed switch trade can either increase or decrease the overall risk profile of a 

fixed-income portfolio, depending on the attributes of the bonds being switched. For example, 

switching from a corporate bond to a government bond generally reduces credit risk.  

Question: Can switch trades be executed with other types of financial instruments? 

Answer: Yes, although this explanation focuses on the fixed income market, switch trades can also be 

executed with other types of assets, like equities or commodities, following the same general 

principle of selling one asset to buy another. 

Question: What are the tax implications of executing a switch trade? 
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Answer: In most jurisdictions, selling a bond at a profit would trigger a capital gains tax. The purchase 

of the new bond would then establish a new cost basis for future tax calculations. The specific tax 

implications can vary depending on the jurisdiction and the investor’s particular situation. 

Question: How can an investor execute a switch trade? 

Answer: An investor can execute a switch trade by selling the current bond holding through their 

brokerage account and simultaneously or immediately afterwards buying the new bond. Some 

brokerages even offer a 'switch' option that facilitates this process. Always remember to account for 

transaction costs and potential tax implications when executing a switch trade. 

Question: What is a Central Bank? 

Answer: A central bank is a financial institution that manages a country's currency, interest rates, and 

money supply. It is usually responsible for implementing monetary policy and often has other duties 

like overseeing commercial banking systems. 

Question: What are the primary goals of a Central Bank? 

Answer: The primary goals of a central bank often include price stability, which means controlling 

inflation; full employment, which involves reducing unemployment; and economic growth. These 

goals can vary by country but are generally aimed at achieving a stable and robust economy. 

Question: How does a Central Bank influence the Fixed Income Market? 

Answer: A central bank influences the fixed income market primarily through its monetary policy 

tools, like setting interest rates or conducting open market operations. For example, by lowering 

interest rates, a central bank can make new bonds less attractive, pushing up the prices of existing 

bonds in the market. 

Question: What is the relationship between interest rates and bond prices in the Fixed Income 

Market? 

Answer: There is an inverse relationship between interest rates and bond prices in the fixed income 

market. When interest rates go up, bond prices generally go down, and vice versa. This is because 

the fixed income payments on existing bonds become less attractive compared to new bonds that 

are issued at higher interest rates. 

Question: How does the Central Bank use Open Market Operations to achieve its goals? 

Answer: Through open market operations, a central bank buys or sells government securities like 

bonds to control the money supply. For instance, if the central bank wants to stimulate the economy, 

it can buy bonds, injecting money into the system, which generally lowers interest rates and boosts 

bond prices. 

Question: What is Quantitative Easing, and how does it affect the Fixed Income Market? 

Answer: Quantitative Easing (QE) is a non-traditional monetary policy where a central bank 

purchases longer-term securities from the open market to increase the money supply and lower 

interest rates. In the fixed income market, QE generally pushes up bond prices and lowers yields, 

making borrowing cheaper for businesses and individuals. 

Question: How does inflation targeting work, and what impact does it have on Fixed Income 

Securities? 

https://www.quicktechie.com/


 

Answer: Inflation targeting involves a central bank setting a specific inflation rate as a goal and 

adjusting monetary policy to achieve that rate. If inflation is above the target, the bank may raise 

interest rates, negatively affecting bond prices in the fixed income market. Conversely, if inflation is 

too low, the central bank may lower interest rates, boosting bond prices. 

Question: What are the tools available for a Central Bank to manage monetary policy? 

Answer: The primary tools are interest rate setting, open market operations, reserve requirements 

for commercial banks, and sometimes, foreign exchange interventions. These tools help the central 

bank achieve its goals of price stability, full employment, and economic growth. 

Question: How does a Central Bank's action impact foreign investment in Fixed Income Securities? 

Answer: Foreign investors closely watch a central bank's monetary policy. If the central bank raises 

interest rates, its country's fixed income securities become more attractive, often attracting foreign 

investment. On the other hand, a rate cut may discourage foreign investment as returns diminish. 

Question: How do Central Banks communicate their goals and policies to the market? 

Answer: Central banks typically communicate through official statements, press releases, and 

sometimes through scheduled press conferences. These communications are keenly observed by 

market participants in the fixed income market to gauge future interest rate movements and 

monetary policy actions, which in turn influence bond prices and yields. 

Question: What is a Repurchase Agreement (Repo)? 

Answer: A Repurchase Agreement, commonly known as a Repo, is a financial transaction where one 

party sells a security to another party with the agreement to buy it back at a specified future date 

and at a predetermined price. This essentially acts as a short-term collateralized loan. It is often used 

in the fixed income market to facilitate liquidity. 

Question: What are the two parties involved in a Repo transaction? 

Answer: The two main parties in a Repo transaction are the "seller," who is effectively the borrower, 

and the "buyer," who is the lender. The seller agrees to repurchase the security at a later date, while 

the buyer agrees to sell it back at a specified price. 

Question: What is the "Repo Rate"? 

Answer: The Repo rate is the rate of interest that is effectively paid by the borrower (seller) to the 

lender (buyer) for the term of the Repo agreement. It is determined at the inception of the 

transaction and is calculated based on the difference between the selling price and repurchase price 

of the security. 

Question: What types of securities are commonly used in Repo transactions? 

Answer: In the fixed income market, Repo transactions frequently involve Treasury bonds, corporate 

bonds, or other forms of debt securities. The chosen securities act as collateral for the loan. 

Question: Can you provide a simple example to explain a Repo transaction? 

Answer: Certainly. Let's say Party A needs quick cash and sells a $1 million Treasury bond to Party B 

for $990,000. They agree to repurchase the bond in one week for $1 million. The $10,000 difference 

represents the interest on the 'loan,' and the Repo rate would be calculated based on this difference. 
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Question: What are the typical durations for a Repo agreement? 

Answer: The duration of a Repo can range from overnight to several months, although most are 

short-term in nature, lasting less than two weeks. The length depends on the needs and agreement 

of the involved parties. 

Question: What happens if the seller fails to repurchase the securities? 

Answer: If the seller (borrower) fails to repurchase the securities as agreed, the buyer (lender) has 

the right to sell the securities in the open market to recover the amount loaned. This is why the 

transaction is typically collateralized with high-quality, liquid securities. 

Question: What is a Reverse Repo? 

Answer: A Reverse Repo is the opposite of a Repo. In this case, the buyer in the initial Repo becomes 

the seller and vice versa. Essentially, the party that initially lent money is now borrowing money, 

using the same securities as collateral but switching roles. 

Question: How does the Repo market contribute to the stability and liquidity of the fixed income 

market? 

Answer: The Repo market is crucial for liquidity because it allows financial institutions to borrow and 

lend short-term funds efficiently. This, in turn, helps in the smooth functioning of the broader fixed 

income market by enabling better price discovery and distribution of risk. 

Question: Are Repo transactions risk-free? 

Answer: While Repos are generally considered low-risk because they are collateralized, they are not 

entirely without risk. There's the risk of the counterparty defaulting, as well as market risk in case the 

value of the collateral fluctuates significantly. Therefore, it is essential for parties to assess these risks 

before entering into a Repo agreement. 

Question: What is a repo? 

Answer: A repurchase agreement (repo) is a short-term borrowing transaction where one party 

agrees to sell a security to another party with the promise to repurchase it at a later date, usually at 

a specified price. Repos are commonly used by financial institutions to obtain short-term liquidity. 

Question: What is the Overnight Rate? 

Answer: The overnight rate is the interest rate at which financial institutions lend or borrow funds 

with each other overnight. This rate is set by the central bank and serves as a benchmark for other 

short-term interest rates within the economy.  

Question: How are Repo and Overnight Rate linked? 

Answer: The repo rate often closely tracks the overnight rate because both are tools for short-term 

borrowing and lending, often just for one night. The overnight rate serves as a benchmark, and the 

repo rate is influenced by it. When the central bank changes the overnight rate, it usually leads to 

corresponding changes in the repo rate. 

Question: What is the Fixed Income Market? 
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Answer: The Fixed Income Market is a financial market where instruments like bonds, notes, and 

other debt securities are traded. These instruments pay a fixed interest over a period, making them 

attractive for risk-averse investors. 

Question: How do changes in the Overnight Rate affect the Fixed Income Market? 

Answer: A change in the overnight rate usually leads to a ripple effect across all interest rates, 

including those in the fixed income market. For example, if the overnight rate increases, the yields on 

newly issued bonds may also rise to attract investors, leading to a fall in bond prices. 

Question: Can you give an example to explain the linkage between Repo and Overnight Rates? 

Answer: Certainly. Let's say the central bank raises the overnight rate from 0.5% to 0.75%. As a result, 

banks will find it more expensive to borrow funds overnight. This will likely push up the repo rate, as 

institutions now require a higher return for their short-term lending. So, if the repo rate was initially 

at 0.55%, it might climb to 0.8% following the change in the overnight rate. 

Question: Why is understanding the relationship between Repo and Overnight Rates important for 

Fixed Income investors? 

Answer: Understanding this relationship helps fixed income investors gauge the direction in which 

short-term interest rates are headed. Changes in these rates can affect bond yields and prices, 

impacting the value of fixed income portfolios. 

Question: How do central banks use the Overnight Rate to influence Repo Rates? 

Answer: Central banks set the overnight rate to guide monetary policy. By changing this rate, they 

can make borrowing more expensive or cheaper for financial institutions, indirectly influencing the 

repo rates in the process. 

Question: Is there always a direct relationship between Repo and Overnight Rates? 

Answer: While the two rates often move in the same direction, they are not always perfectly aligned. 

Market conditions, liquidity constraints, and credit risks can also affect the repo rate independently 

of changes in the overnight rate. 

Question: Can Repo transactions have maturities longer than overnight? 

Answer: Yes, although repos are often used for short-term transactions, they can have maturities 

that extend beyond one day. These are known as "term repos." However, the longer the term of the 

repo, the less its rate will be influenced by changes in the overnight rate. 

Question: What is the role of a central bank in the fixed income market? 

Answer: A central bank plays a pivotal role in the fixed income market by setting short-term interest 

rates, engaging in open market operations, and sometimes directly purchasing bonds. The central 

bank's decisions influence the yields on bonds and therefore directly impact the fixed income 

market. 

Question: Why is setting interest rates challenging for a central bank? 

Answer: Setting the interest rate is a balancing act. If rates are too high, it can stifle economic growth 

by making borrowing expensive. Conversely, if rates are too low, it can lead to inflation and the 

erosion of savings. The central bank has to carefully analyze a multitude of economic indicators to set 

an appropriate rate. 
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Question: What are open market operations, and why are they complex? 

Answer: Open market operations involve the purchase and sale of government securities to regulate 

money supply and interest rates. The complexity arises because buying too many bonds can flood 

the market with cash, potentially leading to inflation, while selling too many can do the opposite, 

leading to deflation or stunted growth. 

Question: How do central banks impact the yield curve? 

Answer: Central banks have a significant influence on the short end of the yield curve through the 

setting of short-term interest rates. However, their impact on the long end is less direct and can 

involve signaling future policy or direct purchases of long-term securities. This influence on both 

short and long-term rates complicates the central bank's role. 

Question: Can the central bank control inflation perfectly? 

Answer: No, central banks can aim to manage inflation through interest rates and other tools, but 

they can't control it perfectly due to other factors like fiscal policy, global economic conditions, and 

changes in technology or productivity. 

Question: Why is credibility crucial for a central bank? 

Answer: Credibility ensures that when the central bank makes an announcement or changes policy, 

the market believes that it will follow through. A loss in credibility can make the central bank's job 

more difficult as their actions may not have the intended economic impact. 

Question: What is the role of forward guidance, and why is it tricky? 

Answer: Forward guidance involves the central bank communicating its future policy actions. While 

this can help steer market expectations and behavior, it is challenging because the central bank has 

to commit to a future course of action that may need to change based on unforeseen economic 

developments. 

Question: How does the central bank interact with the government's fiscal policy? 

Answer: While central banks are usually independent, their actions can complement or counteract 

the government's fiscal policy. For instance, during a recession, a government may increase 

spending, and the central bank may lower interest rates. However, conflicting fiscal and monetary 

policies can make economic management difficult. 

Question: Can a central bank run out of tools to manage the economy? 

Answer: Theoretically, a central bank has various tools like interest rate changes, open market 

operations, and more unconventional methods like quantitative easing. However, in extreme 

situations like a liquidity trap, the effectiveness of these tools can be significantly reduced. 

Question: What happens if the central bank makes a policy mistake? 

Answer: A policy mistake can have severe repercussions, such as hyperinflation or a recession. For 

example, if the central bank keeps interest rates too low for too long, it might lead to asset bubbles 

in the fixed income market. When these bubbles burst, it can cause financial instability and economic 

downturns. In summary, being a central bank is difficult because it has to navigate a complex 

economic landscape, manage expectations, and maintain credibility, all while making decisions that 

can have far-reaching consequences. 
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Question: What is a forward rate in the context of the fixed income market? 

Answer: In the context of the fixed income market, a forward rate refers to the future interest rate 

between two periods as agreed upon today. It is not a forecast but a contractual obligation between 

two parties to lend or borrow at a specific rate on a future date. 

Question: How is the forward rate calculated? 

Answer: Forward rates are generally calculated using the yields of bonds or interest rate swaps. If you 

have two bonds, one with maturity 'A' and the other with maturity 'B', then the forward rate from 'A' 

to 'B' can be calculated using their yield-to-maturity rates. The calculation aims to make the 

investment in a bond with maturity 'A' and rolling it over into a bond that matures at 'B' equivalent 

to investing in a bond that matures directly at 'B'. 

Question: What is the purpose of forward rates? 

Answer: Forward rates serve various purposes. They can be used to hedge interest rate risk, to 

speculate on future rates, or to gain an understanding of market expectations about future interest 

rate movements. Financial institutions often use them to manage their assets and liabilities 

effectively. 

Question: Are forward rates predictors of future spot rates? 

Answer: Although forward rates are often seen as the market's expectations of future interest rates, 

they are not perfect predictors. Forward rates incorporate various factors like liquidity premiums and 

risk premiums that might not necessarily translate to realized future rates. 

Question: How are forward rate agreements (FRAs) used in the fixed income market? 

Answer: Forward Rate Agreements (FRAs) are used as financial contracts in which parties agree on a 

future interest rate for borrowing or lending for a specific period. These are often used for hedging 

interest rate risks or for speculating on interest rate movements. 

Question: Can you provide a simple example to illustrate a forward rate? 

Answer: Sure. Imagine you see a 1-year bond yielding 2% and a 2-year bond yielding 3%. To find the 

one-year forward rate one year from now, you could use these yields to calculate the rate at which 

you could borrow or lend money between the end of the first year and the end of the second year.  

Question: How do forward rates affect bond pricing? 

Answer: Forward rates are intrinsically linked to bond pricing. The price of a bond is essentially the 

present value of its future cash flows, discounted at appropriate interest rates. If forward rates rise, it 

would suggest that future interest rates are expected to be higher, thereby reducing the present 

value of future cash flows and lowering the bond price, and vice versa. 

Question: How do central bank policies impact forward rates? 

Answer: Central banks influence short-term interest rates through their monetary policies, which in 

turn affect forward rates. If a central bank signals a future rate hike, forward rates are likely to 

increase even before the actual hike. Conversely, if a rate cut is expected, forward rates might 

decline. 

Question: How do market participants interpret changes in the forward rate curve? 
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Answer: Changes in the forward rate curve can signal various market conditions. A steepening curve 

may indicate expectations of rising interest rates, which could be due to stronger economic prospects 

or rising inflation. A flattening curve might suggest that the market expects little change in future 

interest rates, often seen as a sign of economic stability or low inflation. 

Question: How does liquidity premium affect forward rates? 

Answer: Liquidity premium refers to the extra yield demanded by investors for holding less liquid or 

longer-dated assets. This premium can make forward rates higher than what would be purely 

expected based on future spot rates, as investors require compensation for the added risk and 

reduced liquidity associated with longer tenors. 

Question: What is a yield curve in the context of fixed income markets? 

Answer: A yield curve is a graphical representation of the interest rates on debt for a range of 

maturities. It shows the relationship between the interest rate (or cost of borrowing) and the time to 

maturity of the debt for a given borrower in a particular currency. In fixed income markets, this is 

often used for bonds issued by a government or corporations. 

Question: What are the common types of yield curves? 

Answer: There are three main types of yield curves: normal (or upward-sloping), flat, and inverted. A 

normal yield curve suggests that longer-term interest rates are higher than shorter-term ones. A flat 

yield curve indicates little difference between short and long-term rates. An inverted yield curve 

shows that short-term interest rates are higher than longer-term rates. 

Question: What information does a yield curve convey? 

Answer: The shape of the yield curve provides insights into market expectations for future interest 

rates and economic activity. For instance, a normal yield curve typically signals economic expansion 

and investor confidence, while an inverted yield curve is often considered a predictor of economic 

recession. 

Question: How is a yield curve constructed? 

Answer: A yield curve is constructed by plotting the yields of bonds of the same credit quality but 

different maturities. For example, if you're looking at U.S. Treasury bonds, you might plot the yields 

for 1-month, 3-month, 6-month, 1-year, 5-year, 10-year, and 30-year bonds to construct the curve. 

Question: What is the difference between a nominal and real yield curve? 

Answer: A nominal yield curve represents the interest rates of bonds without accounting for 

inflation. The real yield curve, on the other hand, factors in inflation to show the yield on an inflation-

adjusted basis. 

Question: How do central banks influence the yield curve? 

Answer: Central banks influence the yield curve primarily through setting short-term interest rates. 

For example, when a central bank raises or lowers the federal funds rate in the United States, it 

directly affects the short end of the yield curve. However, expectations about the central bank's 

future actions can also influence the long end of the curve. 

Question: What is a "yield curve spread"? 
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Answer: A yield curve spread refers to the difference in yield between two bonds with different 

maturities. For example, if a 10-year bond yields 3% and a 2-year bond yields 1%, the yield curve 

spread between the two would be 2%. 

Question: How are yield curves used in fixed income trading? 

Answer: Traders in the fixed income markets use yield curves to identify trading opportunities. If the 

yield curve is expected to change shape (e.g., from flat to upward-sloping), traders might adjust their 

portfolios to capitalize on this movement. For example, they might buy long-term bonds if they 

expect the yield curve to steepen. 

Question: Can companies also have their own yield curves? 

Answer: Yes, companies that issue bonds can also have their own yield curves. These are typically 

riskier and thus have higher yields compared to government bonds. The shape and level of a 

corporate yield curve can give insights into the market's perception of that company's credit risk. 

Question: What are some limitations of using the yield curve as an economic indicator? 

Answer: While the yield curve has been a historically reliable indicator for economic trends, it's not 

foolproof. External factors like central bank intervention, changes in tax policy, or global economic 

conditions can affect the yield curve and make it less predictive. Moreover, the yield curve represents 

market expectations, which can sometimes be wrong. 

Question: What is a yield curve in the context of the fixed income market? 

Answer: A yield curve is a graphical representation that plots the yields or interest rates of bonds of 

equal quality but differing maturity dates. In the fixed income market, the yield curve is commonly 

used to display the yields of government bonds, like U.S. Treasury bonds, for various maturities 

ranging from short-term to long-term. 

Question: What does "upward sloping" mean in terms of a yield curve? 

Answer: An upward-sloping yield curve means that the yields or interest rates of bonds increase as 

their maturity dates extend further into the future. In other words, longer-term bonds offer higher 

yields compared to shorter-term bonds. 

Question: Why is an upward-sloping yield curve considered normal? 

Answer: An upward-sloping yield curve is often considered the "normal" state of affairs in a growing 

economy. Investors typically expect to be compensated with higher yields for taking on the increased 

risk and opportunity cost of holding longer-term bonds compared to shorter-term bonds. 

Question: What does an upward-sloping yield curve indicate about investor expectations? 

Answer: An upward-sloping yield curve generally indicates that investors expect both economic 

growth and rising interest rates in the future. Higher yields for longer-term bonds are seen as 

compensation for the increased risks associated with a longer investment horizon, such as inflation 

or interest rate changes. 

Question: Could you provide an example of an upward-sloping yield curve? 

Answer: Sure. Let's say we have 3 different U.S. Treasury bonds: a 1-year bond yielding 1%, a 5-year 

bond yielding 2%, and a 10-year bond yielding 3%. In this example, as the maturity date extends, the 

yield increases, thereby forming an upward-sloping yield curve. 
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Question: What are some of the risks associated with investing in long-term bonds in an upward-

sloping yield curve environment? 

Answer: One risk is interest rate risk. If interest rates rise further in the future, the price of existing 

long-term bonds with lower yields will fall. Additionally, there's reinvestment risk. If an investor holds 

a long-term bond to maturity, they may have to reinvest the principal in an economic environment 

that offers lower yields. 

Question: How does the Federal Reserve influence the yield curve? 

Answer: The Federal Reserve can influence the yield curve through its monetary policy actions. For 

instance, by adjusting the federal funds rate, the Fed indirectly affects short-term interest rates 

across the economy, which can then affect the shape of the yield curve. 

Question: How do market participants use an upward-sloping yield curve for investment 

strategies? 

Answer: Some investors employ a "barbell strategy," which involves investing in both short-term and 

long-term bonds to balance risk and returns. Others might use a "ladder strategy," buying bonds with 

staggered maturities to manage reinvestment risk. An upward-sloping yield curve can offer higher 

returns for those willing to accept the risks associated with longer maturities. 

Question: What role do economic indicators play in shaping the yield curve? 

Answer: Economic indicators like GDP growth, inflation, and unemployment rates can influence 

investor expectations about future interest rates and economic conditions, thereby affecting the 

shape of the yield curve. For example, strong GDP growth might lead to an even steeper upward-

sloping yield curve, as investors anticipate higher interest rates to combat inflation. 

Question: Can an upward-sloping yield curve ever invert to become a downward-sloping yield 

curve? 

Answer: Yes, an upward-sloping yield curve can invert to become a downward-sloping curve, which 

usually indicates investor pessimism about future economic conditions. This inversion often serves as 

a warning sign of a potential recession, as it suggests that investors are willing to accept lower yields 

for long-term bonds due to the uncertainty of the economic outlook. 

Question: What is a yield curve in the context of the fixed income market?   

Answer: A yield curve is a graphical representation that shows the relationship between the interest 

rates and the time to maturity of debt for a particular borrower in a given currency. In the context of 

the fixed income market, the yield curve is often drawn for government bonds, considered to be risk-

free, to provide a baseline for assessing the risk and returns of other fixed income securities. 

Question: What are the primary types of yield curves?   

Answer: There are three primary types of yield curves: normal, inverted, and flat. A normal yield 

curve is upward-sloping, meaning yields rise as maturity extends. An inverted yield curve slopes 

downward, meaning yields decrease as maturity extends. A flat yield curve means that yields are 

roughly the same across all maturities. 

Question: What does a normal yield curve indicate?   
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Answer: A normal, upward-sloping yield curve usually indicates that investors expect a healthy 

economy and rising interest rates in the future. In such cases, investors demand a higher return for 

locking in their money for a longer period. 

Question: Can you give an example of a normal yield curve?   

Answer: Sure, consider a hypothetical example where 1-year government bonds are yielding 1%, 5-

year bonds are yielding 2%, and 10-year bonds are yielding 3%. This is a normal yield curve because 

the yields are increasing as the time to maturity lengthens. 

Question: What does an inverted yield curve signify?   

Answer: An inverted yield curve often suggests that investors expect economic conditions to worsen, 

leading to lower interest rates in the future. It is often seen as a predictor of a recession. 

Question: Can you provide an example of an inverted yield curve?   

Answer: Of course. Suppose 1-year government bonds are yielding 3%, 5-year bonds are yielding 2%, 

and 10-year bonds are yielding 1%. This is an example of an inverted yield curve because the yields 

are decreasing as the time to maturity increases. 

Question: What is the significance of a flat yield curve?   

Answer: A flat yield curve usually indicates uncertainty about future economic conditions. Investors 

are not sure whether interest rates will rise or fall, and as a result, the yields for both short-term and 

long-term bonds are similar. 

Question: Can you illustrate a flat yield curve with an example?   

Answer: Certainly. Imagine 1-year, 5-year, and 10-year government bonds all yielding 2%. In this case, 

the yield curve is flat because the yield is the same regardless of the bond's time to maturity. 

Question: How do changes in monetary policy affect the yield curve?   

Answer: Changes in monetary policy, like changes in interest rates by a central bank, can significantly 

impact the shape of the yield curve. For instance, if the central bank raises interest rates, short-term 

yields may rise more quickly than long-term yields, potentially flattening or even inverting the yield 

curve. 

Question: Why is the yield curve important for investors in the fixed income market?   

Answer: The yield curve serves as a benchmark for pricing various fixed income securities. It helps 

investors make decisions about the risk and return trade-offs for different maturities. An 

understanding of the yield curve can also provide insights into future economic conditions, helping 

investors to make more informed investment choices. 

Module-4: Bonds Math & Money Market 
 

 

Question: What is a bond in the context of fixed income markets? 

Answer: A bond is a debt security issued by entities such as governments, municipalities, or 

corporations to raise capital. In the fixed income market, the issuer promises to pay the bondholder a 
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fixed interest rate at regular intervals, usually semi-annually or annually, and to return the principal 

amount, known as the "face value," when the bond matures. 

 

Question: What is bond yield? 

Answer: Bond yield is the annual return an investor can expect to earn on a bond if it is held to 

maturity. It is calculated as the bond's annual interest payments divided by its current market price. 

The yield changes inversely with the bond's price. 

 

Question: What is the difference between coupon rate and yield? 

Answer: The coupon rate is the interest rate that the bond issuer pays to the bondholder, and it is 

expressed as a percentage of the bond's face value. Yield, on the other hand, reflects the current 

market conditions and is the effective interest rate earned if the bond is held to maturity. 

 

Question: What is bond duration? 

Answer: Duration measures the sensitivity of a bond's price to changes in interest rates. It is 

expressed in years and gives investors an idea of how long it will take to recoup the investment in 

terms of cash flows like coupon payments and the return of principal. 

 

Question: How is bond pricing done? 

Answer: Bond pricing is usually done by discounting the future cash flows (coupon payments and the 

face value at maturity) to their present value using a discount rate. The discount rate is usually the 

current yield to maturity (YTM) for a similar bond in the market. 

 

Question: What is the relationship between bond prices and interest rates? 

Answer: Bond prices and interest rates have an inverse relationship. When interest rates rise, bond 

prices fall, and vice versa. This is because as interest rates rise, the present value of a bond's future 

cash flows becomes less attractive, causing the market price to drop. 

 

Question: How do you calculate Yield to Maturity (YTM)? 

Answer: Yield to Maturity (YTM) is calculated by solving the bond price equation for the discount rate 

that equates the present value of a bond's future cash flows to its current market price. This is often 

done using numerical methods like the Newton-Raphson method as the equation is non-linear. 

 

Question: What is convexity in bonds? 
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Answer: Convexity is a measure that helps to understand how the duration of a bond changes as 

interest rates change. A higher convexity implies that the bond price will be less sensitive to changes 

in interest rates, making it a less risky investment. 

 

Question: What is a callable bond? 

Answer: A callable bond is a type of bond that gives the issuer the right, but not the obligation, to 

redeem the bond before its maturity date. Callable bonds are generally less valuable to investors 

because the issuer can call the bond when interest rates are low, forcing investors to reinvest at 

lower rates. 

 

Question: What are credit ratings and how do they impact bonds? 

Answer: Credit ratings are assessments provided by rating agencies to evaluate the creditworthiness 

of an issuer. Bonds with higher credit ratings are considered less risky, and therefore often have 

lower yields compared to bonds with lower credit ratings. A change in a bond's credit rating can 

significantly impact its price and yield. 

Example: Suppose you invest in a 10-year bond with a face value of $1,000 and a coupon rate of 5%. 

If interest rates in the market rise to 6%, the bond's price will fall, and its yield will increase, reflecting 

the higher discount rate. Conversely, if interest rates fall to 4%, the bond's price will rise, and its yield 

will decrease. 

 

Question: What is Excel's RATE() function used for? 

Answer: The RATE() function in Excel is used to calculate the interest rate required for an investment 

or a loan to reach a specific future value, given a set of fixed payments. This function is commonly 

used in fixed income markets to determine yields or interest rates on various financial instruments. 

 

Question: What is the syntax of the RATE() function? 

Answer: The syntax for the RATE() function is as follows: 

``` 

RATE(nper, pmt, pv, [fv], [type], [guess]) 

``` 

Here: 

- `nper`: Number of periods 

- `pmt`: Payment amount per period 

- `pv`: Present value 

- `fv`: Future value (optional) 

- `type`: 0 for end of period payments, 1 for beginning of period payments (optional) 
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- `guess`: Initial estimate for the rate (optional) 

 

Question: How does the RATE() function relate to fixed income markets? 

Answer: In fixed income markets, the RATE() function can be used to calculate the yield to maturity 

on bonds or other fixed income securities. The yield to maturity is the interest rate at which the 

present value of all future cash flows from the bond (both interest payments and principal 

repayment) equals the current price of the bond. 

 

Question: Can you give an example using the RATE() function to calculate the yield to maturity on a 

bond? 

Answer: Sure. Let's say we have a 2-year bond that pays annual interest of $50 and has a face value 

of $1000. The bond is currently priced at $950. To find the yield to maturity, we can set: 

- `nper` = 2 (2 years) 

- `pmt` = -50 (annual interest payment) 

- `pv` = -950 (current price of the bond) 

- `fv` = 1000 (face value) 

The formula would look like this:  

``` 

=RATE(2, -50, -950, 1000) 

``` 

This will give us the annual yield to maturity for the bond. 

 

Question: Why are some values negative in the function? 

Answer: In financial calculations, money paid out (such as payments or initial investments) is often 

represented as a negative number, while money received (like future value or interest) is represented 

as positive. In our example, the payment and present value are negative because you're paying 

money for the bond and its subsequent interest payments. 

 

Question: What is the `type` argument? 

Answer: The `type` argument specifies whether the payment is made at the beginning or the end of 

the period. If the `type` is 0, the payment is made at the end of the period, which is the most 

common scenario in fixed income markets. If the `type` is 1, the payment is made at the beginning of 

the period. 

 

Question: How can the `guess` parameter be helpful? 
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Answer: The `guess` parameter is an initial estimate for the rate, which Excel uses as a starting point 

for its iterative calculation. Although Excel does a fairly good job with its default settings, providing a 

reasonable initial guess can make the function more efficient and may be necessary for equations 

that have multiple possible solutions. 

 

Question: Is it possible to use the RATE() function for periodic payments that are not annual? 

Answer: Yes, the RATE() function is not limited to annual payments. You can adjust the `nper` and 

`pmt` parameters to reflect the frequency of payments. For example, for semi-annual payments, you 

would double the `nper` and halve the `pmt` values. 

 

Question: Can the RATE() function handle zero-coupon bonds? 

Answer: Yes, zero-coupon bonds can be handled by setting the `pmt` parameter to 0, as these bonds 

do not make periodic interest payments. In such cases, you would only use the `pv` and `fv` 

parameters to find the yield to maturity. 

 

Question: Is the RATE() function only applicable to bonds in fixed income markets? 

Answer: While the RATE() function is commonly used for calculating the yield on bonds, it can also be 

applied to other fixed income securities like certificates of deposit, fixed deposits, and annuities. It's 

a versatile function useful for various types of financial analysis involving fixed, periodic payments. 

 

Question: What is Yield to Maturity (YTM)? 

 

Answer: Yield to Maturity (YTM) is the total return anticipated on a bond if it is held until it matures. 

YTM is expressed as an annual percentage rate (APR). In other words, it is the internal rate of return 

earned by an investor who buys the bond and holds it until maturity. It takes into account both the 

coupon payments received during the life of the bond and the return of the principal at maturity. 

 

Question: What is reinvestment assumption in the context of YTM? 

 

Answer: The reinvestment assumption refers to the presumption that all coupon payments received 

from a bond will be reinvested at the bond's YTM. This is a critical aspect of the YTM calculation 

because it assumes that the investor is able to reinvest the coupon payments at the same rate as the 

YTM, thus contributing to the overall return on the bond. 

 

Question: Why is the reinvestment assumption important? 
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Answer: The reinvestment assumption is crucial because it affects the total return that an investor 

can expect to earn from a bond. If the actual reinvestment rate is lower than the YTM, then the 

bond's actual return will be less than the YTM. Conversely, if the reinvestment rate is higher, the 

bond's actual return will exceed the YTM. 

 

Question: Can you provide a simplified example to illustrate the reinvestment assumption? 

 

Answer: Sure, let's consider a 3-year bond with a face value of $1,000 and an annual coupon rate of 

5%. The bond's YTM is also 5%. Here, the reinvestment assumption implies that the $50 coupon 

payment received each year will be reinvested at a 5% rate. 

 

Question: How do we calculate the reinvested amount in this example? 

 

Answer: At the end of the first year, you would receive a coupon payment of $50. According to the 

reinvestment assumption, this amount would be invested at a 5% rate for the remaining 2 years. 

After two years, the reinvested amount would be $50 * (1 + 0.05)^2 = $52.50. The same process 

would be repeated for the coupon payment received in the second year. 

 

Question: What happens if the reinvestment rate is not the same as the YTM? 

 

Answer: If the reinvestment rate is different from the YTM, the actual return on the bond will also 

differ from the YTM. For example, if the reinvestment rate is only 4%, the $50 coupon payment 

reinvested for two years would grow to $50 * (1 + 0.04)^2 = $51.20, which is lower than the $52.50 

calculated based on the reinvestment assumption of 5%. 

 

Question: What is the impact on the total return if the reinvestment rate is lower than YTM? 

 

Answer: If the reinvestment rate is lower than the YTM, the actual return on the bond will be less 

than the YTM. In our example, if the reinvestment rate were 4%, the total amount received after 3 

years would be lower than the calculated YTM of 5%. 

 

Question: Is the reinvestment assumption more critical for certain types of bonds? 

 

Answer: The reinvestment assumption is particularly important for bonds with longer maturities and 

higher coupon rates. For these bonds, a larger proportion of the total return comes from reinvesting 

the coupon payments. Therefore, a lower reinvestment rate would significantly affect the actual 

return. 
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Question: How do investors manage the reinvestment risk? 

 

Answer: Investors may manage reinvestment risk by creating a bond ladder, which consists of bonds 

with varying maturities. This diversification ensures that not all coupon payments need to be 

reinvested at a time when interest rates are unfavorable. Alternatively, investors could also consider 

zero-coupon bonds, which do not have reinvestment risk since they do not make periodic coupon 

payments. 

 

Question: Are there any other limitations of the YTM calculation? 

 

Answer: Yes, besides the reinvestment assumption, YTM calculations also assume that the bond will 

be held until maturity and will not be called, sold, or otherwise altered. These assumptions may not 

hold true in the real world, thus making the YTM a less accurate indicator of actual returns. 

 

 

Question-1: What do you mean by Issue in Fixed Income world? 

Answer: In the Fixed Income world one of the important things you should be aware is about its 

issuer. In United states it is possible that both non-U.S. governments and firms can raise capital in 

U.S. financial markets, and there are three largest issuers of debt which are below 

- Domestic corporations 

- Municipal governments 

- Federal government and its agencies 

Each of above issuer, has different features and significant differences. 

Question-2: Can you explain the involvement of Domestic Corporation in the Fixed Income Market? 

Answer: Domestic corporations, which include regulated/less regulated utilities and manufacturers. 

Each of this corporation can sell different kinds of bonds as below: 

- Publicly placed: Some debt may be publicly placed 

- Private placements: whereas other bonds may be sold directly to one or only a few buyers 

- Collateralized Debt: some debt is collateralized by specific assets of the company 

- Unsecured: Debt without collateral  

Question-3: Can you describe something about the Municipal debt? 

Answer: Municipal debt is also varying as below 

- General obligation bonds (GOs): These are backed by the full faith, credit, and taxing power 

of the governmental unit issuing them. 
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- Revenue bonds: These bonds are creditworthiness, which depends on the success of the 

particular entity for example toll roads, hospitals, or water systems, under the municipal 

government, which is issuing the bond. 

Question-4: How does US Treasury debt differ from above two? 

Answer: The U.S. Treasury has the most and biggest one who has much more appetite for debt, but 

the bond market often receives calls from its agencies. Federal government agencies include 

federally related institutions and government-sponsored enterprises (GSEs). 

Question-5: What is the effect of having different issuers for the bonds? 

Answer: It is important for the investor to realize that, by law or practice or both, these different 

borrowers have developed different ways of raising debt capital. Because of these different issuers, 

issued debt requirement and bonds have different yield, denomination, safety of principal, maturity, 

tax status. 

Question-6: What are the common provisions which can affect the bonds characteristics? 

Answer: There are some important provisions as below 

- Call privilege 

- Put features 

- Sinking fund.  

These characteristics of the bonds vary with the obligor or issuing authority. 

Question-7: Can you explain the Maturity in Fixed Income or Bond Market? 

Answer: Maturity is a key feature of any bond is its term-to-maturity, which represents number of 

years during which the borrower has promised to pay back the entire debt and needs to be specified 

in bond’s indenture. A Fixed Income Bond’s term-to-maturity is the date on which the debt will cease 

and the borrower has to pay back face value, or principal.  

Question-8: Is there a way by which you can find the Bond Maturity at looking the name of the 

bond? 

Answer: Yes, you can one indication of the maturity is that the code word or name for every bond 

contains its maturity and coupon. For example CompanyA bond which is maturing, in 2036 is given as 

“CompanyA 85/8s of 2036.” 

Question-9: What is the difference between term-to-maturity and maturity of a bond? 

Answer:  Generally, people use both maturity, term, and term-to-maturity interchangeably to refer 

to the number of years remaining in the life of a bond. But technically speaking the differ,  

- Maturity: represent the date the bond will be redeemed 

- Term or term-to-maturity: represents the remaining number of years until that date. 

Question-10: Why maturity of a bond is so crucial? 

Answer: A bond’s maturity is very important because of various reasons as below. 

- Bond Life: Maturity represents the expected life of the instrument 

- Bond Coupon:  The number of periods during which the holder of the bond can expect to 

receive the coupon interest  
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- Principal: The number of years before the principal will be paid.  

- Yield:  the yield on a bond depends substantially on its maturity. 

- Bond Price: Bond price volatility is closely associated with maturity. 

- Risk: Maturity also affects the risk of the bonds.  

Question-11: How does the yield related between long-term and short-term bond? 

Answer: There is no specific relationship, it varies as, at any given point in time, the yield offered on 

a long-term bond may be greater than, less than, or equal to the yield offered on a short-term bond. 

Question-12: Is it possible that bond’s maturity can be changed, once bond is issued? 

Answer: Yes, it is possible and the investor should be aware of any provisions that modify, or permit 

the issuer to modify, the maturity of a bond.  

Question-13: What do you mean by term bonds? 

Answer: The bond or issue which has fixed term are known as term bonds.  

Question-14: How does the corporate bonds maturity can change or updated? 

Answer: Corporate bonds which sometimes also referred to as “corporates” are typically term bonds, 

which are usually arranged such a way that the issuing firm either can or must retire the debt early, 

in full or in part. For instance,  

- Call privileges: In this case it gives the issuer a call privilege, which allows the issuing firm to 

redeem/cease the bond before the scheduled maturity under certain conditions. 

Question-15: Can Municipal bonds or U.S. government can have call privileges? 

Answer: It is still seen that Municipal bonds can have call privileges but not the U.S. government. 

These call privilege bonds are also known as callable bond. 

Question-16: What are the sinking fund provisions in case of Fixed Income or bond market? 

Answer: Many industrials and some utilities have sinking-fund provisions, based on that it is a 

mandate that the firm retire a substantial portion of the debt, based on some prearranged schedule, 

during its life and before the stated maturity.  

Question-17: What do you mean by serial bond? 

Answer:  Serial bonds are the bonds which are bundles of bonds with differing maturities. 

Question-18: What is the possible maturities of the bonds? 

Answer: Generally, the corporate bonds are having between 1 and 30 years, there are some 

deviation as well for maturity like longer-term debt to lock in long-term financing. It was also seen 

bonds with the 100 years of maturity.  

Question-19: Can you classify the bonds based on maturity? 

Answer: Yes, it can be. But this is not standard practices usually they are classified as below 

- Short term: Maturity with 1 to 5 Years. 

- Intermediate term: Maturity with 5 to 12 Years. (These are also referred as notes) 

- Long term: Maturity above 12 Years. 
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Question-20: Can you describe the bond’s coupon? 

Answer: A bond’s coupon is the periodic interest payment made to owners/investors during the life 

of the bond. The coupon is always pre-mentioned, with maturity, with the bond’s price. Suppose you 

are having a bond “CompanyA 5.3 due in 2036”. So here coupon rate is 5.3%, this is rate of interest. 

To get the dollar value of the interest, you have to multiple the coupon with the principal, par value, 

or face value of the bond. Bonds issued in the United States, the coupon payment is made in 

semiannual installments.  

Question-21: Does MBS and ABS securities are also having the coupon payment semiannually? 

Answer: No, this is the exception in MBS/ABS usually provides monthly cash-flows.  

Question-22: What do you mean by zero-coupon bonds? 

Answer: Zero-coupon bonds have been issued by corporations and municipalities. The U.S. Treasury 

does not issue zero-coupon debt with a maturity greater than one year. The investor/holder/owner 

in a zero-coupon security typically receives interest by buying the security at a price below its 

principal, or maturity value, and holding it to the maturity date. However, zeros coupon bonds are 

also issued at par but redeemed with accrued interest during the bond’s life, with principal. 

Question-23: What do you mean by inflation-linked bonds or linkers? 

Answer: Sovereign governments and corporations issue securities with a coupon rate tied to the rate 

of inflation. These debt instruments, referred to as inflation-linked bonds, or simply “linkers”. In 

United States inflation-linked security called as Treasury Inflation Protected Securities, or TIPS. The 

U.S. government-related entities such as the Federal Farm Credit, Federal Home Loan Bank, Fannie 

Mae, and the Tennessee Valley Authority are issuing linkers. 

Question-24: Is it possible to have bonds which has coupon rate increase over the time? 

Answer: Yes, there are securities that have a coupon rate that increases over time. These securities 

are called step-up notes because the coupon rate “steps up” over time. For example, a six-year step-

up note might have a coupon rate that is 7% for the first year, 7.2% for the next three years, and 7.7% 

for the last two years.  

Question-25: What do you mean by floating-rate fixed income bonds? 

Answer: There are bonds which does not have fixed coupon rate for entire life, which is known as 

floating-rate security or floater which has several different types of securities with one common 

feature 

- The coupon rate will vary over the bond’s life.  

- The coupon rate is reset at designated dates based on the value of some reference rate 

adjusted for a spread.  

- For instance, floater delivered cash flows semi-annually and had a coupon formula equal to 

six-month LIBOR plus 75 points. 

-  

Question-26: What is the difference between floaters and adjustable-rate security in bond market? 

Answer: Usually, floaters have coupon rates that reset more than once a year for example 

semiannually, quarterly, or monthly. However, adjustable-rate or variable-rate security are those 

issues whose coupon rates reset not more than once annually. 
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Question-27: Can you describe few features of the floaters in bond market? 

Answer: Following are the basic features of the floaters in bond market 

- A floater may have a restriction on the maximum (minimum) coupon rate that will be paid at 

any reset date called a cap floor. 

- The reference rate for most floaters is a benchmark interest rate or an interest rate index. A 

floater’s coupon could be indexed to movements in foreign exchange-rates, the price of a 

commodity for example crude oil, gold, silver etc.,   movements in an equity index.  

- Floater’s coupon rate typically moves in the same direction as the reference rate, but it is 

possible that floaters whose coupon rate moves in the opposite direction from the reference 

rate. Which are called inverse floaters or reverse floaters. 

Question-28: What do you mean by junk bond? 

Answer: Structures or bond’s with very high-yield are considered junk bond.  

Question-29: Why corporations prefer debt financing? 

Answer: One reason that debt financing is quite popular with corporations is that the interest 

payments are tax-deductible expenses. As a result, the true after-tax cost of debt to a profitable firm 

is usually much less than the stated coupon interest rate. 

Question-30: What is the relation with higher coupon and bond price volatility? 

Answer: If coupon’s size is high it influences the volatility of the bond’s price: The larger the coupon, 

the less the price will change in response to a change in market interest rates. Hence, coupon has 

opposite effects on the price volatility of a bond.  

Question-31: What all the names by which you refer Principal value of a bond? 

Answer: Bond’s principal value is also referred as , par value, or face value of a bond. Which is the 

amount to be repaid to the investor either at maturity or at those times when the bond is called or 

retired according to a repayment schedule or sinking-fund provisions. 

Question-32: How coupon and principal are related? 

Answer: Both principal and coupon are related, because par value is the basis on which the coupon 

or periodic interest rests. The coupon is the product of the principal and the coupon rate. 

Question-33: What are the different measures in the bond market to realize the return? 

Answer: Investors or evaluators in the bond market use several different measures to calcualte the 

possible return from investing in a particular bond:  

- What is the current yield? 

- What is the yield-to-maturity? 

- What is the Yield-to-call for a callable bond? 

- What is the yield-to-put for a putable bond? 

- What is a yield-to-worst for bonds?  

Question-34: What do you mean by yield-to-worst? 

Answer: It represent the lowest yield for a particular bond. 

Question-35: How does price is represented for a bond? 
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Answer: Always, price for a bond is represented at a percentage of par or face value. To convert the 

price quote into a dollar figure, one simply divides the price by 100 and then multiplies by the par 

value.  

Suppose bonds current price is 102.5, which has par value $10000. So to calculate the dollar value of 

the bond, you have to do ((102.5/100)*10000) = $10250 

Hence, bond is being traded at 102.5, if you need to buy a one bond for this security which has the 

par value as $10000. Then to buy, you have to actually pay $10250. That’s one of the reason, you see 

bond actual yield vary and one of the contributing factor is its current price.  

Question-36: What do you mean by call features on a bond? 

Answer: If a bond has a call provision, it means the issuer retains the right to retire the debt (before 

the actual maturity date), and it can be fully or partially.  

Question-37: Call provision on the bond is the beneficial for investor or borrower? 

Answer: This gives the benefits to the borrower, because if market rates fall, borrower can replace 

the bond issue with a lower-interest-cost issue. So, this is beneficial for the corporations and 

municipalities. Because it would help borrower in the future to escape the restrictions like 

disposition of assets or collateral. It can also help corporations to restructure their balance sheets. 

Question-38: So, can we say that call provision is not good and harmful for the investors? 

Answer: Yes, the call provision is not good for investors, because they are always having the risk of 

losing a high-coupon bond when rates begin to decline. Because when the borrower calls the issue, 

they have to return the bond and get their money back and investors furfur cashflow would be 

affected, which was giving higher yield then current market prevailing rates. If bond has the call 

provision’s then the prospect of a call limits the appreciation in a bond’s price that could be expected 

when interest rates decline. 

Question-39: What do you mean by call price, in case of callable bond? 

Answer: The price at which the bonds are called back is known as call price.  

Question-40: What do you mean by call premium in callable bonds? 

Answer: The callable bonds when called before maturity their call price is higher than the par value. 

And the difference between call price and par value is known as call premium.  

Question-41: Then why investor would invest in bond’s which has call provisions? 

Answer: As you know the call feature benefits the issuer and places the investor at a disadvantage, 

so there are multiple things are there to attract the investor for callable bonds  

- Higher yield: Callable bonds carry higher yields than bonds that does not have call 

provisions.  

- Call price: Sometimes the higher yield is often not sufficient compensation to the investor for 

granting the call privilege to the issuer. So, the price at which the bond may be called, is 

normally higher than the principal or face value of the issue.  

- Call protection: Until this period, issuer cannot call the bond.  
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Question-42: Is there any restriction for the borrower’s in case on call provision? 

Answer: Yes, there is and that is known as call protection, deferment period. In this case Borrower’s 

right to call has, a specified number of years in the early life of the bond during which the issuer may 

not call the debt.  

Question-43: What is the different form of the call protection? 

Answer: There are basically two forms as below 

- Noncallable (NC):  which cannot be called for any reason except to satisfy sinking-fund 

requirements. 

- Nonrefundable (NF): This bond can be called if the funds used to call the bond are obtained 

from internally generated funds, such as the cash-flow from operations or the sale of 

property or equipment, or from nondebt funding such as the sale of common stock. 

Question-44: What is the term bullet bonds specify? 

Answer: These bonds are noncallable-for-life of issues are referred to as bullet bonds.  

Question-45: What does it mean by currently callable bond? 

Answer: The bonds are called currently callable if a bond does not have any protection against an 

early call. 

Question-46: What do you mean by pre-refunded bonds? 

Answer: In municipal bonds, on call date, instead of issuing new bonds to retire the debt, the 

municipality will issue bonds and use collected money to purchase enough risk-free securities to fund 

all the cash-flows on the existing bond issue. And then places these in an irrevocable trust. So the 

municipality would have two issues outstanding, but the old bond would be now called 

“prerefunded.” If municipality is using Treasury securities to prerefund the debt, hence, the cash-

flows on the bond are guaranteed by Treasury obligations in the trust. Therefore they become AAA 

rated which now can trade at higher prices than previously. 

Question-47: What do you mean by sinking-fund provision in case on bond market? 

Answer: The sinking-fund provision, it requires that the borrower to retire a certain amount of the 

outstanding debt each year. These can be done either of the below ways. 

- The firm can purchase the amount of bonds to be retired in the open market if their price is 

below par (lower than the face value).  

- The company may make payments to the trustee who is empowered to monitor the 

indenture and who will call a certain number of bonds chosen by lottery. 

Question-48: What are the advantages of the sinking-fund-provisions for investor? 

Answer: There are many advantages of a sinking-fund provision from the investor’s side. 

- Payment at maturity: The sinking-fund requirement helps in orderly retirement of the debt 

so that the final/last payment, at maturity, will not be big enough.  

- Liquidity: Sinking fund provision enhances the liquidity of some debt 
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- Stable price: The prices of such bonds with such requirement are generally more stable. 

Because the issuer usually become an active participant on the buy side when prices fall. 

Question-49: What is the effect on the yield with the bonds are having sinking-fund provisions? 

Answer: Bonds, which are having the sinking fund provisions are usually have lower yield then the 

bond which does not have sinking fund.  

Question-50: What is the disadvantage for the investor for having bonds with sinking fund 

provisions? 

Answer: Since, bond can be retired early. So all the analysis done by the investor on that bond got 

wasted. That’s the reason it is required that these bonds have the higher coupon then the one which 

does not have this provision.  

Question-51: What is the optional acceleration in case of sinking fund provision for a bond? 

Answer: There is an optional acceleration feature, using this option, the issuer is free to retire more 

than the amount of debt the sinking fund requires and to do it at the call price set for sinking-fund 

payments. Of course, the firm will exercise this option only if the price of the bond exceeds the 

sinking-fund price, and this happens when rates are relatively low.  

Question-52: What do you mean by a put-provision for a bond? 

Answer: A bond which has put provision then the investor has the right to sell the issue back to the 

issuer at par value on specified dates. In this case investor has advantage, as if interest rates rise after 

the issue date, which reduces the value of the bond, now investor can ask the issuer to redeem the 

bond at par(higher than the market value).  

Question-53: What do you mean by poison puts? 

Answer: Bonds with put provisions can have restriction on the amount that the bondholder may put 

back to the issuer/borrower on any one put date. Put options have been included in corporate bonds 

to have some unfriendly takeovers. Such put provisions called as “poison puts.” 

Question-54: What is the difference between hard puts and soft puts? 

Answer:  You can classify put options as below 

- Hard puts: In this case bond must be redeemed by the issuer only for cash. 

- Soft puts: In this case, the issuer has the option to redeem the bond for cash, common stock, 

another debt instrument, or a combination of the three.  

Question-55: what is the Convertible Debt/bond? 

Answer: A convertible bond is can be exchanged for specified amounts of common/equity stock in 

the issuing firm/corporations.  Also, please note that the conversion cannot be reversed. The most 

important terms are conversion ratio and conversion price.  

Question-56: What is the conversion ratio, in case of convertible bond? 

Answer: The conversion ratio is used to determine the number of shares of equity stock to which the 

investor has a claim.  

Question-57: What are other basic features of the convertible bonds? 
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Answer: Basic features of the convertible bonds are below 

- The conversion can be allowed for all or only some portion of the bond’s life. 

- The conversion ratio can decline/reduce over time.  

- Conversion ratio always adjusted proportionately for stock splits and stock dividends.  

- Convertible bonds are usually callable by the issuer.  

- There are some convertible issues that can have call protection. Which can be either of this  

o The issuer is not allowed to redeem the issue before a specified date 

o Issuer is not permitted to call the issue until the stock price has increased by a 

predetermined percentage price above the conversion price at issuance. 

Question-58: What are the warrants? 

Answer: A warrant is an option which corporation issues that permits the investor to buy from the 

corporation a certain number of shares of common/equity stock at a specified price.  

Question-59: What are the features of the warrants? 

Answer: Few of the basic characteristics of the warrants are below.  

- Its an option. 

- Warrant has long life e.g. 2 years to perpetual.  

- Exercise price is usually higher than the market price of common stock.  

Question-60: What does it means of having non/detachable warrants? 

Answer: Detachable warrants are usually traded on the Stock Exchange. Other warrants can be 

exercised only by the bondholder, and these are called nondetachable warrants.  

Question-61: What is the Preferred stock? 

Answer: As name suggest it is a stock and not the debt instruments. But it has similar characteristics 

as debt instrument (bond). For example in case of owner of common/equity stock, the preferred 

stockholder is entitled to dividends. However, preferred stock dividends are a specified percentage of 

par or face value which is called the dividend rate. 

Question-62: What happen if issuer, is not able to pay the dividend in case of preferred stock? 

Answer: If issuer is not able to make preferred stock dividend payments it does not force the issuer 

into bankruptcy. If initial few dividends are not paid then, depending on the terms of the issue below 

can happen  

- Dividend amount would be accrued until it is fully paid. Preferred stock with this feature is 

called cumulative preferred stock.  

- If a dividend payment is missed and the owner of preferred stock must forgo this dividend 

payment, the preferred stock is said to be noncumulative preferred stock.  

- Failure to make dividend payments may some restrictions on management. For instance, 

preferred stockholders might be granted voting rights. 

 

Question-63: Between cumulative and non-cumulative preferred stock, which is considered as weak? 

Answer: Non-cumulative preferred stock is considered as weak.  
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- The payments to preferred stockholders promised by the issuer are fixed,  

- Preferred stockholders always have priority over common stockholders for getting dividend 

payments and distribution of assets in the case of bankruptcy.  Because of this reason non-

cumulative is considered weak.  

Question-64: What is the perpetual preferred stock? 

Answer: A Preferred which does not have maturity date is called perpetual preferred stock.  

Question-65: What are the other features of the preferred stock? 

Answer: Below are the characteristics of the preferred stocks 

- Usually, preferred stock has a sinking-fund provision 

- Sometime preferred stock is convertible into common stock.  

Question-66: What is RMBS (residential mortgage-backed security)? 

Answer: residential mortgage-backed security is an instrument whose cash-flow depends on the 

cash-flows of an underlying pool of mortgages(created using residential mortgages). 

Question-67: What are the types of RMBS? 

Answer:  RMBS are classified as below:  

- Agency RMBS  

- Nonagency RMBS. 

Question-68: What are the AgencyRMBS? 

Answer: The RMBS which are issued by the government agencies like any one of the below. 

- Ginnie Mae: Government National Mortgage Association, this is an federal government 

agency within the  Department of Housing and Urban Development.  

- Freddie Mac: The Federal Home Loan Mortgage Corporation  

- Fannie Mae: The Federal National Mortgage Association. 

 

Hence, The Agency RMBS issued by this entity is guaranteed by the full faith and credit of the 

U.S. government.  This is sometime referred as MBS (Mortgage backed security).  

 

Question-69: What do you mean by government-sponsored enterprises (GSEs)? 

Answer: Both Freddie Mac and Fannie Mae are government-sponsored enterprises (GSEs). This is 

backed by government and but not controlled by the Government.  

Question-70: Who issues the NonAgency RMBS? 

Answer: NonAgency RMBS are issued by thrifts, commercial banks, or private conduits that are not 

backed by any government entity.  

Question-71: What do you mean by credit enhancements? 

Answer: As you know NonAgency RMBS are not backed by the government agency and their credit 

value needs to be enhanced. And to do that these securities are structured so as to provide credit 

enhancement that support the credit ratings that they receive.  
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Question-72: What are the different forms of the RMBS? 

Answer: You can consider RMBS in three forms as below 

- MBS-Pass-Through:  

- Collateralized mortgage Obligations (CMOs) 

- Stripped Mortgage Backed Securities 

Agency RMBS can be in all three forms. NonAgency RMBS can only be in the CMO form, hence that is 

always referred as NonAgencyCmo market.  

Question-73: Which is the Risk associated with the Agency RMBS? 

Answer: Agency RMBS investor can have prepayment risk. In this case the risk is that the borrowers 

in a mortgage pool (this is common people, who had taken loan from the bank) will prepay their 

loans when interest rates decline. If you think Prepayment risk is effectively the same as call risk 

faced by an investor in a callable corporate or municipal bond.  

Question-74: What is the risk of the NonAgency RMBS? 

Answer: Nonagency RMBS expose investors to both prepayment risk and credit risk, although the 

major concern by investors in this space is credit risk (because, it is not backed by Government as in 

case of AgencyRMBS) and to reduce credit risk, credit enhancement is done. 

Question-75: What is CMBS (Commercial mortgage-backed securities)?  

Answer: As name suggests, these are some way related to commercial property, Commercial 

mortgage-backed securities (CMBSs) are backed by a pool of commercial mortgage loans on income-

producing property apartment buildings, office buildings, industrial properties example warehouses, 

shopping malls, premium hotels, and health care facilities etc, anything which is commercial in 

nature. The basic building block of the CMBS transaction is a commercial loan that was originated 

either to finance a commercial purchase or to refinance a prior mortgage obligation.  

 

Question-76: What are the major types of CMBS? 

Answer: There are two major types of CMBS deal  

- Multiproperty single borrowers,  

- Multiproperty conduits : this is a  fastest-growing segment of the CMBS. 

 

Question-77: What is the recourse and non-recourse loans? 

Answer: See below 

- Recourse Loans: In this case borrower has to pay the entire loan in any case, like even 

disposing the property is not able to generate the enough money to repay the loan. He has 

to make other arrangements to make the loan payment. (RMBS falls under this category) 

- Non-Recourse Loans: If there is a default, the lender looks to the proceeds from the sale of 

the property for repayment and if does not fulfil all the balance then lender can not claim 

further. Hence, lender can only look to the income-producing property backing the loan for 

interest and principal repayment. Therefore, the lender must view each property as a stand-
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alone business and evaluate each property using measures that have been found useful in 

assessing credit risk. (CMBS falls under this category) 

Question-78: What are ABS (Asset Backed Security)? 

Answer: These are not based on the mortgages, Asset-backed securities are securities collateralized 

by assets that are not mortgage loans. This includes student loans, credit card receivables, home 

equity loans, and automobile loans etc. 

Question-79: What are the characteristics based on which bond differs from each other? 

Answer: Bonds differ on a number of dimensions, which include type of  

- Issuer 

- Maturity 

- Coupon 

- Principal amount 

- Method of redemption (Cash, stock etc) 

- Embedded options (Call and put) 

Question-80: What all are the possible embedded options in debt instruments? 

Answer: Below are the Embedded options in a debt instrument  

- Call provisions 

- Refunding provisions 

- Prepayment provisions 

- Optional accelerated provision 

- Put provision 

- Conversion provision. 

 

Question-1: What all are the returns received, when investor invest in fixed income security? 

Answer: When investor invest money in the Fixed Income security following are the possible returns 

from that 

- Market value when security is sold (If it is higher than buy price the obviously good for 

investor, selling at low price does not mean loss). 

- The cash-flows received from the bond until it is held. 

Question-2: What do you mean by risk in Fixed Income market? 

Answer: There are several factors which can affect the return, when money invested in bond. And 

this factor is known as risk, if they affect the negatively on the return.  

Question-3: What all are the possible risks, when money invested in fixed income? 

Answer: Following are the risks associated with the Fixed Income security 

- Inflation, or purchasing-power, risk 

- Liquidity risk 

- Exchange-rate, or currency, risk 

- Volatility risk 
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- Interest-rate risk 

- Reinvestment risk 

- Call or prepayment risk 

- Credit risk 

- Political or legal risk 

- Event risk 

- Sector risk 

Question-4: What is the interest rate risk? 

Answer: As name suggest it is depending on the prevailing interest rates in the market. Adverse 

change in interest rates can affect the bonds return. This is also known as curve risk.  

Question-5: What are the interest rate risk types? 

Answer: Interest Rate Risk has following types of the risk: 

- Level risk  

- Yield-curve risk.  

Question-6: What do you mean by interest rate level risk? 

Answer: As you know the price of a bond moves in the opposite direction of the change in interest 

rates. Suppose interest rates fall, the price of a fixed income security will rise.  

Question-7: Can you explain, how does it affect if investor hold the bond for maturity with interest 

rate? 

Answer: Suppose you hold a bond till maturity, if price change before maturity, you are not worried. 

But, if you want to sell the bond before the maturity date, and interest rates increases it means the 

realization of a capital loss (because price of the bond will drop). This risk is referred to as interest-

rate risk which is one of the primary risks faced by an investor in the fixed income market. 

Question-8: Why treasury yields are important for bond holders? 

Answer: All the returns in the bond market are compared with the treasury yields. Because treasury 

the safest debt instruments, everybody is looking for the more return then treasury, if invested in any 

other bond. Because they are riskier than treasury. Most other bonds yields are compared to the 

Treasury levels and are quoted as spreads off appropriate Treasury yields. To the extent that the 

yields of all fixed income securities are interrelated, their prices respond to changes in Treasury rates.  

Question-9: How do you quantify the interest rate risk? 

Answer: Interest rate risks are quantified using the Duration and this is one of the most common 

way. Duration is the approximate percentage change in the price of a bond or bond portfolio due to a 

100 basis point change in yields.  

 

Question-10: What does a yield-curve represent? 

Answer: The yield-curve shows the relationship between the yield on bonds of the same credit 

quality with different maturities. 

Question-11: Can you use Yield Curve Risk with MBS (Mortgage Backed Security) 
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Answer: No, Yield-curve risk is the exposure of a portfolio. Yield-curve risk is mainly used for portfolio 

management, but not with mortgage-backed securities, it is primarily a risk that must be dealt with 

at the portfolio level. 

Question-12: What do you mean by interest-on-interest? 

Answer: Cash-flows received from a bond are usually reinvested. And the additional income from 

this reinvestment, is called interest-on-interest. 

Question-13: How do you explain re-investment risk? 

Answer: Cash-flows received from a bond are usually reinvested. And the additional income from 

this reinvestment, is called interest-on-interest. And returned received from reinvestment, depend 

on the strategy, and which changes as per market rate, and variability in returns s is called 

reinvestment risk. Therefore, the risk is that the interest rate on which interim cash-flows can be 

reinvested will fall. Reinvestment risk is higher for longer holding periods. This is also greater for 

securities with large, early cash-flows for example high-coupon bonds.  

Question-14: How does interest-rate and re-investment risk are related? 

Answer: Interest-rate risk and reinvestment risk are opposite to each other. For example, interest-

rate risk is the risk that interest rates will rise, which causes price of a fixed income security to be 

reduced. On the other hand, reinvestment risk is the risk that interest rates will fall. 

 

Question-15: Can you give one of the way, by which issuer/borrower can refinance the bond or 

issue? 

Answer: As we know bonds may contain a provision by which it allows the issuer/borrower to retire, 

or “call,” all or part of the issue before the maturity date. With this provision, the issuer retains the 

right to refinance the bond in the future if market interest rates decline below the coupon rate. 

Question-16: What is the possible risk/disadvantages for an investor in case of bond having “call” 

provision? 

Answer: If you see investor can have, three disadvantages of the call provision and hence faces call 

risk.  

- The cash-flow pattern of a callable bond is not known with certainty.  

- Because the issuer can call the bonds when interest rates reduces, and the investor is 

exposed with reinvestment risk. Because he/she has to reinvest the proceeds received when 

the bond is called at lower interest rates by borrower.  

- Price increase of a bond will be restricted because its a callable bond, it may not rise much 

above the price at which the issuer can call the bond. 

Question-17: Which type of issuer can have callable bonds? 

Answer: Usually, Agency, corporate, and municipal bonds can have embedded option like to call, or 

terminate, the issue before the stated maturity date.  

Question-18: How callable bonds are compensated? 

Answer: Investor is typically compensated for taking the risk of call by means of a lower price or a 

higher yield, it is not easy to determine if this compensation is sufficient. And the returns may differ 
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in great amount then non-callable bonds. This also depends on various conditions defined in call 

provisions and market conditions.  

Question-19: Can MBS (Mortgage Backed Security) has the callable options? 

Answer: All MBS, which are created based on the real estate mortgage can be called any time. 

Because the borrower can any time do pre-payment. Hence, all mortgage-backed securities have this 

option.  

Question-20: What do you mean by call risk in case of MBS (mortgage-backed-security)? 

Answer: For mortgage-backed securities, the cash-flow depends on prepayments of principal made 

by the homeowners in the pool of mortgages that is the collateral for the security. And in this case 

Call risk called prepayment risk.  

Question-21: What do you mean by contraction risk in case of MBS? 

Answer: The risk that homeowners (who took the loan) can prepay all or part of their mortgage 

when interest rates decline or their earning increases. That is called contraction risk.  

Question-22: What do you mean by extension risk in case of MBS? 

Answer: It is also possible that prepayments will slow down when mortgage interest rates rise and as 

an investor you want that the pool of mortgages would prepay at a faster rate, and you can re-invest 

this prepaid money somewhere else to get more return/yield, that is called extension risk. 

 

Question-23: What is the credit risk on the bonds? 

Answer: Following two are the credit risk on the bonds. 

- The risk that the issuer will default on its obligation i.e. default risk. 

- The risk that the bond’s value will decline and/or the bond’s price performance will be worse 

than that of other bonds against which the investor is compared. 

Question-24: Why as an investor you expect more price when there is a default risk possibility? 

Answer:  Because following one of the reasons 

- Higher Spread: The market requires a higher spread due to a perceived increase in the risk 

that the issuer will default. 

- Bond Ratings: Companies that assign ratings to bonds will lower a bond’s rating. 

Question-25: What do you mean by credit-spread-risk? 

Answer: When there is a default risk on the bond, then there is more spread expected or the credit-

spread demanded by the market, that is referred to as credit-spread risk. Like market require more 

spread in the bond which has default risk.  

Question-26: What do you mean by downgrade risk? 

Answer:  If bond is rated low by rating agency then its called downgrading the bond and risk is 

referred to as downgrade risk. 

Question-27: What is the role of rating agencies in case of default risk of a bond? 
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Answer: If you see a credit rating is a formal opinion given by a specialized company for the default 

risk of a bond. And these specialized companies are referred as rating agencies and provide ratings. 

There are three nationally recognized rating agencies in America they are Moody’s Investors Service, 

Standard & Poor’s Corporation, and Fitch Ratings.  

Question-28: Can rating changes of a bond, once it is assigned? 

Answer: Once a credit rating is assigned to a bond, the rating agency keep monitoring the credit 

quality of the bond issuer and can change credit rating to its bonds. That can be an “upgrade” when 

there is an improvement in the credit quality of a bond. Or a “downgrade” when there is a worsening 

in the credit quality of an issue (that is downgrade risk).  

Question-29: What is “rating watch” for a bond or issue? 

Answer: Usually, before an issue or bonds rating is changed, the rating agency will announce in 

advance that it is reviewing the issue with the potential for upgrade or downgrade. The issue or bond 

in such cases is called to be on “rating watch” or “credit watch.” A decision will be made within three 

months. 

 

 

 

Question-30: What is default rate and default loss rate? 

Answer: Rating agencies provide information about two aspects of default risk 

- Default rates: Rating agencies study and make available to investors the percentage of bonds 

for given rating defaulted. 

- Default loss rates:  A default loss rate is a measure of the magnitude of the potential of the 

loss should a default occur. 

Question-31: What all are the probability distribution, can be used to estimates the losses for a bond 

portfolio? 

Answer: Well known are below two  

- Value-at-risk (VaR) 

- Conditional VaR (CVaR).  

Question-32: Which are the categories of models, which can be used for Credit Risk estimation? 

Answer: The models are divided into three categories:  

- Structural models 

- Reduced-form model 

- Incomplete-information models.  

Question-33: What do you mean by inflation risk for a bond? 

Answer: Inflation risk, also known as purchasing-power risk, arises because of the variation in the 

value of cash-flows from a bond due to inflation. Suppose, as an investor you purchases a five-year 

bond in which you can realize a coupon rate of 10%, but the rate of inflation is 11% (usually, in 

emerging country), which causes purchasing-power of the cash-flow to be reduced.  
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Question-34: How does inflation risk affects the fixed and floating rate bonds? 

Answer: Floating-rate bonds have a lower level of inflation risk than fixed-rate bonds. 

Question-35: What do you mean by bonds true value? 

Answer: Bonds true value is indicated by a recent transaction. 

Question-36: What is the liquidity risk? 

Answer: Liquidity risk is the risk that as an investor you will have to sell a bond below its true value. 

Question-37: How can you measure the liquidity risk? 

Answer: The primary measure of liquidity is the size of the spread between the bid price and the ask 

price quoted by a dealer. The wider the bid/ask spread, the greater is the liquidity risk. 

Question-38: what do you mean by a liquid market? 

Answer:  Generally, a liquid market, can be defined by “small bid/ask spreads which do not materially 

increase for large transactions.” How to define the bid/ask spread in a multiple-dealer market is 

subject to interpretation. For example, consider the bid/ask spread for four dealers.  

Question-39: How bid/ask spread is measured for a bond? 

Answer: The bid/ask spread can be computed by looking at the best bid/high price for buy and the 

lowest ask/sell price. This liquidity measure is called the market bid/ask spread.  

Question-40: What does it mean to marking a position to market? 

Answer: By marking a position by a trader/investor to market, it is meant that the security is 

revalued in the portfolio based on its current market price. 

Question-41: Does liquidity risk matters, if I need to hold a bond till maturity? 

Answer: If you plan to hold a bond until maturity and need not mark a position to market, liquidity 

risk is not a major concern. 

Question-42: Does liquidity risk affect the institutional investor, who regularly mark a bond to market 

price? 

Answer: Yes, an institutional investor who plans to hold an issue to maturity but is periodically 

marked to market is concerned with liquidity risk.  

Question-43: Why institutional investor is marking to market a bond price, even they are holding till 

maturity? 

Answer: Let’s see mutual funds as an example which are required to mark to market at the end of 

each day the bond holdings that are in their portfolio in order to compute the daily net asset value 

(NAV). However, other institutional investors may not mark to market as frequently as mutual funds, 

they are marked to market when reports are periodically sent to clients or the board of directors or 

trustees. 

Question-44: How does bond prices are received for a bond for mark to market? 
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Answer: As you know, bond market is not exchange traded. Hence their prices are not directly 

available.  Usually, a portfolio manager or trader will get indicative bids from several dealers and then 

use some process to determine the bid price used to mark the position. 

Question-45: What is currency risk? 

Answer:  A non-dollar-denominated bond has unknown U.S. dollar cash-flows. The dollar cash-flows 

are dependent on the foreign-exchange-rate at the time the payments are received. And if foreign 

currency depreciates or dollar appreciates w.r.t that foreign currency. Then investor would receive 

less dollar than expected and that is known as currency risk.  

Question-46: What is a volatility risk? 

Answer:  The risk that a change in volatility will adversely affect the price of a security is called 

volatility risk. 

 

Question-47: What is the meaning of Vega for bonds? 

Answer:  Multifactor risk models often refer to volatility risk as Vega. Vega is the term used to 

measure the sensitivity of an option’s price to a change in volatility.  

Question-48: What is a political risk for a bond? 

Answer: A bond while invested is non-taxable but later on some political decision the bond is 

declared as taxable. Then yield on the bond would be highly affected and adversely affect the bond 

price.  

Question-49: How municipal non-taxable bond would be affected if tax rate goes down? 

Answer: Suppose you invested in a non-table bond, but tax rated reduces later on it would affect the 

bond price. Because the main characteristic of the bond is that it is non-taxable. But tax reduces by 

the municipalities. Which would affect the price of the bond and that reduces and finally yield on the 

bond would be affected as well.  

Question-50: What is the legal risk on the non-taxable bonds? 

Answer: Bonds are exposed to two types of political/legal risk you can also say tax risk.  

- If federal income tax rate will be reduced. If tax rate is high, the greater is the value of the 

tax-exempt nature of a municipal bond. If tax rates reduced, the price of a tax-exempt 

municipal bond will decline.  

- Suppose you invested in municipal bond which is tax exempt eventually will be declared 

taxable Which results is a loss of the tax exemption, the bond will decline in value in order to 

provide a yield comparable to similar taxable bonds. 

Question-51: Can you give some example of the even risk for the bond investor? 

Answer: Sometime, an issuer/borrower does not make interest and principal payments because of  

- A natural accident 

- Industrial accident  

- A takeover 

- Corporate restructuring.  
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These risks are referred to as event risk. Few examples 

- Covid-19 affected the market and people are not able to make payment.  

- Cancellation of nuclear power plant. 

- Cancellation of the big water project. 

- Cancellation of toll road constructions etc.  

Question-52: How do you get the bonds portfolio active return? 

Answer: The difference between Portfolio’s actual return minus the benchmark (against which 

portfolios is tracked) is known as actual return.  

Active return = Portfolio’s actual return – Benchmark’s actual return 

 

Question-53: Which are the types of risk included in the interest rate risk for a bond? 

Answer: Interest-rate risk is the risk associated with an adverse/major change in interest rates which 

includes  

- Level risk  

- Yield-curve risk.  

Question-54: How can you measure the level risk? 

Answer: To measure the level risk, we can use the duration. 

Question-55: Which is the measure for the yield-curve risk? 

Answer: Key rate duration is the most popular measure of yield-curve risk. 

Question-56: What are the types of Credit risk? 

Answer: There are following types of credit risk 

- Default risk 

- Credit-spread risk 

- Downgrade risk.  

Question-57: What is the use of Credit Risk model? 

Answer: Using Credit risk models you can estimate the probability distribution of losses for a bond 

portfolio. 

Question-58: For measuring the bond portfolio risk, what you use? 

Answer: Portfolio risk measures include  

- Statistical measures of return 

- Tracking error risk. 

Question-59: What all are the statistical measure are used for a bond portfolio and benchmark? 

Answer: Statistical measures of portfolio and benchmark risk include the  

- Standard deviation 

- Skewness 
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- Kurtosis. 

Question-60: What is tracking error risk for a bond portfolio? 

Answer:  Tracking error risk is the standard deviation of the active return of a bond portfolio. 

Question-61: What is the use of Backward-looking tracking error for bond portfolios? 

Answer:  Backward-looking tracking error is used to assess a portfolio’s performance relative to a 

benchmark.  

Question-62: What is the Forward-looking tracking error for a bond portfolio? 

Answer: Forward-looking tracking error for a bond portfolio is used to predict future performance 

relative to a benchmark. 

 

Question-63: What is the use of bond market indexes? 

Answer:  Investors and portfolio managers recently now rely on bond indexes as benchmarks for –  

- Performance: Measuring performance 

- Fee based portfolio’s:  In the case managing portfolios which are performance-fee based, can 

be used to determining compensation of portfolio managers.  

Question-64: Do you see some un-ethical practices as well with the Indexes? 

Answer: Yes, some time for performance-based portfolio construction. Portfolio managers ask the 

companies to make the index which are lower in performance. And portfolio managers benchmarked 

against this to show higher performance and get the good compensation fee.  

Question-65: Why bond index construction/maintenance is considered more complex in fixed 

income market than the equity market? 

Answer: Creating, and maintaining of a bond market index is more difficult because of below reasons 

- Broad Universe: Bonds has broader universe and much more diverse than that of stocks. For 

example bond universe include 

o U.S. Treasury issues 

o Agency series 

o Municipal bonds 

o Corporate bonds for various segments like  

▪ Industrials 

▪ Utilities 

▪ Financials 

o Ratings like high-quality, AAA-rated bonds to bonds in default.  

- Different Coupon: Each bond could have different coupon.  

- Different maturity: Each bond have different maturities 

- Provisions: Bond has call and put provisions, as well as by sinking funds.  

- Change in bond universe:  The universe of bonds changes constantly. A company usually will 

have one common equity stock issue, while, same corporation will have several bond issues 

outstanding at any point in time, with different characteristics of the issues like maturities, 

sinking funds, and call features.  
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- Volatility in price across issues: As same corporation can issue multiple bonds but each can 

have different prices.  

Question-66: Few of things can you tell, which are considered while creating bond indexes? 

Answer: Several characteristics are critical in judging or composing bond indexes.  

- Sample of securities/bonds or issues 

- Maturity of the issue 

- Size of the issue 

- Weighting of returns for individual issues.  

o Returns market-value weighted  

o Or equally weighted 

- Quality of Price Data: Portfolio managers who uses the indexes need to consider the quality 

of the price data used in the computation is this estimated prices or actual transaction 

prices.  

- Prices are based on matrix pricing, like it involves computer model which estimates a price 

using current and historical relationships. 

- Reinvestment assumption does the rate of return calculation using the interim cash-flows. 

 

Question-67: Do you know which firms publishes Bond Indexes for U.S. Investment-Grade Bond? 

Answer: Four firms publish rate-of-return for investment-grade bond market indexes.  

- Barclays Capital which has acquired Lehman Brothers. 

- Bank of America-Merrill Lynch  

- Morgan Stanley Smith Barney. 

- Ryan Labs. 

Question-68: What is the concern with the bond indexes composed based on weighting? 

Answer: If bond indexes are composed using the market-value weighting is that  

- Consider economic conditions and reflects it in the index.  

- No preference: no preferences regarding asset allocation. 

But the concern is that in real world it is difficult to keep track of the outstanding bonds, because of 

various options like below 

- Call and Put provision 

- Sinking funds provision 

- Bond Redemptions.  

Question-69: What are the advantages of the bond with equal weighting for an investor? 

Answer:  

- For investor or portfolio managers who has no prior assumptions of individual issues it is 

good.  

- Consistent: Equal weighting is consistent if investor is assuming random selection of issues. –  

- Easier to compute: An equally weighted index is easier to compute. 
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Question-70: What is the major problem with bond index computation? 

Answer:  

- Price: prices of the underline issues are not easily available. And that can be either trade’s 

bid price or matrix-based prices calculated using computer model.  

- Reinvestment: It depend when the cash-flow received is re-invested. It can be either 

immediately (aggressive approach) or conservatively (not-immediately) or not at all re-

invested. And if invested then where it is re-invested and what rate should be considered if 

re-invested.  

Question-71: Can you give some example of the firm who creates High Yield bond indexes? 

Answer: Below are the few examples who have created High Yield Bond Indexes 

- Credit Suisse First Boston 

- Barclays Capital 

- Bank of America-Merrill Lynch 

- Morgan Stanley Smith Barney (MSSB). 

Question-72: Gove some example of the firms creates Global Government Bond Market Indexes? 

Answer:  

- J. P. Morgan 

- Barclays Capital 

- Bank of America-Merrill Lynch 

- Morgan Stanley Smith Barney.  

Question-73: What do you mean by investment grade bond indexes? 

Answer: It means underlying bond (which are tracked) in this index have small probability of the 

default. And the major factor influencing factor for return is aggregate interest-rate changes based 

on the Treasury yield-curve.  

Question-74: What are the uses of bond market indexes? 

Answer: Bond market indexes are useful for those who analyze bonds (scenario analysis, price 

analysis, risk analysis etc.) or manage bond portfolios. Also following uses cases are included for 

bond market indexes 

- Acting as performance benchmarks 

- This works as a benchmark for investors who want to invest through index funds 

- Determining risk and return of Fixed income asset. 

Question-75: Which are the bonds are considered very risky and low risk high yield bonds? 

Answer: The very risky securities are Caa bonds and defaulted bonds and considered as 

underperformed, while low-risk high-yield bonds Ba rated outperformed.  

 

Question-76: Do you agree with that statement “Defaulted bond had no correlation with 

investment-grade bond but significant correlation with high-yield bond issue”? 

Answer: Yes.  
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Question-77: What all are the participants, you can think of for the Bond market? 

Answer: Following are the usual and major participants for the bond markets. 

- Trader (Front office) 

- Back office to the trader 

- Money manager 

- Investment advisor 

- Regulator  

- Retail investor. 

Question-78: Which are three major section in which you can divide fixed income market 

participants? 

Answer: You can divide fixed income market participants in below three major groups based in 

functions 

- Issuer: Their primary role is to issuing debt for financing. And the participants are 

o Governments 

o Corporations 

o Banks 

o Municipalities 

- Intermediaries: The debt is underwritten, distributed, and traded in the secondary markets 

by intermediaries. Which includes following participants 

o Investment banks 

o Commercial banks 

o Interdealer brokers 

- Investor: who buy fixed income, which includes following participants 

o Governments  

o Mutual funds 

o Insurance companies 

o Commercial banks 

o Corporations 

o Retail investors. 

Question-79: Why it was considered that central electronic trading is difficult for fixed income 

securities, like equity? 

Answer: Because usually in the fixed income trade it has a number of mobile/telephone call 

exchanges among 

- Buyers 

- Sellers  

- Intermediaries such as brokers and dealers. 

Which can lead to inefficiencies and errors as most of the things are manual like  

- Pricing 

- Execution 

- Manual corrections 
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Question-80: What are the major reason which cause of electronic trading preference over 

traditional trading? 

Answer:  

- Efficiencies: It is more efficient and value added. 

- Regulatory requirement: In fixed income market rigorous oversight have been introduced by 

regulators.  

- Pre and post trade services are efficient and reduced manual error exorbitantly.  

Question-81: What do you mean by Straight Through Processing in fixed income trading? 

Answer: When you do any fixed income trade it requires pre and post processing of it and that is part 

of entire trade lifecycle. And this is automated since last many decades by the advent of Information 

technology. Which is known as Straight Through Processing (STP). Trade goes through various phases 

like clearance and settlement. This all phase requires almost same or enriched data. And that can be 

done using the automated process, without involving manual entry. That is all part of the STP. 

Following are the few examples which are being done as part of STP process in fixed income trade. 

- Delivery of confirms trade. 

- Account allocations to portfolio management systems 

- Delivery of trade execution messages to back office 

- Clearing for post-trade processing. 

- Capture and documentation of regulatory and compliance requirements 

- Risk management and monitoring. 

When we compare with the legacy manual process, it gives various benefits like 

- Increase volume processing 

- No human data entry error 

- More efficient processing 

Question-82: What is the FIX (Financial Information Exchange)? 

Answer: Financial Information Exchange (FIX) is a messaging standard to facilitates real-time 

electronic exchange of securities transactions. Which is adopted by equities, fixed income 

transactions. FIX helps in to connect and link various fixed income systems. FIX helps electronic 

trading to offer post-trade messaging services to support of their STP initiatives. However, some 

organization does not use FIX for post processing of trade internally and they use their own custom 

standards as well. You can imaging FIX is a standard format of the Fixed Income trade messages 

which can be shared among dealers and investors electronically, so that they can understand each 

other messages with standard way.  

Question-83: Which all messages are handled by FIX today? 

Answer: FIX handles a variety of messages necessary to conduct fixed income transactions like 

- Transmission of orders  

- Confirmation of trade executions 

- Allows dealers to supply bid or offer information for fixed income securities.  

Question-84: What is FINRA stand for? 

Answer: Financial Industry Regulatory Authority 
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Question-85: What is SEC stands for? 

Answer: the U.S. Securities & Exchange Commission 

Question-86: Why usually regulators want compliance in Fixed Income? 

Answer: The most important reason is pricing for fixed income securities in secondary market. 

Specially for the corporate bonds.  And provide greater transparency of pricing for fixed income 

securities. And overall reduce the spread between bid and ask price of the fixed income securities 

and also helps in lowering the trading cost for selling and purchasing of corporate bonds.   

Question-87: What is TRACE and stands for? 

Answer: TRACE is managed by FINRA for reporting and disseminating corporate bond trade 

information, and TRACE stands for Trade Reporting and Compliance Engine. There is a mandate that 

all eligible transactions in corporate bonds or issues be reported by dealers within 15 minutes of 

trade completion. Later on TRACE was further expanded other than corporate bonds which are for 

federal government agency debt and in primary market transactions for corporate bonds. 

Question-88: What is MSRB stands for? 

Answer: Municipal Securities Rule Board’s. 

Question-89: What is the MSRB regulatory requirement with regards to the Municipal Bonds 

pricing? 

Answer: All eligible transactions needs to be reported to the MSRB’s Real-Time Transaction 

Reporting System or RTRS. And also needs to be reported within 15 minutes of trade execution. 

Question-90: What all are the benefits of regulators in Fixed Income market? 

Answer:  It helps in  

- A reduction of bid/ask spreads 

- Lower transaction costs 

- More emphasis on fixed income transactions 

- Easier access to technology. 

Question-91: What is Interdealer system in Fixed Income Market? 

Answer: This allows fixed income dealers to execute trades electronically and anonymously with 

each other, this system utilize an interdealer broker (IDB) as intermediary. Interdealer platforms are 

most prevalent in Treasury and government agency trading. And Inter Dealer Broker provides both 

electronic and voice capabilities for their clients. This platform started supporting non-dealer as well 

for example 

- Institutional customers 

- Examples of Interdealer Systems BrokerTec  

Question-92: Can you describe something more for the BrokerTec and TriOptima? 

Answer:  BrokerTec, is a leading provider of electronic trading platforms and technology services in 

fixed income markets, and TriOptima, a leading infrastructure service that lowers costs and mitigates 

risk in OTC derivatives markets. 

Question-93: What is the use of Repo Workflow build by BrokerTec? 
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Answer: BrokerTec is providing Repo Workflow, which is end-to-end repo workflow solution for 

industry participants. This provides full automation across the lifecycle of a repo trade. It would 

reduce lot of operational burden for the buy-side.  

Question-94: What is UTI stands for in Fixed Income trade? 

Answer: Unique Trade identifier 

Question-95 What is BrokerTec Quote? 

Answer: BrokerTec Quote provides market participants with a more intuitive and efficient means of 

trading repo across European Sovereign Debt, UK Gilts, General Collateral, Supranational and 

Agencies in the EU.  BrokerTec intends to expand the service to US Treasuries and other product 

sectors as well in near future.  

Question-96: Can you tell me something about the CME Group derivative market place? 

Answer:  CME Group is the world's leading and most diverse derivatives marketplace, which enables 

clients to trade futures, options, cash and OTC markets, optimize portfolios, and analyze data and 

helps empowering market participants worldwide to efficiently manage risk and capture 

opportunities. Below are the few list of the benchmark products provided by CME group is global 

benchmark products across all major asset classes based on  

- Interest rates 

- Equity indexes 

- Foreign exchange 

- Energy 

- Agricultural products  

- Metals.   

Question-97: What is the CME Globex® platform? 

Answer: CME Group company offers futures and options on futures trading through the CME 

Globex® platform. Fixed income trading via BrokerTec and Foreign exchange trading on the EBS 

platform. 

Question-98: Can you describe the use of CME Clearing, TriOptima and Traiana products? 

Answer: CME Group operates one of the world's leading central counterparty clearing providers, 

CME Clearing.  Which provide a range of pre- and post-trade products and services for entire lifecycle 

of a trade, CME Group also has another offering for optimization and reconciliation services using 

TriOptima, and trade processing services through Traiana. 

Question-99: What is a single Dealer Client System in Fixed Income Market? 

Answer: This single Dealer Systems are Owned and operated by major fixed income dealers, using 

single-dealer systems institutional investors trade a variety of fixed income products electronically 

directly with the dealer, who gave access to this system. Fixed income dealers operating these single-

dealer systems act in a principal capacity.  

Question-100: Can you tell something more about the Single Dealer Platform? 
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Answer:  A single-dealer platform (SDP) is software used by an investment bank dealing in the capital 

markets to deliver trading and associated services via the web. The function of an SDP is to integrate 

–  

- Pricing 

- Liquidity 

- Information from multiple sources within a bank 

- Provide access to them via a single user interface. 

Hence, it is a both an integration platform and a delivery platform. 

Question-101: What is the Multi-Dealer Client Systems in Fixed Income Market? 

Answer: Using Multi-Dealer Client System institutional investor can access price quotes from and 

execute with multiple dealers, and which also offer pre- and post-trade services as an additional 

service. 

Question-102: Why do you think this security markets are required globally? 

Answer: These global security Markets play an essential role in  

- Managing risk  

- Streamlining global capital flows. 

- Governments need them to support economic growth. 

- Corporations rely on them to issue debt. 

- Asset managers manage their positions with derivatives.  

Question-103: What is TradeWeb Direct® tool/Platform used for? 

Answer: It is used for trading in Fixed Income for individual investor. Usually, Financial Advisor use 

this system as well to access the fixed income market for their wealth management clients. As well 

trading desk can also use it.  

Question-104: What is Tradeweb DealerWeb® platform used for? 

Answer: This is an inter-dealer system. Leading investment banks use the Dealerweb® system to 

trade efficiently with one another to quickly transfer position and settlement risk.  It is a Dealer to 

Dealer Solutions, which integrate both voice and electronic trading for the rates, credit and muni 

markets. This is mainly for the Traders. In this case Broker gain access to liquidity for various asset 

classes like 

- TBA-MBS 

- US Agencies 

- US Treasuries  

- Dollar Roll 

- Swap Trades etc.  

Question-105: What are the ways by which client can connect to DealerWeb®? 

Answer: Depending on clients business model, they can choose to connect to the Dealerweb® 

marketplaces either using an API, or via the Dealerweb Viewer, a small, intelligent program that runs 

on an individual workstation or on a network file server at the client site. For more detail check their 

website.  
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Question-106: In the Fixed Income market, what all participants you can consider as a buy side ? 

Answer: Following are the considered as Buy Side Participants in the Fixed Income market 

- Asset managers 

- Central banks 

- Pension funds 

- Insurance companies 

- Banks 

- Hedge funds  

- Proprietary trading desks 

Question-107: Which are the participants, you can consider as a Sell side in Fixed Income Market? 

Answer:  This include following participants 

- Regional Banks 

- Global Banks 

- Commercial Banks  

Question-108: What is RFQ (Request for Quote) Trading Protocol in Fixed Income Market? 

Answer: The RFQ trading protocol establishes discrete auctions for each instrument that a 

participant wishes to buy or sell. Which enables the seller or purchaser of an instrument to 

simultaneously request competitive, executable bids or offers from multiple dealers, at the choice of 

the participant. 

Participant sets the time when he/she would like all of the dealers' prices or spreads returned to the 

participant, in order to have the ability to see all executable prices available at the same time. The 

entire process is managed electronically is highly efficient and can be completed in minutes. 

 

Question-109: Can you give some steps followed for Trading Lifecycle on Multi-Dealer platform? 

Answer: Below are the lifecycle steps for the Fixed Income trading platform 

- Pre-trade: Participants/Client sends a trade Inquiry. He need to provide detail like 

o Spread over some Benchmark like UST  

o Requesting for Bid/Offer/Swap 

o Type: Outright/Cross 

o Pricing  

o Timer like 2 mins, 5 mins etc.  

- Participants send request RFQ (Request for Quote) to the dealers of the choice. Selecting 

pool of dealers.  

- Dealer Responses returned and investor can choose best deal or level.  

- Trade executed electronically (usually) for best price fit.  

- Post Trade: Cashflow calculations: some system support cashflow calculation in the same 

system.  

- Post trade: Trade detail reported both the counterparties. 

- Post Trade: STP (Straight Through Processing): Trade details directly flow into your blotter or 

trading system.  

- Post Trade: Executed Trade appears on the TRACE for compliance.  
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Question-110: Is there any exchanges which provides a platform for Fixed Income trading and how 

it helps? 

Answer: On exchange buyers and sellers match trades using buy and ask price, this helps in creating 

liquidity, does not rely on fixed income market makers to provide price quotes. Transactions are 

conducted anonymously, you can see regularly NYSE Bonds, which provide such platform. 

 

Question-111: Which all are the trading models exists for the Fixed Income trade? 

Answer: There are following types of trading models available and most prominent are below three 

- Request for Quote 

- Order Driven 

- Auction System 

It is not necessary a single platform support only one trading model. There could be more than one 

trading model supported by a single platform.  

Question-112: Can you please explain the Request for Quote trading models in Fixed Income? 

Answer: Using Request for Quote a buyer/seller can request pricing on a bond or more than one 

bonds and from pool of dealers which are part of that platform. Hence, you see RFQ is usually 

supported by the multi-dealer client system only. Once the quote request received by all of the 

dealers, dealers can respond with their own price quotes (It depends on trade is requested for buy or 

sell). They are generally coming with the time limit as well like 2 min. Requestor can wait upto 2 mins 

for getting the price from all the dealers. Once quotes are received that can then be acted upon and 

an execution occurs if a bid is hit or an offer is lifted. 

Question-113: Can you please explain the Oder Driven Fixed Income Trade Execution Model? 

Answer: In the order-driven model a participants/client (Liquidity Taker) place an order against 

whatever price quotes was provided by another participants/client. This other party is known as any 

of the below 

- Price makers 

- Liquidity providers 

- Market makers.  

Trade Executions happens if orders submitted are matched against price quotes from other 

participants like Price Makers. If order matches, then an execution message is generated for both the 

party liquidity provider and liquidity taker. Usually, odd-lot trading systems are order-driven systems. 

Question-114: What are the Auction Systems in Fixed Income Trading? 

Answer:  Usually. Auction systems are used for the new issue or any book-building activities. And 

issuer or issue manager would post the offering details with the information which include 

- Name of Security 

- Size available 

- Any applicable rules of the auction 
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Participants shows the indications of interest and for the placed orders are allocated when auction is 

closed. 

Question-115: Why Fixed Income trading is moving towards the API(Application Programming 

Interface) based rather than Graphical Interface? 

Answer:  Because Fixed Income trading has increased its volume number of transactions and 

information is not available on single platform for all the transaction done. And API can help in 

programmatic aggregation of information from multiple and from the electronic platforms, which are 

competing with each other. 

Question-116: Why GUI based trading in the Fixed Income was considered challenging, initially? 

Answer:  If you have seen like single and multi-dealer system uses their own proprietary GUI System. 

It was having a different GUI’s for each individual asset class and even focusing on each individual 

sectors. And both buyer and seller has to work on different set of GUI’s and caused various issues 

and also introduced some kind of Risk.  

Question-117: What is API based solution and why it is used? 

Answer: As you have seen in previous question GUI based solutions are creating some issues and 

introducing risk for buyer and seller in fixed income and there was a need to alternative approach 

where API (Application Programming Interface) gain focus.  

API uses the FIX protocol as a standard format to transfer the trade information between the system 

and integration with various system is now quite easy. So now, on odd-lot, retail-focused ECNs, most 

of the quotes are delivered in real-time via API. With the having API based solution, any price makers 

can enter prices from one system connected to all the ECNs and price reaches to all the system in 

milliseconds. Bloomberg has its own Bloomberg-Trade Order Management System, which is a single 

entry system for fixed income dealers.  

Because of popularity of APIs from all ECNs reduces or almost eliminate the need which require extra 

monitoring and manage and helps in integration with post-trade processes. However, it is not easy to 

make decision for the price and which is still entered by Human.  

Hence, many of the existing system whether they are for the institutional fixed income for retail 

investor both support the GUI and API based trading platform for example Tradeweb, BondDesk.  

Question-118: What all are the advantages and benefits you can think of Electronic Trading? 

Answer:  Electronic trading has become an increasingly important part of the fixed income market 

landscape in recent years. It has contributed to changes in the market structure, the process of price 

discovery and the nature of liquidity provision. The rise of electronic trading has enabled a greater 

use of automated trading (including algorithmic and high-frequency trading) in fixed income futures 

and parts of cash bond markets. Innovative trading venues and protocols (reinforced by changes in 

the nature of intermediation) have proliferated, and new market participants have emerged. For 

some fixed income securities, “electronification” has reached a level similar to that in equity and 

foreign exchange markets, but for other instruments the take-up is lagging. The rise of electronic 

trading is  

- Creating efficiencies for many market participants 

- Improving market quality 

- Lowering transaction costs  
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- Reducing market segmentation 

while at the same time posing challenges to some participants. 

Question-119: What challenges you see in automated and HFS (High-Frequency trading)? 

Answer:  Electronic trading, like automated and high-frequency trading, bring in a number of 

challenges for policymakers, for example  

- Need to monitor its effect on market liquidity 

- Quality of market Functioning  

- Ensuring appropriateness.  

- Governance of automated trading  

- Is implication for market design. 

Question-120: Why do you see that electronic trading is gaining year over year in fixed income? 

Answer: There are various factors few of them are below  

- Advances in technology 

- Cheaper and cost effective and efficient technology human resources available from various 

countries specially India(English speaking, highly efficient technical resources at low cost).  

- Frequent changes in regulation 

- Changes in the structure and liquidity characteristics of specific markets.  

- They improve market quality for assets that were already liquid by increasing competition 

- Broadening market access  

- Reducing the dependence on traditional market-makers. 

- Faster price discovery  

- Drop in transaction cost.  

US Treasury markets are a prime example of a highly electronic fixed income market, in which a high 

proportion of trading in benchmark securities is done using automated trading. However, fixed 

income markets still lag developments in other asset classes due to their greater heterogeneity and 

complexity. 

Innovation in technology and also changes in regulatory requirement had impacted the economics of 

intermediation in fixed income markets. Technology improvements helped dealers to replace human 

with automated systems. Because of that they are able to reduce costs by automating quoting and 

hedging of certain trades. Dealers are also able to better monitor the trading behavior of their 

customers and how their order flow changes in response to news. Dealers are internalizing flows 

more efficiently across trading desks, providing greater economies of scale for trading in securities 

where volumes are particularly high. But the growth in electronic trading is posing a number of 

challenges for traditional dealers. It has allowed new competitors with lower marginal costs to 

reduce margins and force efficiency gains, and it has required a large investment in information 

technology at a time when traditional dealers are cutting costs. 

However, electronic platforms are not the appropriate solution for all securities, particularly for 

illiquid securities for which the risks from information leakage are high. 

 

Question-121: What do you mean by “electronification” in fixed income trading? 
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Answer:  The rising use of electronic and automated trading in fixed income and related derivatives 

markets referred as “electronification”. 

Question-122: What is the reason that adoption of electronic trading is slow in fixed income 

market? 

Answer: Electronic trading in fixed income markets still remains less prominent compared with other 

asset classes. A key factor for the slower adoption of electronic trading in fixed income has been the  

complexity of the asset class for example it has varied coupons, maturities, embedded options, 

covenants. 

Question-123: Can you describe what is electronic trading in Fixed Income? 

Answer: Electronic trading has a variety of steps that are part of the life cycle of a trade. Electronic 

trading means transfer of ownership of a financial instrument by matching of the two counterparties 

in the negotiation or execution phase of the trade electronically. Electronic trading broadly should 

have following steps: 

- Trades conducted in systems such as electronic quote requests on dealer platforms. 

- In Dark pools the quotation of prices or the dissemination of trade requests electronically. 

- Trade Settlement happens electronically. 

- Regulatory reporting happens electronically within the 15 mins of trade.   

There are now different types of electronic trading platforms i.e. ETP, these systems that match 

buyers with sellers, it may differ in terms of the composition of their clients and their trading 

protocols. 

 

Question-124: What is an old “Quote Driven” market in Fixed Income? 

Answer: A customer or client who wish to trade a specific security/bond used to contact one or more 

dealers over the phone, asking for currently available prices to buy and sell. This market structure is 

known as a quote-driven market, a market in which executable prices are offered in response to 

counterparties requests to trade. 

Question-125: Can you describe what is the inter-dealer system in fixed Income market? 

Answer: In the inter-dealer system, dealer trades with one another based on the customer request. 

And earn money from both the buyer and seller as a commission. In this case client or customer does 

not trade directly with each other as in case of exchange-based trading.  

Question-126: What is the Dealer-customer based trading platform in the Fixed Income? 

Answer:  In this case dealer trade with their customers or clients. That is also known as dealer 

customer segment. Clients are usually asset managers, pension funds, insurance companies and 

corporations. Again, end user does not directly trade with another end user. Detail of the trade was 

only known to counterparties and dealers. Because everything was happening over the phone. And it 

was never disseminated to wider public investor.   

Because of market segmentation, quotes and trade prices for the same bond at the same time could 

vary greatly across dealers.  

SDP:  Stands for Single Dealer Platform 
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MDP: Stand for Multi-Dealer platform.  

Question-127: What do you mean by Oder-Driven market in the Fixed Income? 

Answer: Fixed income markets had a major shift with electronic communication networks (ECNs) 

started to gain traction in inter-dealer markets. An ECN is a system which electronically matches buy 

and sell orders for securities. ECNs operate as virtually centralized marketplaces, aggregating offers 

to trade and matching them against incoming trade requests. In contrast to the dealer-client 

markets, which were quote-driven, these platforms were generally order-driven. An order-driven 

market is a market in which executable prices are offered in advance of any requests to trade.  

Question-128: What do you mean by Central Limit Order Book (CLOB)? 

Answer: In some cases, ECNs uses the trading protocol of the central limit order book (CLOB). This is 

a trading protocol in which any outstanding bids and offers by market participants are stored in a 

queue and must be executed in a priority (usually time based, first come first serve) sequence. In the 

inter-dealer market, CLOBs are transparent to participants, in the sense that any ECN member may 

view the set of bids and offers at which one can sell or buy. Transaction prices and volumes were 

often disclosed post-trade.  

Question-129: Can you describe SDP and MDP platform for Fixed Income market? 

Answer: SDPs are proprietary trading systems offered by a single dealer to its clients. MDPs reduced 

search costs by allowing end investors to request quotes to trade from a number of dealers 

simultaneously. MDPs also has additional features such as automated record-keeping, making it 

easier to audit. 

Question-130: Can you describe RFQ (Request for Quote) in fixed income market? 

Answer:  In the request for quote (RFQ) trading protocol, participants can query platform market-

makers and request prices on an order of a particular size. RFQ systems can vary based on  

- Whether quote requester or quote receiver reveals its identity 

- Sign of the order (buy or sell) is revealed 

- How many and what kind of participants may receive RFQs 

- Whether the quotes are executable or indicative. 

- In many fixed income RFQ systems, participants query only dealers and only in limited 

numbers. 

Question-131: Can you give example of RFQ based of the system in Fixed Income market? 

Answer: Below are the one well known 

- Tradeweb, which is owned by Thomson Reuters. 

- BondVision: Bloomberg  

Question-132: Please let us know various short name used in Fixed Income electronic trading? 

Answer: Few of them we know are 

- AT : Automated Trading 

- CLOB: Central Limit Order Book 

- CTT: Click to trade 

- ECN: Electronic Communication Network 
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- ET: Electronic Trading 

- HFT: High Frequency Trading 

- MDP: Multi-Dealer Platform 

- RFS: Request for Quote 

- SDP: Single Dealer Platform 

- PTFs: Principal trading Firm 

Question-133: What is the Principal Trading Firm? 

Answer: The new market participants who usually pursue the Automated and High Frequency 

trading is known as Principal trading firms. And they are affecting the liquidity provisions and 

intermediation in the Fixed Income market. Liquid Sovereign Bond Market specially benchmark US 

Treasuries have seen a significant rise in Automated Trading. Giving access to PTFs has significantly 

increased the trading volume.  

Question-134: How Automated Trading and High Frequency Trading are related? 

Answer: In Automated trading trades decision are done electronically and autonomously while in 

HFT which is a subset of AT, where trades submission and execution happens at very high speed, 

which is usually in milliseconds and very tight intraday inventory position is maintained. The main 

reason behind the HFT is to gauge the market conditions and process available information in 

milliseconds. And this would have large number of small trades and held for milliseconds. And for 

having low latency usually Principal Trading Firm put their trading servers physically near the 

electronic trading platform that is also known as co-location and reduces the latency.  

Question-135: What are the main things are done as part of Automated and High frequency 

Trading? 

Answer:  You can have following things with the AT and HFT 

- Execution of trade: In this an Algorithm or collection of algorithms are used for trading 

which divide large trade into the small trades and those would be executed on various 

different venues as well as splitted across time. This type of execution usually done by the 

broker-dealer and end investors for owning or existing position at low cost.  

- Market Making: Again, in Automated and High Frequency Trading Algorithms generates the 

indicative or live screens quotes which can be used to reply RFQ or auto quoting. HFT tries to 

make money based on the spread between ask and buy price and having the tight risk 

control over inventory positions and minimizing the risk of transacting with the 

counterparties.  

 

Question-136: What are the ways, by which retail investor can invest in Fixed Income securities? 

Answer: Retail Investor can invest in fixed income markets using following investment vehicles 

- Mutual funds 

- Closed-end funds 

- Unit investment trusts : In this fund manager or money manager select and manage a 

portfolio of fixed income securities. 

- ETF’s: Fixed Income oriented ETFs.  

- Brokerage Account: Retail investors can also manage a portfolio of fixed income securities 

through direct ownership in a brokerage account. 
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Question-137: What do you mean by Broker-Dealer work as a Principal Capacity for Fixed Income 

Securities? 

Answer: It means any Broker-dealers which is acting in a principal capacity buy or sell of the bonds to 

retail investors use their own account, and make profit from by collecting the bid/ask spread on the 

transaction. To understand further, an investor “X” may wish to sell a bond from his portfolio, the 

broker-dealer serving as intermediary on the transaction may take the bond into its own inventory 

from investor “X” in hopes of selling to another investor “Y” or broker-dealer at a higher price in the 

future. 

Question-138: What do you mean by riskless-principal transaction by broker-dealer firm in bond 

market? 

Answer: In this case Broker-dealers acting in a riskless-principal transaction facilitate retail 

transactions they find a buyer or seller of a fixed income instrument prior to trade execution, 

profiting from the transaction by applying a markup (higher price) or markdown (lower price) of the 

bond for the retail investor. Consider the example, in this an investor “X” want to sell a bond from his 

portfolio and so sends the request to the broker-dealer for pricing. Once request received by the 

broker-dealer, it sends the request to other broker-dealers and, upon receiving prices for the 

instrument from interested parties, may provide a slightly lower price than received from other 

broker-dealers as a price at which the retail investor can sell the instrument. Factors affecting the 

amount of markup or markdown on secondary transactions include the size of the transaction 

and/or the maturity of the instrument. 

Question-139: What is the mean by broker-dealer work as an agency Capacity? 

Answer: In this case when broker-dealer work as an agency capacity, they charge retail investors 

commissions on secondary market transactions for both buy and sell. Broker-Dealer does not mark 

up or down, instead broker-dealer adds a commission for each transaction. Retail customers typically 

pay a price per trade or execution, which include the commission charges of the broker and dealer. 

These commissions charges are dropping day by day because of competition. However, retail investor 

has to pay taxes on the commission.  

Question-140: Does duration and convexity affect the price volatility? 

Answer: Yes, duration and convexity of the bond affect the bond price.  

Question-141: Can you give example of major sectors of the global bond market? 

Answer: Below are the example of global bond market 

- U.S. investment-grade bonds (including Treasury bonds). 

- U.S. high-yield bonds. 

- International government bonds. 

 

Question-142: What are the Odd-Lot trading systems for Fixed Income Market? 

Answer: Trade should be done with less than $1 MM(Million) of par value, and using odd-lot systems 

firms buy and sell fixed income securities, which is on behalf of direct retail investors. Because of that 

reason this system also supports variety of bond types for trading. Some explicit characteristics of 

such systems are  

https://www.quicktechie.com/


 

- Most odd-lot systems are multi-dealer 

- Some dealers who specialize in odd lots can have single-dealer systems. 

- odd-lot trading systems can be used by institutional customers/investors if they want to 

trade in  odd-lot positions. 

Some examples of the Odd-Lot Systems are below 

- Knight BondPoint 

- BondDesk 

- TMC. 

 

 

 

Question-1: Which are the macro-economic factors you think can contribute for the corporate 

bonds Yield and Price? 

Answer: Corporate bonds are affected by the following macro-economy factors. 

- Movements in interest rates 

- Inflation 

- Yield-curve shape 

- Corporate earnings 

These all factors and their volatilities, will play a greater role in the deriving of corporate bond yields 

and prices, and their respective derivative products.  

Question-2: What do you mean by GDP or Real Gross Domestic Product? 

Answer: GDP is coming under the macro-economy. Which is abbreviated from Real Gross Domestic 

Product, which is a total value of goods and services produced in a single country over a given time 

period, usually one quarter. This is usually reported as a rate of change from the previous quarter as 

well as annualized.  

Question-3: What is a GDP Gap and Potential GDP? 

Answer: Potential GDP is the amount of GDP that the countries’ economy is capable of producing 

you can also say it’s a potential output of that particular country. Again, this is not an actual and only 

theoretical measure. The difference between actual and potential GDP is known as the GDP gap. 

Question-4: Why Potential GDP is considered important for a country? 

Answer: Potential GDS is important because for a country’s potential GDP is calculated using by its 

available resources like human labor, physical capital, and natural resources and talent available in 

country, young population, domestic consumption and production etc. And if actual GDP is below 

potential (which is usually the case for emerging countries like India) then some of these available 

resources are not being fully utilized. Like an educated resource is underemployed or unemployed.  

Question-5: Why a potential corporate bond investor care about the GDP? 

Answer: An investor has to think for the GDP Gap, Potential GDP and Actual GDP while or before 

investing in the corporate bonds. 
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- GDP Movement: Corporate revenue is highly co-related with the corporate bond revenues. A 

company or firm can produce more and generate more revenue and reduce its debt which 

reduces overall default risk on the bond.  

- Interest Rate: To get the perfect interest rate, it uses the supply and demand of the credit. 

Usually, supply of the credit happens via the domestic household’s savings which is a supplier 

of the credit at low rate and demand for the credit increase if corporation or governments 

credit demand increases. And both are affected by the GDP and affect the interest rates.  

Question-6: What is a Capex? 

Answer: Capital expenditures, such as on plant, equipment, and software license by a firm are part 

of this. These expenditures, add to the economy’s potential GDP as well as to actual, because they 

enhance each worker’s ability to produce output. Hence, we can say that Capex is good for GDP 

because it improves the country’s productivity. 

Question-7: Is this correct to say that pile of inventories because of any reason increases the GDP. 

Answer: Not for all the cases but couple of example below would helps in GDP 

- Due to disappointing sales 

- Intended stock accumulation 

Increases GDP, because goods are produced and available in inventory. 

 

Question-8: What is the effect of import on a countries GDP? 

Answer: Anything of the spending that is purchased from other countries which is considered as an, 

imports would results in a reduction in aggregate demand, hence reduces GDP. Any purchases by 

other countries e.g. export add to aggregate demand and adds to GDP. 

Question-9: What do you mean by trade deficit? 

Answer:  This represent a countries’ difference between imports and exports, if import is higher than 

the overall export by a country.  

Question-10: How do you relate GDP with the demand? 

Answer: An increase in demand from any of the sectors, which require production of goods and 

service which results in GDP increases. Because firm would producers more and to produce more it 

has to use more materials, and need to purchasing them from other firms, which in turn this firm 

would produce more. To produce more firms also usually hire more labor, and labor spend their 

earnings. So, A positivity in the market and in the country’s economy. If potential resources are more 

utilized it would result in reducing the GDP gap (potential GDP vs actual GDP).  

Question-11: How reducing the GDP Gap can result in increase in inflation? 

Answer: Depending on the degree of GDP growth or GDP gap narrowing (Difference between 

potential GDP and Actual GDP), inflation may increase. Because material supplies become tighter 

(because of high demand) and the labor market strengthens (as labor resources already being near 

fully utilized), which put upward pressure on production costs. 

Question-12: Why corporate profit is more important than revenue for corporate bonds? 
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Answer: Corporate bonds, are serviced from profits of the firm and not from the revenue figures. 

Question-13: How does corporate revenue and profit are related to the GDP? 

Answer: We can say that corporate profits, in the aggregate or overall, rise and fall with macro-

economic activity. But corporate revenue follows the macro-economy’s path. Because in GDP, it 

measures the output of goods and services, which a firm can produce. Hence, you can say more GDP 

means more sales or revenue. 

Question-14: Why bond holder are happy with the higher GDP? 

Answer: Higher GDP means more sales and more revenue in general, and If a firm is producing profit 

with higher sale, which would generate more profit. And firm would be able to serve any due interest 

and debt comfortable and reduces overall default and, bondholders feel more comfortable. 

Question-15: What is the possible negative effect of overall economic activity increases in a 

country? 

Answer:  More economic activity results in the more profit for a firm but at the other hand the 

economy closer to its potential GDP and require more resources to produce more and required 

resources may not be available at low cost which results in production costs. Which leads to inflation, 

and material and labor costs rise faster and eats the corporate profit as well and in some cases it can 

reduce the profit as well from the previous results, even after having higher sales and revenue and 

reduces the overall debt coverage. And possibility of default can also increase.  

Question-16: How does interest rates are affected? 

Answer: In general, this is affected based on the supply and availability of credit. Usually, credit is 

made available by the domestic household. If a household is producing more and consuming less. 

Hence, credit is created by him. Means whatever is additional would be borrowed by some borrower 

and in future it would pay it back with the interest. So if more is available for credit, borrower can get 

it at lower interest rates.  

Question-17: What is the central bank in United states? 

Answer: In United states Federal Reserve is known as Central Bank. 

Question-18: Why it is said that central bank has monopoly on liquidity creation? 

Answer: Because it gives the central bank the ability to set interest rates for short-term which affect 

the transactions in the economy and helps in increasing the liquidity. 

Question-19: What happens when Central Bank enters the market and purchase government 

securities from bond dealers? 

Answer: Lets see step by step (This is happening when economy is weak and unemployment rates 

are high) 

- Central Bank enters the market and purchase the government securities from the bond 

dealers using the dollars or money which they have in their own reserve.  

- In turn liquidity increases in the financial markets.  

- Now money received by the dealer, he would either buy another bond or deposit these 

dollars to the banks.  

- Now bank would have more dollars. 
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- Usually, bank does not hoard this cash and this dollar would go into the interbank market.  

- The interbank rate, which is federal funds rate, declines. 

- Hence, purchases of bonds by a central bank add liquidity or more dollars in the financial 

market. 

- Now Central bank’s balance sheet is expanded: bonds are on asset side, and dollars, on the 

liability side. 

- So, liquidity injected by the central bank in the financial market.  

- Which reduces the interest rates in turn, and reduces the borrowing cost for individual as 

well as for businesses.  

- As result they would do more expenditure. Which helps in increasing the GDP. 

- At the same time CD’s (Certificate of Deposit) rates would also reduces and bring down the 

money market interest rates as well.  

- Now investor who has money looking for higher interest rates. 

- As interest rates is down, investor is ready to take more credit risk to get more return.  

 

Question-20: What happens when Central Bank enters the market and sell government securities 

to bond dealers? 

Answer: This usually happens when economy is growing above its potential GDP and chances of 

inflation are very high and they want interest rate should go high.  

- Fed (Central Bank) would sell assents from their portfolio.  

- The financial system would have less liquidity (Because Fed would fetch money from the 

Financial Market) 

- Which causes the interbank rate to go up. 

- And money market and then long-term rates rises. 

- It reduces the overall spending capacity by the sectors which are sensitive to interest rates. 

Question-21: What is yield-curve represent? 

Answer: Yield-curve, represent the relationship among interest rates or yield on the bonds over 

different maturities. 

Question-22: How does central bank’s monopoly affects the interest rates? 

Answer: The central bank or Fed’s monopoly over liquidity creation helps in setting up overnight 

rates. But not the rates for longer maturities. As longer maturities rates influenced by the aggregated 

demand.   

Question-23: Which all factor contributes the long term maturity interest rates? 

Answer: This is mainly driven by the following things 

- Business cycle 

- Inflation 

- Savings rates 

- Government deficits 

Above are not in the hands of Fed or Central Bank.  

Question-24: What is the Yield in Fixed Income Security means? 
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Answer: Actual return received by holding the Bond it could be more or less than the coupon. 

Depend on the price of the bond and many other factors.  

Question-25: What do you mean by a price of the bond? 

Answer: Price of a bond represent the present value of expected cash flow. To calculate the price of 

the bond a comparable security’s yield is used which is available in the market and with that also 

interest rate or discount rate would be used.  

Question-26: What do you mean by option-free bond? 

Answer: These are the bonds which does not have any in-built option like callable, puttable and 

convertible.  

Question-27: Is Bond price and expected cash-flow from that bond is related? 

Answer: Yes, this is always the first thing which is considered to calculate the price of a bond.  

Question-28: What are the possible cashflow for option Free Bond? 

Answer: option free bond has following component as part of the cash-flow 

- Periodic Coupon until maturity date (Weekly, monthly, quarterly, semiannually and annually) 

- Par value at maturity 

Even determining cash-flow of a bond is not simple.  

Question-29: For which kind of bond future cash-flow is fixed? 

Answer: It usually fixed for the fixed rate and option free (not callable, not puttable and not 

convertible) bonds.  

Question-30: Why Callable and Puttable bonds cashflow is not certain? 

Answer: In case of  

- Callable bond borrower can anytime call the bond. 

- Puttable, any time investor can put the bond 

And for that call date or put date is not known in advance. Hence, cashflow is not certain.  

Question-31: For MBS and ABS why it is difficult to determine the future cashflow? 

Answer: In case of MBS and ABS there are possibilities of pre-payment and that can be any random 

date. Hence, their cashflow is not in advanced.  

Question-32: What do you mean by required yield? 

Answer: Any investor who is looking for a yield by investing in a particular bond is known as required 

yield. And to determine the required yield an investor use the comparable bond in the market. 

Which is of the same feature and credit quality and maturity.  

Question-33: Why it is considered that effective annual interest rate is higher than annual interest 

rate in case of interest is paid semi-annually? 

Answer: Because usually, whatever interest rates are expected those are specified in the annual 

interest rate. But the actual cashflows are semi-annual and which results in the effective annual 
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interest rate is high. You can assume cashflow received at six months would be re-invested and which 

can fetch additional return. 

Question-34: What is the formula to calculate the present value of semi-annual coupon on fixed 

rate bond? 

Answer: Below is the complicated formula 

C*[(1-{1/(1+i)^n})/i] + M/(1+i)^n 

C= Semi-annual coupon payment in currency 

n= number of cycles (number of years *2) 

i=Fixed Interest rates (Annually interest rate/2) 

M=Maturity Value 

Example: 8% interest rate, 10 years to maturity and $1000 par value and required yield is 10% 

So  

C=$40 ($80/2)= Semi-annual coupon payment 

n=20 (10*2) periods 

i=required interest/2=5%=0.05 

M=$1000 

Which results in, if every value is put in the formula = $875.38 

Hence, you can say that present value or price of the bond should be $875.38 for considering all the 

future cashflows. If you are expecting 10% yield on the bond. If you pay more than this your yield 

would reduce and if you get at lesser price, it means you would realize more yield if held till maturity.  

Now, let say you change your required yield to 7% then what is the present value of the bond. Only 

“i” would change to 0.035 

Then bond price comes to = 1,071.06 

It means it is fine even you pay more than $1000 for this bond to buy, because it can still give 7% 

yield or more of you buy at $1071 or less and keep till maturity.  

Note: This calculation is for the option free bond and various other factors are not considered.  

Question-35: What is the relationship between yield and bond price? 

Answer: As you have seen bond price would move in opposite direction of the required yield. If you 

need more yield then bond price should reduce and similarly if you reduce your required yield then 

bond price would increase. The only variable you can change is the bond price or required yield. 

Because Bond coupon and maturity remain fixed. Hence, f you create a graph between price and 

required yield it would create a convex shape.  

Question-36: When you can say that price of the bond should be equal to par value? 

Answer: When the required yield and coupon is same, then price of the bond should be equal to par 

value of the bond. (Applicable only on option free bonds) 
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Question-37: What do you mean by that bond is sold on discount? 

Answer: Suppose yield on a bond increases above coupon rate at any point, so bond price has to 

adjust. To do that bond price would go below its par value. So whenever bond is sold below par value 

it is known as bond is available at discount.  

Question-38: What happen when coupon on the bond is less than the required yield? 

Answer: In this case price has to go below, because when yield increases the bond price reduces. So 

we can say bond should be priced below par value.  

Question-39: What do you mean by bond is being sold at premium? 

Answer: Suppose your required yield is less than the coupon rate on the bond. Then in this case 

bond price would be more than par value. It means bond is giving much more yield in reality. Hence, 

bond price would be adjusted upward and this is called bond is selling at premium. Because its price 

is more than par value.  

Question-40: Why do you see bond price is higher than par value? 

Answer: Because, bond coupon rate looks higher than required yield by investor.  

Question-41: What would happen when you buy a bond either on premium or discount and 

required yield does not changes. And it is reaching towards maturity? 

Answer: If bond purchased on 

- Discount: Then its price would increase as it reaches towards the maturity and required yield 

does not changes.  

- Premium: In this case price would decrease as this moves towards the maturity. 

- Par value: If bond is purchased on par value and required yield and coupon rate does not 

change then price of the bond also remain equal to the par value as move towards the 

maturity.  

Question-42: What all are the common cases for which bond price changes? 

Answer: Following are the common reason, because of which price of the bond would changes 

- Change of the interest rates: Interest rate and bond price moves in reverse direction.  

- Maturity: If bond moves towards the maturity. Its price changes, up or down depend 

whether it was purchased on the par, premium or discount.  

- Treasury spread change: If bonds required yield does not change also treasury rates also 

does not change. But the spread between treasury and non-treasury bond changes. It can be 

either widen or narrowed then accordingly prices of the bond would change.  

- Credit quality of the issuer: If no other parameters changes but the credit quality of the 

issuer decreases then bond price would also decrease. And similarly, if credit quality 

increases of the issuer then bond price would also increase accordingly.  

- Embedded options: The price of the bond would change as factors that affect the underline 

embedded option changes.  

Question-43: How does investor make money on zero coupon bonds? 
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Answer: Investor make money by buying the bond at lower price then its par value. And calculation 

of price is same as with the bond which has coupon. But it has only one future cashflow that is par 

value at maturity.  

Question-44: Can you give an example of calculating a price of a bond with zero coupon? 

Answer: Lets have the below formula for calculating the bond price. But we have 0 coupon, so C=0 

C*[(1-{1/(1+i)^n})/i] + M/(1+i)^n 

Example a zero coupon bond having par value is $1000 and required yield is 10% with maturity 10 

years. We can calculate bond price as below 

1000/(1+0.05)^20  

Assuming 0% rate of coupon every six month. Hence, total period would be 10*2=20. Which results 

in $376.89 

Hence, you should not give more than $376.89 for the bond with par value $1000, with maturity 10 

years. If you want to have yield as 10% annual.  

Question-45: Does it affect if you buy the bond between coupon dates, means bond settlement 

date is not as coupon date? 

Answer: Yes, it would affect. We need to know following things to derive the actual price of the 

bond. 

- Days for next coupon: Number of days remaining for next coupon date.  

- Present value: Determine the future cashflow’s present values. Because coupon should have 

already be received for the day’s passed from the coupon dates. 

- Accrued interest: Buyer has to pay the interest amount for the days bond held by the seller. 

Since he has not received the interest for those days.  

Question-46: How do you calculate number of days, remaining for the next coupon date? 

Answer: It depends what convention is followed. In case of UST it is considering the actual days like 

365 days in a year. Suppose a bond is purchased from seller with settlement date as 15th Jul, which 

has coupon date as 1st March and 1st Sept. Hence, in this case days remain would be calculated as 

below 

- 16 Days of Jul (31-15) 

- 31 Days in August 

- 1 day of September 

So total would be 48 days remaining for next coupon. Similarly, if you are going for corporate bond, it 

consider 30 days in a month and 360 days in a year. So same scenario number of days remaining are 

- 15 Days of Jul (30-15) 

- 30 Days in August 

- 1 day of September 

Which comes as 46 days. But at the same time entire year is equal to 360 days.  

Question-47: What do you mean by basis in coupon period? 
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Answer: When you consider the number of days for a bond it is based on either 365 days a year basis 

or 360 days in a year basis.  

Question-48: What is the formula to calculate the bond price, if bond is purchased between 

coupon days? 

Answer: It has below formula 

P= c/(1+i)^w + c/(1+i)^(1+w) + c/(1+i)^(2+w)…… c/(1+i)^(n-1+w)+ M/(1+i)^(n-1+w) 

Where 

n=remaining number of coupons till maturity 

p=price of the bond in currency 

c=semi-annual coupon rate 

M=maturity value 

i= required yield/2 

Suppose a corporate bond which has remaining days to next coupon =40 days. Then w would be 

40/180. Hence, w represent the  

w=number of days between settlement and next coupon date/number of days in the coupon period 

Question-49: What is dirty price and why it is called dirty price? 

Answer: Suppose buyer buy a bond between coupon dates. So the next coupon is going to the buyer 

and not the seller. However, seller holds the bond for few days after coupon date and that interest 

portion should go to the seller, but it would not go. Hence, the price which include accrued interest + 

price is called dirty price. This is also known as full price. Issuer would send the next coupon to the 

buyer and not the seller.  

 

Question-50: What is accrued interest? 

Answer: Because the trade is settled between coupon dates, it means the seller had held the bond 

for few days and for those many days the interest should go to seller. That interest is called accrued 

interest and that is calculated based on the following formula. 

Accrued Interest= Coupon*(Number of days between settlement days and last coupon date/basis 

days) 

Basis days can be actual 365/2 or 180 days.  

Buyer has to compensate the seller for that accrued interest date. Dirty price include the accrued 

interest in it. 

Question-51: What is clean price or flat price for a bond? 

Answer: A clean price or a flat price is a price which is dirty price minus accrued interest.  

Question-52: In United states what price is quoted? 
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Answer: In United States price is quoted is a clean price. But buyer has to pay the accrued interest to 

the seller, means in reality it would pay the full price.  

Question-53: What are the fixed Income traders usually calculate? 

Answer: Fixed Income trader usually calculated the price or yield. And to calculated the  

- Desired Price: They use yield or yield spread as input sometime also known as discount 

margin. 

- Desired Yield: To calculate the desired yield, trader provide input as a price. And solve for the 

yield.  

Question-54: As a fixed Income investor what all are the possible ways by which investor can make 

money? 

Answer: If you are an investor and purchasing a bond then obviously you want return it could be in 

dollar or any native currency in which you have purchased this bond. Following are the possible ways 

by which this return can be realized 

- Coupon receivables: If investor hold the bond till coupon is made. Then he receives coupon 

from issuer on that bond. 

- Capital Gain (Capital loss): If bond is sold or if investor hold it till it get mature. It is possible 

here investor may make loss if sell it lower price.  

- Reinvestment (interest-on-interest): Whatever coupon is received is re-invested then he can 

make more money on this.  

However, please note that all above three yield measures are captured in percentage term and not 

the actual dollar or currency form.  

Question-55: What do you mean by current yield? 

Answer: Current yield is calculated based on the coupon on the bond. Below is the formula to 

calculate the current yield 

Current yield = Actual amount received as coupon/ Bond Price 

For example, if a bond is currently selling at price of $800 for $1000 par value. And coupon is 6%. 

Then you can calculate the current yield as below 

= $60(annual coupon)/$800 

= .075  

= 7.5 % 

The reason it is high then actual coupon. Because investor is buying the bond in less than its par 

value (on which coupon is declared). You are actually paying only $800 to buy this bond, but annually 

receiving coupon of 6% 

Hence, you can see current yield is only considering the Coupon amount and not anything else, from 

which more return can be realized. Like re-investing this coupon and selling bond at more price then 

buy price. Which we will discuss in next questions.  

Question-56: What is Yield-to-Maturity? 
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Answer: As name suggest, what would be investors yield, if he holds the bond till maturity. So it 

would include all the cashflows, which he would get as below 

- All Coupon Payment 

- At maturity par value 

To calculate the YTM, trial and error procedure is used. Because, you have to try different interest 

rate until all your future cashflows (Above two) are equal to present value of a bond price.  

Suppose you have 18 Year bond, having coupon 6% and current bond price is $800. 

All Future cashflows would be  

- $30 (36 times, assuming, investor is receiving coupon semiannually) 

- $1000 at maturity.  

So, All Future cashflows would be = $1000+ $1080 (Coupon $30*36) + (Re-investment of these 

coupon) 

= $2080+*$1100(Assumption, that investor is making money by re-investing this coupon back) 

=$3180 

So, what is the interest rate by which all this future cashflow $3180 would be equal to the current 

bond price $800. That rate would be your YTM. However, to calculate this rate is not simple or 

straight forward. You need to use spreadsheet, software or sophisticated calculator. And Software 

would try different rates until the $3180 become equal to $800. Complexity comes because, you are 

receiving these coupons on different time period. However, in spreadsheet such formula’s already 

available and make is simple to calculate.  

Hence, YTM or yield to maturity is the rate of return you get if you hold the bond till maturity. And 

also, YTM consider that, you are re-investing the coupon on the same interest rate back. Suppose 

your calculated YTM is 8%, then it is assumed in this YTM calculation that you are re-investing the 

coupon at 8.5% whenever you are receiving it. So, interest-on-interest is considered here.   

Hence, to get the YTM rate (Yield to maturity), investor has to 

- Keep the bond till maturity. 

- All the coupons he received needs to be re-invested on the same YTM rate.  

Question-57: What is the re-investment risk? 

Answer: As you can see in the above question. Investor has to re-invest the coupon received by 

holding the bond till maturity at the same rate as YTM (Yield to maturity). However, it is possible that 

investor may not find the avenues to get the same rate of return as YTM for future cashflows. And 

that is known as re-investment risk. 

Question-58: What is the interest rate risk? 

Answer: If interest rates increases in the market then bond price would reduce and investor would 

not hold the bond till maturity and sell it at lower price, because interest rates had increased. Which 

makes capital loss for the investor and that is known as interest rate risk. Because investor lose 

money because of interest rates.  

Question-59: Can zero-coupon bond can have re-investment risk? 
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Answer: Re-investment risk is there if you are not able to re-invest the coupon at the same rate as 

YTM. However, zero-coupon bond does not have any coupon which investor has to re-invest. So 

there is no re-investment risk with zero-coupon bond.  

Question-60: How do you related to high coupon bond with re-investment risk? 

Answer: If there is high coupon on the bond then you would have to find the avenues accordingly to 

get the YTM rates by re-investing those received coupon. Hence, we can say that with higher coupon 

bond, reinvestment risk is high. It is difficult to find high return avenues.  

Question-61: What is the relation between bond price and interest rates? 

Answer: Bond price moves opposite direction of the interest rates. If interest rates fall the bond price 

would increases and at the same time if interest rates increase then bond price would reduce.  

Question-62: If investor is holding the bond till maturity, so does he have any interest rate risk? 

Answer: If investor is holding a bond till maturity, it means there is no impact on his investment 

because of interest rates change. And no interest rate risk he has. But he want to sell the bond 

before maturity and interest rates increases then bond price would reduce and he would make a 

capital loss.  

Question-63: So YTM gives the real picture for an investor? 

Answer: Usually not, because investor usually don’t want to hold the bond till maturity or getting the 

same return as YTM rate on the future coupon is also difficult. 

Question-64: So, investor should choose the bond which has higher YTM? 

Answer: If investor choose a bond with high YTM, he has to re-invest the coupon at the same rate as 

YTM (very difficult to get). And if he wants to sell the bond in between then it is possible that bond 

price may reduced because of high interest rates in the market. YTM is useful or not depend on the 

investor’s expectations. And what is the horizon he is having for his investment.  

Question-65: What do you mean by yield-to-call? 

Answer: As name suggests it is applicable to the bond which are callable by issuer. And as an investor 

you want to calculate the yield on the bond if is hold till the issuer call the bond. Hence, you can say 

it is an interest rate that will make the present value of each future cash-flows equal to the current 

price of the bond, if bond is hold till call date. In case of yield to maturity bond is hold till maturity.  

To understand the cashflows on the callable bond, let’s take an example. If you have a bond with 7% 

annual coupon. Maturity of 20 years. And this bond can be called 5 years after issue with the bond 

price as $1100. So what are the future cashflows 

- Coupon payment for 5 years = $35*10=$350 (We are assuming coupon payment twice a 

year) 

- $1100 when the bond would be called.  

And we need to calculate the Yield to call which makes bond’s future cashflow equal to present value 

pf the bond. Assume after calculation it gives you 14%, so your yield to call is 14%, again it is 

assumed that you are re-investing every cashflow (coupon, you receiving every six month) which give 

you the return as 14% as well.  
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Question-66: How does multiple call dates affect the Yield to call and Yield to maturity considered 

by a fixed income investor? 

Answer: A callable bond can be called any time after the first call date. Hence, investor has to 

calculate the yield-to-call for each coupon date till the maturity. And he should consider which is the 

lowest among all to get the idea of yield (internal rate of return). The lowest yield-to-call among all 

calculated is known as yield-to-worst. And any conservative trader should use this one to consider 

the possible yield he can get by investing in that bond.  

Question-67: Suppose you have a callable bond with 5-year maturity can be called at the end of 3 

years. How does yield-to-maturity is affected in this scenario? 

Answer: Suppose an investor want to hold this bond for 5 years then he is expecting some YTM (Yield 

to maturity) let’s say Y%. However, issuer call this bond at the end of 3 years. Then actual return an 

investor get at the end of 5 year depend on following  

- The coupon he received every six month (or coupon anniversary) he had re-invested it or 

not. If re-invested then at what rate? 

- Once the bond is called by the issuer at the end of 3 year. He must re-invest the cashflow 

received for next year to realize the return. However, this again depend that whether he can 

get the same rate or not, while re-investing the received cashflow. 

You can see on both the above scenario we see re-investment risk. Because there is no guarantee 

that investor can re-invest the same amount again on the rate on which he is expected YTM or Yield 

to call return.  

Question-68: By what other name “Yield” is referred in fixed income world? 

Answer: Other name for the “Yield” is “Internal Rate of Return”. It is not the same as coupon. 

However, value of Yield is depending on the coupon, and Yield can be less, equal or more then 

coupon and depends on various factors.  

Question-69: Is “Yield” for a portfolio is weighted average of the Yield-to-maturity? 

Answer: No, you can’t calculate Yield for entire portfolio by simply taking average or weighted 

average of the yield-to-maturity of the individual bonds. To compute that you have to find the 

cashflow for each individual bond in the portfolio and then determine the interest rate which make 

the all future cashflows on the portfolio make is equal to the market value (based on current price of 

the bond) of entire portfolio. And again, this is also affected same as calculation affected for 

individual bond. Like having interest rate risk and re-investment risk.  

Question-70: Can you calculate the YTM (Yield to maturity) for floating rate bond? 

Answer: Floating rate bond generally have their coupon associated with some reference rates like 

LIBOR. And as you know the LIBOR or any reference rates are not constant, they are keep changing. 

And determining future cashflow is not possible. Hence, we can not calculate the Yield to maturity 

for Floating Rate bonds.  

Question-71: So, what is used to determine the potential return on the floating rate security? 

Answer: We can use the “discount margin” of a security. 

Question-72: What is discount margin, in fixed income? 
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Answer: As you know to calculate the potential return on Floating Security, we cannot use the YTM 

(Yield to maturity). Hence, we have to use some other method that is known as Discount Margin. 

Discount Margin is against some reference like LIBOR. So, DM (discount margin) estimates the 

average spread or margin over the reference rate (e.g. LIBOR) that an investor can expect to earn 

over the life of security.  

Question-73: What are the steps involved in calculating the Discount Margin? 

Answer: There are following steps which are used to calculate the discount margin. 

- Constant Reference Rate Assumption: Determine or calculate the cashflow assuming that 

the reference rate does not change over the life of security.  

- Margin: Now select the margin also known as spread, which is expected.  

- Discounting: Now discount the cash-flows received in step-1 above by the current value of 

reference rate + spread(step-2).  

- Result: Now compare the present value with the calculated cash-flow in step-3. If present 

value is same as current price. Then this is the discount margin or spread assumed in step-2. 

If not equal then go back to step-2 and try different margin.  

Hence, investor should know what spread he is expecting on the Reference Rate. And calculate the 

bond price accordingly. If it is same as his calculated price, it means bond is being sold at par.  

Question-74: What are the issues with the DM (Discount Margin) to calculate the potential return? 

Answer: There are mainly two issues with the DM method for calculating potential return for the 

Floating Rate Security, these are below 

- In DM (Discount Margin), it is assumed that reference rate would remain constant till the 

security matures. 

- Usually, floating rate security has a cap and it does not consider that.  

Question-75: What is the convention method to calculate the return on Fixed Income? 

Answer: Yield to maturity and Yield to call are the conventional method to calculate the return on 

Fixed Income bond.  

Question-76: What do you mean by total return and horizon return in fixed income? 

Answer: As we have seen YTM (Yield to Maturity) and YTC (Yield to call) is not a proper way of 

calculating the total return on Fixed Income. This is because there are many factors like Interest rate 

risk, re-investment risk involved and that is not considered while calculating the Yield to Maturity. If 

you really want to calculate total return then you must consider the return from all 3 different 

sources for his/her investment horizon.  

Question-77: What all are things require to calculate total return on the bond? 

Answer: To calculate the total return on a bond you have to consider the following 

- What is the investment horizon? 

- What is the re-investment rate investor would get? 

- What is the selling price of a bond at the end of investment horizon? 

Question-78: How does Total return differ with Yield to Maturity calculation for re-investment 

rate? 
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Answer: In case of Yield to Maturity, calculation consider the same re-investment rate as Yield-to-

Maturity. But in case of Total return calculation, it considers the some assumed re-investment rate.  

Question-79: Can you please explain the steps involved in computing total return for an 

investment horizon? 

Answer: Below are the steps, which needs to be followed to calculate the total return on an 

investment horizon 

Step-1: Assume Re-investment rate: Once you assume a re-investment rate. You can compute the 

total coupon payments plus (+) the interest-on-interest (which is based on the rate, which you have 

assumed).  

Hence, you have calculated: Coupon + interest-on-interest  

Step-2: Bond Sale price: We need to calculate or find the bond sale price at the end of investment 

horizon. And that depend on the projected yield on similar bond at the end of investment horizon.  

Step-3: Calculate Total return: You need to sum both the values from above two step to calculate the 

total return on a bond.  

Question-80: What is the issue or problem portfolio manager see, when calculate total-return 

instead of Yield-to-maturity? 

Answer: Portfolio managers are complaining that we are assuming the re-investment rate here. 

Which is not good. Also, portfolio manager has to thing for specific horizon for getting the future 

yields. And with the YTM (Yield-to-maturity), portfolio manager does not have to assume anything.  

Question-81: What other benefits a portfolio manager can see w.r.t. Total Return? 

Answer: As we are assuming the re-investment rate. Portfolio manager can assume various different 

re-investment rates and based on that he/she can find various different scenarios to calculate the 

prices. And also, by investigating various scenarios portfolio manager can see how sensitive bonds 

performance for each individual scenario. Even he/she can assume that the re-investment rate would 

not be constant for entire re-investment horizon.  

Question: What is ULIP? 

Answer: ULIP stands for Unit Linked Insurance Plan. It is a type of investment cum insurance plan 

that offers the benefits of both investment and insurance in a single product.  

Under a ULIP, the policyholder pays regular premiums which are then invested in a fund of their 

choice. The policyholder can choose from various types of funds, such as equity funds, debt funds, or 

balanced funds, depending on their investment objectives and risk appetite.  

A portion of the premium paid is used to provide life insurance coverage to the policyholder. The 

amount of coverage provided depends on the premium paid and the type of plan selected by the 

policyholder. 

Question: What is the role of Product teams in Wealth manager? 

Answer: The role of product teams in a wealth management firm is to develop, manage and improve 

the financial products and services offered to clients. They work closely with various teams within 

the firm, such as sales, marketing, research, and technology, to ensure that the products and services 

meet the needs of the clients and are aligned with the firm's overall strategy. 
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The product team is responsible for conducting market research and identifying client needs, 

preferences, and behaviors. They also keep track of industry trends and regulatory changes to ensure 

that the products and services offered remain competitive and compliant. 

Once a new product is identified, the product team is responsible for developing the product 

concept, defining the product features and benefits, determining the pricing strategy, and creating 

the marketing plan. They work closely with the technology team to ensure that the product can be 

implemented and delivered to clients through the firm's digital platforms. 

The product team also plays an important role in managing the existing products and services offered 

by the firm. They analyze client usage and feedback to identify areas for improvement and work with 

other teams to implement changes to enhance the client experience. 

Overall, the product team is responsible for driving the growth and success of the firm by ensuring 

that the products and services offered meet the needs of the clients and are aligned with the firm's 

strategy. 

Question: What is a fixed income attribution? 

Answer: Fixed income attribution is a method used to analyze the performance of a fixed income 

portfolio by breaking down the returns into various sources. This analysis helps investors to 

understand how the different factors in the fixed income market, such as interest rates, credit 

spreads, and currency movements, have affected the portfolio's performance. 

The fixed income attribution analysis typically involves decomposing the total return of the portfolio 

into the following sources: 

1. Duration: The impact of changes in interest rates on the portfolio's returns. 

2. Yield Curve: The impact of changes in the shape of the yield curve on the portfolio's returns. 

3. Credit: The impact of changes in credit spreads on the portfolio's returns. 

4. Sector: The impact of investing in different sectors of the fixed income market, such as 

government bonds, corporate bonds, or mortgage-backed securities. 

5. Security Selection: The impact of individual security selection on the portfolio's returns. 

By analyzing these sources of return, investors can better understand the factors that have 

contributed to the portfolio's performance and make more informed investment decisions in the 

future. It can also help investors to identify potential risks in the portfolio and adjust their 

investments accordingly. 

Question: In fixed income what do you mean by "Price/ yield based amortization option present" 

for a layman? 

Answer: In fixed income, the term "Price/yield based amortization option present" refers to a 

method of accounting for the cost of a bond investment over time. When you buy a bond, you are 

essentially lending money to an issuer (a company, government, or other entity) in exchange for 

periodic interest payments and the return of principal at the end of the bond's term (maturity date). 

Amortization, in this context, is the process of gradually writing off the premium or discount of a 

bond over its life. The premium or discount arises when the purchase price of the bond differs from 

its par value (face value). If a bond is purchased at a price above its par value, it is said to be bought 

at a premium, and if it is purchased below its par value, it is bought at a discount. 
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The "Price/yield based amortization option" means that the bond's premium or discount is 

amortized (spread out) over the bond's life based on its purchase price and yield. This method helps 

investors calculate the bond's value and income over time, taking into account the initial premium or 

discount, and adjusting the bond's cost basis and periodic interest income accordingly. 

For a layman, this term indicates that the bond investment's cost is adjusted over time based on the 

initial purchase price and yield, which helps to provide a more accurate representation of the 

investment's performance and income. 

Let's consider a simple example to illustrate the concept of price/yield-based amortization. 

 

Suppose you purchase a 5-year corporate bond with a face value of $1,000 and a 5% coupon rate 

(annual interest payment). The bond is currently trading at a premium, with a purchase price of 

$1,050. The yield to maturity (YTM) for this bond is 4%. Here's how we can apply the price/yield-

based amortization: 

• Determine the premium: The bond is bought at a $50 premium, as the purchase price 

($1,050) is higher than the face value ($1,000). 

• Calculate the annual amortization amount: Divide the total premium ($50) by the number of 

years until the bond's maturity (5 years). The annual amortization amount is $10. 

• Adjust the annual interest payment: Subtract the annual amortization amount ($10) from the 

bond's annual interest payment. The bond's coupon rate is 5%, so the annual interest 

payment is 5% of $1,000, which is $50. After adjusting for amortization, the annual interest 

payment becomes $40. 

• Update the cost basis of the bond: Each year, reduce the cost basis of the bond by the annual 

amortization amount ($10). The initial cost basis is the purchase price, $1,050. After one 

year, the cost basis would be $1,040, after two years $1,030, and so on. By the end of the 5-

year period, the cost basis would be equal to the bond's face value ($1,000). 

 

In this example, the price/yield-based amortization method allows the investor to account for the 

bond's premium over its lifetime, adjusting both the annual interest income and the bond's cost 

basis accordingly. This provides a more accurate representation of the investment's performance and 

income over the 5-year period. 

Question: This is a price based amortization example, can you please give yield based example? 

Answer: Let me provide you with a yield-based amortization example. 

Suppose you purchase a 5-year corporate bond with a face value of $1,000 and a 5% coupon rate 

(annual interest payment). The bond is currently trading at a premium, with a purchase price of 

$1,050. The yield to maturity (YTM) for this bond is 4%. 

In yield-based amortization, we calculate the amount of premium or discount that needs to be 

amortized based on the difference between the bond's coupon rate and the yield to maturity. 

• Calculate the difference between the coupon rate and YTM: The bond's coupon rate is 5%, 

and the YTM is 4%. The difference is 1%. 

• Apply the difference to the face value: Multiply the face value of the bond ($1,000) by the 

difference (1%). This gives us $10. 
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• Determine the annual amortization amount: In this case, we amortize the premium or 

discount ($10) annually over the bond's life (5 years). Since the bond is bought at a premium, 

we'll subtract the $10 annually from the bond's interest payment. 

• Adjust the annual interest payment: Subtract the annual amortization amount ($10) from the 

bond's annual interest payment. The bond's coupon rate is 5%, so the annual interest 

payment is 5% of $1,000, which is $50. After adjusting for amortization, the annual interest 

payment becomes $40. 

In this yield-based amortization example, the difference between the coupon rate and YTM is used to 

determine the amount of premium or discount that needs to be amortized. This method adjusts the 

bond's interest income to align with the yield to maturity, providing a more accurate representation 

of the investment's performance and income over the bond's life. 

 

Question: Can you repeat same example with discount? 

Answer:  Let's consider the same 5-year corporate bond with a face value of $1,000 and a 5% coupon 

rate (annual interest payment), but this time trading at a discount with a purchase price of $950. The 

yield to maturity (YTM) for this bond is 6%. 

In yield-based amortization, we calculate the amount of premium or discount that needs to be 

amortized based on the difference between the bond's coupon rate and the yield to maturity. 

1. Calculate the difference between the coupon rate and YTM: The bond's coupon rate is 5%, 

and the YTM is 6%. The difference is 1%. 

2. Apply the difference to the face value: Multiply the face value of the bond ($1,000) by the 

difference (1%). This gives us $10. 

3. Determine the annual amortization amount: In this case, we amortize the premium or 

discount ($10) annually over the bond's life (5 years). Since the bond is bought at a discount, 

we'll add the $10 annually to the bond's interest payment. 

4. Adjust the annual interest payment: Add the annual amortization amount ($10) to the 

bond's annual interest payment. The bond's coupon rate is 5%, so the annual interest 

payment is 5% of $1,000, which is $50. After adjusting for amortization, the annual interest 

payment becomes $60. 

In this yield-based amortization example with a discounted bond, the difference between the coupon 

rate and YTM is used to determine the amount of premium or discount that needs to be amortized. 

This method adjusts the bond's interest income to align with the yield to maturity, providing a more 

accurate representation of the investment's performance and income over the bond's life. 

 

Question: what do you mean by "Flat Haircut based valuation" and give an example? 

Answer: Flat haircut-based valuation is a method used in finance to determine the value of a security, 

typically a bond, when it is used as collateral for a loan. A haircut is a percentage discount applied to 

the market value of the collateral to account for the risk that the lender takes on by accepting the 

collateral. The haircut reflects the possibility that the value of the collateral may decrease, or that the 

lender may need to sell the collateral quickly, potentially at a lower price. 

A flat haircut-based valuation means that a fixed percentage is applied to the market value of the 

bond, irrespective of its maturity, credit quality, or other factors that could impact the bond's value. 
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For example, let's assume that an investor wants to obtain a loan using a corporate bond as 

collateral. The market value of the bond is $10,000. The lender requires a flat 10% haircut on the 

bond's value to account for the risk associated with the collateral. 

To calculate the flat haircut-based valuation: 

1. Determine the haircut amount: Multiply the bond's market value ($10,000) by the haircut 

percentage (10%). The haircut amount is $1,000. 

2. Calculate the collateral value: Subtract the haircut amount ($1,000) from the bond's market 

value ($10,000). The collateral value after applying the flat haircut is $9,000. 

In this example, the flat haircut-based valuation reduces the bond's market value by a fixed 

percentage (10%) to account for potential risks. As a result, the lender will consider the bond's value 

to be $9,000 when it is used as collateral for a loan. 

Question: What is "STRIPS"? 

Answer: STRIPS, an acronym for Separate Trading of Registered Interest and Principal of Securities, 

refers to a financial product created by stripping the interest payments (coupons) from a fixed-

income security, such as a Treasury bond or note, and trading them separately from the principal 

repayment (face value). This process effectively divides a single bond into multiple zero-coupon 

bonds, each with its own maturity date. 

STRIPS are typically created and sold by financial institutions, not the government. The U.S. Treasury 

permits the creation of STRIPS for certain eligible Treasury securities, and they are facilitated through 

the Federal Reserve's book-entry system. 

The key characteristics of STRIPS include: 

1. Zero-coupon bonds: Since the interest and principal components are separated, STRIPS 

become zero-coupon bonds, which means they do not pay periodic interest. Instead, they 

are bought at a discount and redeemed at face value upon maturity, with the difference 

representing the effective interest earned. 

2. Lower reinvestment risk: As there are no periodic coupon payments, there is no 

reinvestment risk associated with STRIPS. The investor knows the exact amount to be 

received upon maturity. 

3. Price sensitivity: Due to the absence of periodic interest payments, STRIPS are more sensitive 

to interest rate changes than bonds with regular coupon payments. This makes them more 

volatile and attractive to investors seeking capital gains through bond price fluctuations. 

4. Tax considerations: Although STRIPS do not pay interest until maturity, the imputed interest 

(difference between the purchase price and the face value) is subject to federal income tax 

each year, even though the investor does not receive any cash payment until the bond 

matures. 

STRIPS are popular among investors who seek a predictable, long-term investment with minimal risk 

or who want to match their investment with specific future cash flow needs, such as funding a 

college education or retirement. 

Question: What this line means for a 5 year student "The duration is adjusted for the yield of the 

security to price its interest rate risk"? 

Answer: I'll try to explain the concept in simpler terms. When talking about bonds or other fixed-

income securities, "duration" is a measure that helps us understand how sensitive a bond's price is to 
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changes in interest rates. When interest rates change, the price of the bond also changes, and 

duration helps us estimate the extent of that change. 

"The duration is adjusted for the yield of the security to price its interest rate risk" means that the 

duration takes into account the bond's yield (the return you get from the bond) to estimate how 

much the bond's price would change if interest rates were to change. This helps investors understand 

the potential risks associated with the bond due to interest rate fluctuations. 

For a 5-year student, imagine you have a toy with a string attached. If you pull the string slightly, the 

toy might move a little bit. The string's length represents the bond's duration, and the force you 

apply to the string represents the change in interest rates. When the string is longer (higher 

duration), the toy will move more if you apply the same force. This movement of the toy is similar to 

how the bond's price changes when interest rates change. So, the duration helps you understand 

how much the bond's price might change (like the toy's movement) when interest rates change (like 

pulling the string). 
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