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Payment Schedule Strategies

As the name suggests, some investors use their income portfolios as a source of income to pay bills
and meet other needs. For these investors, the timing of payments is likely a high priority because it
would be difficult to plan a budget around inconsistent cash flows.

A payment schedule is a way to plan when you want to receive dividends and interest from your
investments. Some investors might target a payment schedule that delivers roughly equal income
throughout the year. Here's an example.

An even payment schedule

B Cash MREITs M Dividend stocks M Bonds

Now, consider a different investor who needs extra income at certain times of the year to pay for
larger expenses, like property taxes. As shown below, this investor could structure a payment
schedule like this to meet these extra expenses. Typically, this is done by timing the payments from
bonds or possibly dividend stocks and REITs.
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The same principle generally applies to the broader bond market: Bond prices tend to fall when

interest rates rise. These bonds would sell at a discount. Conversely, if interest rates fall, bond prices
would rise. These bonds would sell at a premium.

The important point to understand is there is an inverse relationship between interest rates and bond
prices.
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While bond yields react to changes in interest rates, not all bonds are affected equally. For instance,

bonds with longer maturity terms are typically more sensitive to interest rate changes, all things
being equal.

When investors buy a bond on the secondary market, they generally look at its yield to maturity
(YTM) instead of its original coupon rate. YTM is the annual rate of return assuming the bond is held
to maturity and all coupon payments are reinvested at the original yield. Basically, it shows how
much return you can expect if you purchased a bond at the current market price and held it until
maturity.
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The Federal Reserve and interest rates

One of the major factors that can influence interest rates is the Federal Reserve's monetary policy.
The fed funds rate—a target rate set by the Federal Reserve used for overnight lending among
commercial banks—is an important tool the Fed uses to help manage the economy. It can impact
many parts of the borrowing and lending market, however.

In general, when the Fed wants to stimulate economic activity, it may lower the fed funds rate,
causing other interest rates to fall. Conversely, when the Fed wants to slow economic activity, it may
raise the fed funds rate, which may lead to contraction of economic activity.

Typically, when the Fed adjusts the fed funds rate, other rates tend to move in the same direction.
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Fed policy statements typically reinforce previous policies and change little from meeting to meeting.
Many investors read these statements carefully to look for subtle changes in language that could

indicate future decisions. You might scan for words such as "accommodative," "restrictive," or

"unchanged" to help form an outlook for interest rates.
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Yield and the Yield Curve

As you just learned, bonds with different maturities react differently to changes in interest rates.

Investors often compare bond yields of different maturities using a yield curve. The yield curve plots
the yield to maturity (YTM) of fixed income investments of the same type over their maturities—it's
also known as the term structure of interest rates.

The shape of the yield curve can help you understand the possible direction of interest rates,
markets, and the economy. This becomes important to investors considering a bond ladder, which
you'll learn about as part of the sample bond investing plan.

Let's look at some examples. The shape of the yield curve shown here is considered normal because
long-term bonds yield more than short-term bonds.
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Bonds with longer maturities have more interest rate risk than bonds with shorter maturities, so they
tend to have higher yields to compensate for this risk. A normal yield curve is common during periods
of economic growth.

However, different market and economic events can affect the yield curve. Below is an example of a
flat yield curve, where short- and long-term bond yields are similar.

Yield (%)

3mo. 5yr. 10y 20 yr. 30 yr.

Maturity

A flat yield curve can form when the economy is in transition from growth to recession, or from
recession to growth.

Below is an example of an inverted yield curve: Short-term bonds yield more than long-term bonds.
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A flat yield curve can form when the economy is in transition from growth to recession, or from
recession to growth.

Below is an example of an inverted yield curve: Short-term bonds yield more than long-term bonds.

Generally, this occurs when investors fear a recession or economic slowdown or expect the Federal
Reserve may need to cut rates, so they begin buying long-term bonds as a potential hedge. This
demand would drive long-term bond prices up and yields down.

Many investors include bonds of varying maturities in their portfolio. Understanding yield curves can
help you decide how to allocate investments across maturities.
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The Benefits of Bonds

Now that you understand some of the basics of how bonds work, let's examine their benefits and
risks, starting with the benefits.

The three main benefits of bonds are consistent income, capital preservation, and diversification.

[Consystent |ncome:| [Cap\tat preservat\on] [Dlversmcatmn]

By their very nature, almost all bonds provide income via coupon payments, usually twice a year. As a
result, bonds are typically considered the go-to investment for investors seeking a reliable,
predictable stream of income.
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For illustrative purposes only.

Also, because bonds return invested principal at maturity, they generally provide more capital
preservation than other asset classes.

,,,,,,,,,, Principal
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While interest payments and the return of the principal are not guaranteed, if you buy a bond with a

high credit rating and hold it until maturity, the odds are in your favor you'll get back your original
investment.

Investing in bonds alongside stocks and other asset classes can provide a measure of diversification
in a portfolio. This is because bonds often react differently to changes in the economy and the
markets than other asset classes, such as stocks.

Because of these three benefits, bonds may be seen as relatively "safer" when the stock market
turns pessimistic, although there is no such thing as a truly "safe" investment. They can also be
useful for planning income thanks to their predictable coupon payments and values at maturity.
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A payment schedule weighted to certain months

M Cash MREITs M Dividend stocks M Bonds

For illustrative purposes only.

Each investment type pays dividends or interest payments at different intervals. When you begin
adding investments to your portfolio, you'll need to combine them in a way that meets your target
payment schedule.
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The Risks of Bonds

While bonds are often considered a lower-risk investment, they still carry a variety of risks investors
need to be aware of.

Some of these risks include interest rate risk, inflation risk, liquidity risk, and reinvestment risk. You'll
also learn about credit risk, which has more to do with the bond's issuer than the broader market.

Interest rate risk

As you learned earlier, bond prices fall when interest rates rise. If interest rates rise and you hold a
large amount of bonds, the value of your bonds will decrease all things being equal.

However, if you hold bonds until maturity, the issuer will repay you the full face value, except in cases
of default. This is why investors tend to buy and hold bonds, rather than actively trading them. If you
need to sell a bond before maturity you may lose money.

|: Interest rates ]

L Bond prices J

\‘




image108.png
In general, changes in interest rates have a bigger impact on long-term bonds than short-term
bonds. They also affect low-yielding bonds more than high-yielding bonds.
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Inflation risk

Inflation risk is the risk of inflation eating into the value of what you own and your returns. Because
inflation reduces purchasing power, in periods of high inflation, the principal you get back at maturity
may buy less in goods and services than when you originally bought the bond. This risk is more
pronounced over long time periods.

(0] =
e Purchasing power
[Inﬂation: low] at maturity: good
O

|: Purchasing power }
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Inflation can also affect your returns. For example, if a bond pays an annual coupon rate of 5% per
year for 10 years and inflation eats away 3% per year, the real return is reduced to 2% per year.

| Coupon rate: 5% | - Inflation: 3% — | Adjusted return: 2%

Reinvestment risk

It's also important to consider a bond's reinvestment risk. This is the risk that, when it's time to
reinvest the principal, the yield on new bonds may be less than the one that just matured.

Reinvestment risk is related to call risk. Some bonds allow an issuer to call a bond before maturity,
which means the issuer would repay the principal early and stop making coupon payments, thus
ending the investment. The price at which a bond may be called varies, but most often the call price
is the same as the par value. Call risk often results in reinvestment risk. Issuers are more likely to call
higher yielding bonds in a low-rate environment since they can likely reissue new bonds at a lower
rate. This could leave investors with a lower-yielding bond.
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Credit risk

Bonds also carry credit risk, which is the possibility of a bond issuer defaulting on coupon payments
or failing to repay the principal at maturity. Bond ratings can help investors determine the likelihood

of this happening.
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Credit ratings are based on detailed analysis by rating agencies on the fundamentals of the issuer.
They can serve as a guidepost for their ability to make timely interest and principal payments. Lower-
rated issuers are generally perceived to have a greater likelihood of default, but they tend to offer
higher yields to compensate for that risk. While a credit rating doesn't necessarily drive a bond's
performance in the secondary market, an upgrade or downgrade could be followed by higher or lower

prices, respectively.
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Liquidity risk

There's also liquidity risk with bonds, which is a measure of how easily a security can be sold without
incurring high transaction costs or a reduction in price. Frequently traded bonds tend to be
considered more liquid. Bonds with lower liquidity may have wider bid/ask spreads and fewer
investors willing to trade, which could make the bond trickier to sell. Illiquid bonds could also see
more price volatility if the bond becomes distressed, which is when a bond issuer faces possible
bankruptcy.

Several things can affect the liquidity of bonds, like pressure to sell or limited inventory—in short, the
supply and demand of the bond. The amount outstanding of a given bond tends to affect liquidity,
with larger deals usually having more liquidity than smaller bond issuers.

You might imagine income-oriented investors, like retirees, hold bonds all the way to maturity, but
that isn't everyone. Investors who think they may want to sell a bond before it matures should
consider bonds that are frequently traded to help reduce the risk. Bonds that are more difficult to
sell are generally considered less liquid.

In the next lesson, you'll learn how to use the risk factors discussed here to help you make decisions
about your bond allocation.

It can be helpful, when making those decisions, to understand how these risks have shaped returns
in the past.
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Reading a Bond Quote

When you browse or search for bonds, you'll view bond quotes, which appear much like the graphic
below.

S&P  Moody's Accrued
Rating Rating Description Coupon Maturity ~ Quote ~ Qty Price Min  Max YIM¥ YTW interest

zvxco 2.950 202 2 2
I

Bond quote components

While the details may vary, this image shows some common types of information you'll see in a bond
quote. The list below defines what these terms mean. (Not all of these terms will be listed on every
bond.)

Rating: The credit rating of the bond. S&P Global gave this bond a AAA rating and Moody's Investors
Service gave it a Aaa rating.

Description: The description includes the name of the issuer, whether the bond is callable, and the
CUSIP, which is a unique alphanumeric identifier assigned to individual bonds. The name of this
issuer is ZYX Co.
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A CUSIP number (the acronym stands for Committee on Uniform Securities Identification Procedures)
could be considered the bond's barcode. Knowing a CUSIP makes it easy to find information about a
specific bond. Here, the hypothetical CUSIP is 123456AB7.

Callable refers to a bond that can be redeemed before maturity, usually at the issuer's discretion on
specified dates at specified prices. Callable bonds such as this one are more likely to be called when
interest rates fall and the issuer can issue new bonds at a lower interest rate.

Coupon: The stated coupon rate, or interest rate, of a bond. The coupon rate for this bond is 2.95%.

Maturity: The date on which the face value of the bond is repaid, and interest payments stop. This
bond matures on March 3, 2027.

Quote: This tells you whether the quoted price is the buy price(bid) or the sell price (ask) for the
bond. This example is an ask.

Qty: Quantity shows the number of bonds, 25 in this case, used to calculate accrued interest for this
quote and price. For the number of bonds available to buy or sell, see Min and Max.

Price: The current price for each bond, which has a $1,000 face value and then can trade ata
discount or premium depending on market conditions. This bond is trading for a discounted price of
965.57700, or $965.58.

Min/Max: These are the ranges of minimum and maximum order quantities. Here, the dealer will
accept orders of at least 10 bonds but no more than 250.

YTM: Yield to maturity is the return on the bond, assuming it's held to maturity. The YTM for this bond
is 3.866%.

YTW: Yield to worst is the lowest potential rate of return on the bond, assuming it's held to maturity.
It's the lower of the yield-to-worst or the yield-to-call if callable. The YTW for this bond is 3.866%. If
the YTM and YTW are the same, as it is here, it means the bond is trading at a discount and is
callable, so the worst yield will be what's listed. If it shows only this -- symbol, it is not callable.

Accrued interest: Interest that has accumulated between the most recent payment and the sale date
of a bond. When a bond is resold, the amount of accrued interest earned by the seller is added to
the bond price. The accrued interest for this bond is $315.49.
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Bond Funds

Funds that invest in bonds offer another way for investors to participate in the bond market. Bond

funds may include exchange-traded funds (ETFs) and mutual funds.

How bond funds work

Unlike individual bonds, most bond funds don't have a specific maturity date. Instead, a fund is an
ongoing investment. Behind the scenes of each fund is a fund manager who continually collects
interest and reinvests maturing bonds (for a fee, of course). The shareholders of a fund have much
less work to do than if they were investing in individual bonds—they simply buy a share and then
collect monthly dividends, keeping an eye on one fund instead of a collection of bonds. Although the
payment frequency is consistent, the amount paid can fluctuate depending on the performance of

the fund's assets.
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This table shows the most common payment frequency for each type.

-Cash-
oy ' H B B B B B BB NN

HEreTH l . . .

H Stock B l I I l

For illustrative purposes only.

One quick note: In the following lessons, we'll discuss what to consider when building a watchlist and
selecting investments. If you're dependent on the income from your portfolio, then timing is a key
concern and should be a factor when choosing investments. However, if you aren't living off your
portfolio, timing may be secondary to returns. The following video explains more about how payment
schedules work, including an example of how you might combine assets to build a payment schedule

that meets your needs.
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However, that convenience comes at a cost. Like other funds, bond funds subtract a fee from the
fund's assets. This fee is measured by the fund's expense ratio.

Some bond funds invest in a wide variety of bonds, while others invest in a specific category. For
instance, some funds invest in bonds with a wide range of maturities, while other funds might invest
in one specific maturity or type of bond. So, if you wanted to invest primarily in short-term
government bonds, you could consider an ETF that only invests in one- to three-year U.S. Treasuries.
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Bond fund rankings

When choosing a bond fund, you'll want to note that bond funds don't have ratings like those of
individual bonds. You learned earlier in the lesson that bonds are assigned a credit rating from an
agency. Bond ETFs and mutual funds may have rankings from third parties, but these are not
intended to provide information about the risk of default. Instead, these metrics can be helpful when
evaluating funds compared to one another based on costs, risks, and performance potential. We'll go
into more detail about selecting bond funds in the next lesson.
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Building a REIT Portfolio

In the last lesson, you learned the basics of REITs. In this lesson, you'll learn ways to build a REIT
allocation if you've decided to include one in your income portfolio. To do this, we'll create one last

sample investing plan for finding, analyzing, and purchasing REITs.

You can find our sample investing plan in the course dashboard.

We'll start by identifying different metrics to evaluate equity REITs and build a watchlist. As explained
in the previous lesson, REITs are a different type of investment, and accordingly, shouldn't be
analyzed in the same way as stocks. With REITs, there are two key components income investors

should analyze: equity and cash flow.

Your equity analysis can mostly be done using schwab.com, so for the cash flow analysis, we'll guide
you through a deeper dive into REIT financials. Your goal should be to determine how effectively a
REIT uses its assets and the degree to which it uses leverage.

[REIT assets]

‘ ZYX REIT Corp
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In general, investors expect REITs to use leverage to acquire new properties. However, some REITs
overuse leverage to the point where total debt exceeds their total assets. Your equity analysis should
identify whether a company is reasonably leveraged—that is, able to meet its liabilities. These REITS
are likely in a better position to pay investors a dividend. You'll also look at the effectiveness of a
REIT's assets and its yield.

The goal of analyzing cash flow is to understand how a REIT's core business is performing.

By analyzing a REIT's cash flow, an income investor can examine the cash generated by its
investment portfolio. For a REIT, cash flow tends to be a more accurate measure of performance than

earnings.

Like stocks, publicly traded equity REITs must report quarterly earnings to the Securities and
Exchange Commission (SEC). These earnings must comply with the generally accepted accounting
principles, or GAAP, which have strict rules governing things such as depreciation on assets.
However, when it comes to REITs and real estate, where assets may appreciate over time, the
numbers in earnings reports don't always provide a complete picture.

This detail is one reason this lesson encourages you to dig into a REIT's financial statements to find
supplemental information, particularly on cash flow.

These two factors, equity and cash flow, can ultimately help determine the return a REIT uses to pay
dividends to investors. And this is typically what matters most to income investors.
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Analyzing Equity

The goal of your equity analysis is to help determine the financial strength of a REIT.

REIT equity analysis starts with examining leverage. To do this, we'll look at how its long-term debt
stacks up to its capital, and how its assets measure up to its equity. Then, we'll examine its return on
assets to analyze profitability and risk. Finally, we'll see how these factors might have affected a
REIT's ability to pay a dividend by evaluating its dividend yield.

You'll be able to quantify these criteria in your investing plan and then use the Stock Screener on
schwab.com to come up with a watchlist.

Debt-to-equity ratio

Let's begin by looking at how a REIT's debt relates to its assets. To do this, we'll use a debt-to-equity
ratio.

$ 10U

- Debt to equity
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Generally, investors expect REITs to take on debt in order to purchase new real estate properties.
However, some REITs overdo it and become so highly leveraged that their debt exceeds their capital.
This can lead to less liquidity, which can in turn affect the company's ability to pay dividends.

Plus, a high level of debt can increase the risk of the REIT's finances deteriorating. This could limit its

ability to borrow more to fund future real estate investment opportunities.

In the Stock Screener on schwab.com, this ratio is expressed as a number, with 1 meaning a
company has $1 in shareholder equity for every $1 of debt. You'll want to determine how much
leverage you're comfortable with in a REIT. For the sample investing plan, we'll use the historical
average' debt-to-equity ratio of 0.5 to 3.5, which may indicate an average amount of leverage. Higher
leverage typically corresponds with higher risk.

Return on assets

So far you've looked at two measures of leverage. But it's also important to examine the profitability
of the assets a REIT holds. Return on assets (ROA) helps an investor understand that, as well as the
riskiness of a REIT's investments or assets. ROA isolates how much of the overall return can be
attributed to the nature of the investments themselves, as opposed to the use of leverage.

ROA

If a REIT generates a particularly high ROA, it may suggest that the REIT invests in riskier assets.
Likewise, if another REIT has a lower ROA, it may suggest it invests in less-risky assets.

Different investors often prefer different ROAs based on their risk tolerance.
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One way to gauge the riskiness of a REIT's assets is to compare its ROA to the returns of other asset
classes. For example, REIT A in the graphic below has an ROA of 2.5%, comparable to the return on
government bonds; it likely carries a lower level of risk. Likewise, REIT B has an ROA of 12%,
comparable to that of a small-cap stock portfolio and likely carries a similar level of higher risk.
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For our sample investing plan, we'll use the historical average range for our criteria and look for REITs
with ROAs between 2% and 7%.

Dividend yield

Finally, there's dividend yield. While most REIT investors are primarily interested in yield, choosing a
high-yielding REIT without considering other factors can be a mistake. This is why yield is the last

criteria we evaluate.

In the sample investing plan, we'll look for a dividend yield of greater than 4%, which may indicate a
historically average' yield and is higher than a benchmark—in this case the S&P 500® with a yield of
2%.
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Since you've narrowed your pool of REITs through your equity analysis, you may notice some of the
highest-yielding REITs have been eliminated. Depending on your investment objective and risk
tolerance you can edit the criteria to fit your individual preference. However, performing this equity
analysis seeks to find companies that are financially strong based on the criteria selected. This can
increase the likelihood the REIT will continue to pay future dividends.
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Benefits of Income Investing

Like any investing strategy, income investing has its benefits and risks. Let's begin by discussing the

benefits, many of which are associated with passive investing.

© 0 & ©

Time: Stress: Volatility: Diversification:
Low | Low Low High

First, there's typically a lower time commitment. Passive investing generally requires less time than
other more active strategies. After an investor builds an income portfolio, it usually requires minimal
management, consisting of periodically evaluating the portfolio, and then occasionally rebalancing or

replacing investments.

Additionally, passive investing is typically less stressful. Because of the low maintenance approach,
investors don't need to follow financial markets every day or fret over the stock market's latest ups

and downs.
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Analyzing Cash Flow

Now, let's examine how you can analyze a REIT's cash flow using its financial statements. These
statements can generally be found in the investor relations section of a company's website. To get a
sense of a REIT's current finances, pull up the most recent quarterly report. It's also a good idea to
pull up the REIT's full-year reports for the past few years so you can analyze trends.

Financial —
statement —
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Funds from operations

Once you've located a REIT's financial statements, the first number to look for is funds from

operations (FFO) on a per share basis.

Keep in mind that REITs are not required to disclose FFO in their SEC filings, though many do. We'll
walk through how you might look for this information in the video at the end of the page.

As you learned in the last lesson, FFO is a method of analyzing cash flow for a REIT. This is because
FFO adjusts earnings calculations to compensate for accounting methods that may distort a REIT's
true performance. A REIT's quarterly earnings statement should include both FFO and FFO per share.

Certain accounting practices can affect how REIT earnings are calculated. These practices are one
reason FFO is an important number for investors to consider. To illustrate this concept, let's examine
depreciation. Accounting standards require REITs to depreciate the value of investment properties

over time; this is a noncash expense that lowers earnings.

However, many properties actually appreciate over time. By not taking this into account, depreciation
tends to make other earnings metrics, such as net income, appear artificially low. FFO adds
depreciation and amortization back in to net income to provide a more accurate picture of a REIT's

profits.

Other adjustments in FFO include the gains (or losses) on the sale of properties. The sale or
purchase of a property is a one-time event that can distort quarterly earnings metrics. By adjusting

for these gains or losses, FFO can provide a more accurate view of a REIT's current operations.
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For the sample investing plan, we'll look for positive and rising FFO over time. Rising FFO suggests a
REIT is succeeding in its core business of collecting income from its properties. Because dividends
are ultimately paid from these funds, income investors look for a track record of stability.

While FFO does a good job of showing the cash from a REIT's existing investments, it doesn't

account for the capital expenditures a REIT may spend by expanding its portfolio.

Adjusted funds from operations

The second cash flow metric to look for is adjusted funds from operations (AFFO) per share, which
makes the adjustment for capital expenditures.

- sains/losses from sale of property

== | Depreciation and jm,ri\;jU,'J

AFFO

Like FFO, REITs are not required to include this number in traditional financial statements, but many
do. REITs generally note AFFO in context of FFO numbers, so when you're looking at FFO, keep an

eye out for an adjusted number as well.
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If AFFO is positive and rising over time, it suggests the REIT is succeeding in collecting enough
income from current properties, so we'll use that metric in our sample criteria. It also indicates the
REIT should be able to organically invest in additional properties without taking on large amounts of
debt.

In general, income investors might consider seeking REIT candidates where FFO and AFFO are
positive and rising over time.
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Build Your Watchlist: Individual REITs

Now that you know how to determine when a REIT meets your investment criteria, you can start
building a watchlist. Let's review the two steps we've outlined so far.

First, you conducted an equity analysis looking at leverage, assets, and yields. For example, you
might search for:

= A maximum long-term debt-to-equity range, for instance 0.5 to 3.5
= Areturn on assets (ROA) to meet your risk tolerance, such as 2% to 7%

= A dividend yield greater than a benchmark, such as the S&P 500® (which yields roughly 4%
historically)

Then, you delved deeper into company cash flow to take a closer look at funds from operations (FFO)
and adjusted funds from operations (AFFO). You looked for metrics that show the REIT is doing a
good job making money on its current investments, which could hopefully help fund future

investments. As an example, you might look for candidates with FFOs and AFFOs that are positive
and increasing over time.
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REIT Sample Entry Rules, Exit Rules,
and Routines

After identifying a watchlist of potential REIT investments, the next step is to determine how to
diversify your REIT holdings.

4

Diversification tactics

Diversifying your REIT investments is an important part of building your REIT portfolio. Some
investors might choose to have many investments and create a more diversified allocation, while

others could choose fewer investments for a more concentrated allocation.
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How many you have is up to you and may come down to balancing risk with transaction costs and
the time required to manage multiple investments. There are no solid guidelines about how many
REITs should be in your allocation. It's important to remember that diversification within the asset
class might help better balance your portfolio.

If you decide to buy REITs, the next step would be to purchase the top REITs that meet your criteria.

A sample entry rule is to buy REITs with above-average yields that meet your criteria. As with other
income investing entry rules, market timing is typically not a factor.

Investors also need to consider their target payment schedule. To identify when a REIT typically pays
dividends, look at the REIT's summary page on schwab.com to view when dividends have been paid

in the past. While the exact payment dates may vary, these schedules tend to be consistent enough
that you can plan which month the dividend will likely be paid. But remember, future dividend

payments are not guaranteed.

A sample exit rule is to sell REITs if needed during rebalancing. Certain REITs or funds could become
overweight, while others could become underweight. When rebalancing, the objective is to sell the
overweight portion of a REIT and use the proceeds to buy the underweight portion of the other REIT.
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Like dividend stocks, REIT investors need to watch for "deal breakers" as part of their routine—these
are changes to a company that might cause investors to sell an entire REIT position and look for an
alternative. Two sample deal breakers to consider are if a REIT reduces its dividend or experiences a

major change in its capital structure.

An example of the latter would be if a REIT issues a secondary stock offering without accompanying
growth. These can signal financial stress. Check for these potential deal breakers during your

periodic rebalancing.
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REIT Basics

You may not be as familiar with REITs, or real estate investment trusts, as other assets, but they can

provide a variety of benefits for income investors.

How equity REITs work

These include a measure of increased diversification, dividends, possible inflation protection, and the
potential for growth. In this lesson we'll examine how equity REITs work and discuss their benefits

and risks.

Income

' REITs

[Diversiflcatlon] I:D|V|dends:] I:Inflatlon protecnon:] I:Growth:]




image136.png
Then, in the next lesson, we'll walk through a sample investing plan focused on REITs.

Let's start with the basics. Generally, a REIT is a company that owns, and typically operates, income-

producing real estate. For example, a REIT might own and operate apartments, office buildings,
hotels, or even single-family homes.

REITs are designed to provide a convenient way for people to invest in the real estate market. Most
equity REITs are publicly traded on major stock exchanges, and our discussion here will be limited to
those. By purchasing a share, an investor can gain exposure to a large portfolio of real estate.
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The next benefit is low volatility. Because income investing focuses on investments that help
preserve capital, portfolio ups and downs can be more muted than other investing strategies.

Even investors who only allocate a small portion of an overall portfolio to income investing can
expect to benefit from increased diversification. This is because of the expanded asset allocation
that comes with adding dividend stocks, bonds, equity REITs, and cash to a portfolio of other assets.
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There are two primary types of REITs: equity REITs and mortgage REITs. The vast majority of REITs are
equity REITs.

Equity REITs typically own and operate investment-grade real estate. These companies lease,
maintain, and develop properties in their portfolio. The revenue of an equity REIT is generated
primarily from rent and lease payments.

For example, a company may acquire a portfolio of shopping malls, improve the malls, lease units to
store owners, and then provide periodic maintenance.

They're also required to pay at least 90% of taxable income each year to shareholders in the form of
dividends.
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Mortgage REITs do not own properties. Instead, they lend money directly to real estate owners or
invest in mortgage-backed securities. If the company earns a net profit on its investments, then

these profits are shared with the company's investors.

Because mortgage REITs often borrow money to make investments, they tend to be more leveraged
and riskier than equity REITs.
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While the term REIT is commonly used to refer to both equity REITs and mortgage REITs, each has
unique risk characteristics, so it's necessary to distinguish between them.

While all REITs are sensitive to interest rate changes, the additional leverage often present in

mortgage REITs can amplify this risk. Therefore, our discussion and analysis will focus on equity
REITs. For the remainder of this course, the term "REIT" refers to equity REITs alone.

Many equity REITs specialize by property type. For example, one REIT may specialize in hospitals
while another may only invest in apartment buildings. Many equity REITs focus on retail properties,
residential homes, and offices.
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Measuring REIT Quality

Because REITs deal primarily in real estate, their performance isn't measured by the same standards
as other companies. While REITs are required to file quarterly earnings statements like any other
publicly traded company, the standard accounting practices in those statements, such as
depreciation and amortization, can distort the performance of real estate holdings. Therefore,
standard ways to analyze earnings often aren't a good way to measure a REIT's true performance.

How to measure REIT performance

A better way to analyze earnings is to look at cash flows generated from the company's operations.
Cash flows can be measured using funds from operations (FFO) and adjusted funds from operations
(AFFO).

Basically, FFO measures a REIT's operating cash flow—the cash generated by the business
operations of a company's assets. Operating cash flow can be an effective measure of profitability
because it adjusts for some of the performance-distorting accounting figures.

FFO is a more accurate measure of the cash a REIT brings in from its operations. Because dividends

are ultimately paid from this cash, this is an important consideration for an income investor.
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Another measure of a REIT's cash flow is AFFO, which is simply FFO minus capital expenditures.
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Capital expenditures refer to the cash a REIT uses to purchase additional properties for future
income. AFFO helps an investor understand a REIT's current profitability, and whether the REIT is

investing in future success as well.

But cash flows aren't the only consideration when measuring a REIT's quality. You'll also want to do
an equity analysis that looks at some of the foundational metrics of the REIT. These include debt,

leverage, and profitability of assets.
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The Benefits of REITs

While stocks and bonds often get more attention, even a small allocation of equity REITs can make a
big difference in an income investing portfolio.

REIT's portfolio impact

REITs provide several potential benefits: These include a measure of diversification, income, possible
inflation protection, and the potential for growth.
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First, REITs can add a measure of diversification to an income portfolio. REITs tend to respond
differently to market conditions than stocks and bonds. This low correlation can help you manage
risk in your portfolio.

REITs can also provide income in the form of dividends.

Disclosure: The price of a REIT is not guaranteed to increase (and may decrease). Dividend payments are not guaranteed.

These dividends are primarily generated from rent payments of a REIT’s properties. Rent contracts
are thought to be relatively stable, which means that REITs are likely to earn regular income.
Additionally, because REITs are required to distribute at least 90% of taxable income, they generally
pay consistent dividends. But remember, dividend payments are not guaranteed.

Partly because rent is a primary source of income for REITs, they have historically provided investors
with some protection against inflation.
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That's because rent prices, like those for other goods and services, tend to rise with inflation. So if
rent is likely to rise along with inflation, a REIT's income has the potential to rise as well.

Lastly, REITs have potential for growth. Compared to stocks and bonds, REITs have historically
performed well as an asset class. While growth may not be an income investor's primary goal, it's still

an important consideration, particularly for retired investors who don't want to outlive their savings.

In the video below, you'll learn how trends in the real estate market can affect REITs and, in turn,
their historical performance.
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The Risks of REITs

There are three major risks of investing in REITs: Sensitivity to interest rate changes, vulnerability to
real estate trends, and management risk.

Like other investments in an income portfolio, REITs are sensitive to changes in interest rates.
Because REITs use debt to purchase investments, rising interest rates could mean these companies
would have to pay more interest on future loans. This could in turn reduce their return on investment.
Because of this, REITs could potentially lose value when interest rates rise.

[Interest ratesw

[REIT prioes]

Interest rates also impact the physical real estate market. Rising interest rates generally cause
mortgage rates to rise. Rising mortgage rates can reduce demand for real estate, which could cause
the value of a REIT's properties to decline.
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Risks of Income Investing

Along with the benefits, income investing also has unique risks.
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One risk of income investing is the potential lack of growth in the portfolio. While an income portfolio
can grow, especially when income is reinvested, the strategy's primary focus is generating income
and preserving capital. The trade-off for these goals can be little to no growth.

This risk can be smaller for an investor with a large portfolio and a short time horizon. However, it
might be a big risk for an investor with a small portfolio and a long time horizon. This is why basing

your allocations on risk tolerance is so important.

Another key risk for an income portfolio is inflation. Inflation is the risk of losing purchasing power in
the future because of price increases. If interest rates are low and inflation is high, your investments

could possibly lose value.
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Like any market, the real estate market experiences cycles of expansion and contraction. Real estate
cycles can last for many years and can impact various segments of real estate differently. For
example, it's possible for residential real estate to decrease in value when commercial real estate
increases in value. Or, residential real estate in one state might perform differently than residential

real estate in a neighboring state.

Another risk of REITs is management risk. REITs are managed by a board of directors, and there is a
risk the board could make poor decisions that hurt the company's performance.

Changing interest rates and real estate trends require a proactive and experienced management
team that can skillfully handle a portfolio of investments. An underqualified management team can
turn a good opportunity into a losing venture. For example, poor management could use portfolio
assets inefficiently or incur too much debt. Reading information about a REIT's management team, its

strategy, and philosophy can help you manage some of this risk.
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A third key risk is that some investments regularly found in an income portfolio are sensitive to
changes in interest rates. An increase in interest rates will typically cause the value of bonds to
decline. Investors new to bonds might be unfamiliar with this risk. We'll examine this risk in detail
and show you techniques that seek to reduce its impact in later lessons.
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Dividend Stock Basics

Dividend stocks—also known as income stocks—can provide income through dividend payments.
Dividend stocks are considered a primary driver of growth in an income portfolio. Like other stocks,

they can increase or decrease in value.

Dividend stocks

Income
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Dividend basics

In this lesson, you'll learn what dividend stocks are, how they work, and their benefits and risks.
You'll build on this knowledge in the next lesson, where you'll learn to find and evaluate potential
dividend stocks for your income portfolio.

For now, let's start with the basics. A dividend is a payment a company makes to its shareholders.
This payment is a way for a company to share a portion of its profits with its investors. A company's
board of directors decides the amount and date of a dividend payment. Keep in mind, companies are
not required to pay dividends, and many choose not to.

Dividends
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Payment schedules

Companies that have a history of regular, consistent dividends usually pay them on a quarterly basis.

Dividends are typically announced during a company's quarterly earnings report.

For illustrative purposes only.

When a dividend is announced, the board of directors selects a date the dividend will be paid. When
you buy a dividend stock, you're entitled to receive the upcoming dividend payment as long as you
buy and hold the stock before a certain day, called the ex-dividend date. The ex-dividend date is
usually one business day before the record date to make sure your brokerage has time to register
you as a shareholder. The actual payment date is often a few weeks later.

The process of declaring and paying a dividend can last several months. The illustration below

highlights several key dates to help you visualize this process from start to finish.




image17.png
W Eligible for payment W Not eligible for payment

| pr———————— |
Ex-Dividend Payment

M=~ 1 .1
Declaration

Month 1 Month 2 Month 3

Declaration date
The day a company’s board of directors announces an upcoming dividend.
Ex-Dividend date

The date when stock purchases are no longer entitled to the upcoming dividend. Any stocks bought and held at market close prior to this date
are entitled to the dividend.

Record date
The deadline for shareholders to register. But don't worry—this is done automatically.

Payment date

The day dividends are paid out.
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Dividend, or income, stocks tend to be more established companies. Financial and utility stocks are
often used as examples of income stocks. In fact, some investors use the utilities industry of an index

like the Dow Jones Industrial Average® to track the performance of dividend stocks.
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Dividend yield

Income investors often compare dividends between two companies when evaluating investments.

This is generally done using dividend yield.

A dividend yield is calculated by dividing a stock's annual dividend payments by its price.

o ©
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Typically, dividend yield information is listed on a stock chart.

If you're evaluating a stock on its own rather than comparing it to another stock, it may be helpful to
compare it to the average yield of a broad benchmark, such as the S&P 500°.
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Benefits of Dividend Stocks

Now that you understand what a dividend stock is, let's examine some of the benefits.

Dividend benefits

The four main benefits are income, potential growth, stability, and diversification.
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Income

Dividend stocks may provide consistent income through quarterly dividend payments. Investors can

use this income to pay for expenses while leaving the principal invested in a stock.

Investors who don't immediately need the income can reinvest dividends in the same stock or
purchase additional dividend stocks. Reinvesting dividends can lead to compound growth in a
portfolio. Compound growth is earning interest on top of interest, or in this case, dividends on

dividends.
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Growth

Additionally, because dividend stocks are still stocks, they have the potential for growth. This growth
occurs when a stock's price rises.
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Stability

But keep in mind that stock prices don't always go up. Sometimes, they go down. Stocks that pay
dividends tend to belong to well-established companies, which tend to be more stable than other

stocks. This lower volatility often means that dividend stocks may be more likely to preserve capital.
But there's no guarantee.

[Volatility: lower:l [Volatility: higher]
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Diversification

Lastly, dividend stocks can sometimes move in trends that are different than those of other stocks.
These trends might be shaped by the economic environment or swings in investor sentiment.
Dividend stocks in your income portfolio may help you add diversification to your overall portfolio.
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Risks of Dividend Stocks

The main risks of dividend stocks include price risk, market risk, interest rate risk, dividend cuts, and
opportunity cost.
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Price risk

Let's begin with price risk. This is a risk common to all stocks. Simply put, it's the risk that a stock's
price will decrease. Although companies that pay a consistent dividend are typically more stable, any
stock investment could suffer a severe loss. Stock losses can happen for a variety of reasons: new

competition, reduction in sales, or increasing costs, to name a few.
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Market risk

Stocks can also lose value if the overall stock market declines. This is known as market risk. If the
stock market suffers a big loss, dividend stocks are likely to lose value as well.

W Dow Jones U.S. dividend index M Russell 3000® index

Source: Dow Jones
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Interest rate risk

Another risk associated with dividend stock investing is interest rate risk. This is the risk that the
price of a dividend stock may fall if interest rates rise. An increase in interest rates can make bonds
more attractive to investors (which we'll discuss in greater detail later in the course). As a result,
some investors may sell dividend stocks to purchase bonds. This selling could negatively impact the

price of a dividend stock.

[Interest rates]
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Dividend cuts

The next risk is dividend cuts. A dividend stock isn't required to continue paying the same dividend or
to even pay a dividend at all. A company's board of directors may elect to reduce the dividends it
pays or eliminate the dividend altogether. This can happen if a company faces a rapid deterioration in
its financial condition. The announcement of a dividend cut may cause a stock to decline.

Dividend

G 9
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Opportunity cost

The final risk is opportunity cost, in other words, FOMO or "the fear of missing out." Because other
types of stocks may have potential for higher growth, an investor who allocates funds to dividend

stocks might miss the opportunity to make higher returns elsewhere.

Dividend stock

W

Growth stock
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Being aware of these potential risks is an important part of formulating your dividend stock strategy.
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Benefits and Risks of Dividend Funds

Another way to invest in dividend stocks is through dividend funds. These include both mutual funds
and exchange-traded funds (ETFs).

Mutual fund and ETF characteristics

Mutual funds and ETFs are investments that pool together money from many investors.
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There are a wide variety of mutual funds and ETFs. For example, some funds might target stocks in a
specific sector. As you might expect, dividend funds specialize in investing in dividend stocks.

An investor can determine a fund's focus by reading its prospectus, which contains important details

including the fund's holdings, benefits, and risks. Before investing in any fund, it's important to read
its prospectus.

Dividend funds carry similar benefits and risks to dividend stocks, but there are a few differences.
Let's begin with the benefits, starting with diversification.
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Because they typically hold a large portfolio of dividend stocks, many dividend funds offer a measure
of built-in diversification. This type of diversification can also save time because investing in a mutual
fund or an ETF only takes a single transaction. On the other hand, building a diversified portfolio of
individual investments typically requires more time for research and analysis.

Additionally, this diversification reduces price risk and the potential impact of dividend cuts. Because
a fund holds a large portfolio of stocks, if a single stock were to fall in price, the other holdings could
help reduce the impact of this loss. If this same stock was in a small portfolio of stocks, the impact

would be much greater. Of course, diversification does not eliminate the risk of experiencing
investment losses.
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Funds also offer a more passive and convenient approach to dividend investing. Fund managers
handle many tasks involved in investing, such as selecting stocks, reinvesting dividends, and
rebalancing a portfolio.
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The Goals of Income Investing

Income investing is a strategy that seeks to generate regular income and preserve capital.

Income investors are often retired, preparing for retirement, or seeking a passive investing strategy
that generates income.

Differences between income and growth portfolios

Income portfolios are often used to fund everyday expenses. To help ensure steady income and
preserve capital, these investors allocate more of their portfolio to less risky assets. While growth
can occur (and it's great when it does), it's not a primary goal of this strategy.

Example of an income portfolio

Allocations Performance
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Fees

However, the convenience of built-in diversification and professional management comes at a price
in the form of fees.

The most common fees are known as an expense ratio, though mutual funds may also charge a load
(also known as a sales charge). Expense ratios are ongoing fees that are subtracted from a fund's
assets. This is done automatically by the fund company and reflected in the fund's price. Investors
can find a fund's expense ratio in its prospectus. You'll also be required to pay any commissions or
fees charged by your brokerage when you invest in these funds.

Cost-conscious investors typically avoid funds with loads and seek funds with low expense ratios.

Although dividend funds tend to be less risky than individual dividend stocks, funds are still at risk of
declining in value. As with any investment, there is the risk that you'll lose your invested principal.
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Choosing Dividend Stocks

In the last lesson, you were introduced to dividend stocks, including their benefits and risks. In this
lesson, you'll learn how to select dividend stocks for your income portfolio. We'll walk through a
sample Dividend Stocks and Stock Funds portfolio to help you learn to create your own criteria for
finding, analyzing, and purchasing dividend stocks or funds. You can use the sample plan, which is
available on the course dashboard, as a guide and update metrics to your personal preferences and

requirements.

Let's begin by discussing what criteria you'll use to analyze dividend stocks.

Yield and other useful criteria

Yield is the most commonly used metric of performance for dividend stocks. As you learned in the
last lesson, many investors compare a stock's yield to that of its peers. You can do this by using the
Stock Screener on schwab.com.

The screener tool can help you select stocks for your watchlist, but you may want to do a more
detailed analysis. For this, we'll dive a little deeper into the stock's individual profile on schwab.com
to focus on additional criteria like consistent dividend history and financial strength.

With the Stock Screener, you can use filters and other features to search for stocks with dividend
yields higher than a certain level that match your risk tolerance and have a consistent dividend
history. It's comparable to analyzing your own salary—a high salary is great, but you probably want it
to increase every year.
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Next, you'll use your scan to help evaluate companies' financial strength. Financial strength can help
you determine how likely it is that a company will be able to continue to pay dividends in the future.

We'll start with cash position because companies with a strong cash position are more likely to pay
dividends now and in the near term. Then, the lesson will move on to debt and leverage, managerial
effectiveness, and value to help you get a fuller picture of a company's financial strength.
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Likely to pay dividends

Before we dive into the details, it's important to restate the difference between growth investing and

income investing. With growth investing, the goal is typically to "buy low" and "sell high." However,
with income investing, the goal is to create a continually increasing income stream from stocks,
regardless of price fluctuations. In the video below, you'll learn why it's important to look at more

than just yield when evaluating a dividend stock.




image41.png
Reviewing Dividend History

The first criterion to consider when selecting dividend stocks is the company's track record for paying
dividends.

Start by looking at a company's current dividend yield. As you learned in the last lesson, dividend
yield looks at a stock's annual dividend in relation to its price to help you measure dividend quality.
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To measure quality, it's useful to have a benchmark. In this lesson, we'll use the average dividend
yield of the S&P 500®—historically about 2%—as an example.
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A high-quality watchlist candidate for an income portfolio will have a dividend yield higher than that
of your benchmark.

Next, you'll want to look at a stock's dividend within historical context. Many income investors seek
stocks with dividend yields close to or above their average yields.

To evaluate this, compare the stock's current dividend yield to the five-year average dividend yield.

An ideal watchlist candidate will have a current dividend greater than its five-year average, indicating
a growth trend.

Keep in mind, yields can be affected by different one-off events, stock splits, or other factors. This is
one reason it's helpful to apply other fundamental filters and dig deeper into the specifics of
candidates you're considering once your list is narrowed down.

Remember, the dividend yield is a function of the stock price, which fluctuates. That means it's
possible for a dividend yield to increase because the stock price has fallen, rather than because the
dividend itself has grown. This is one reason context is important, and why yield isn't the only
criterion to consider when choosing dividend stocks.

In this video, you'll learn how to scan for these criteria using the Schwab Stock Screener so you can
see how to create a scan with your own watchlist criteria.
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Financial Strength

In addition to dividend history, you also want to consider a company's financial strength. This can
help you evaluate a company's ability to pay dividends in the future.

Metrics of financial strength

In this lesson, we'll focus on liquidity, managerial effectiveness, and leverage as metrics of a
company's financial strength. Once you know how solid a company's fundamentals are, you'll want to

make sure that its stock is priced fairly relative to its business.

effectiveness
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Liquidity
We'll look at liquidity first because companies with a lot of cash might be more likely to pay good
dividends. Liquidity refers to the liquid assets—often cash—a company has on hand.

Free cash flow is a good way to measure a company's liquidity. This figure is determined by
subtracting capital expenditures, say expenses for maintenance, equipment, or other physical assets,
from cash from operations (CFO), which is the income generated by a company's core business
activities. Free cash flow can be used to pay dividends or to reinvest in the company. If this amount is

growing, it suggests the company has been increasing its cash position.
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Next, we'll look at dividend payout ratios, which can help you evaluate both a company’s liquidity and
its overall financial health more broadly.

Dividend payout ratios measure how easily a company can pay its dividend from its earnings. If a
company is paying out a large portion of its net income as dividends—in other words, if the dividend
payout ratio is close to 100%—there is less money left over to reinvest in the business. Because
dividends are paid in cash, a high ratio may also signal potential liquidity problems.

On the other hand, if a company can pay a dividend with ease, it may suggest that the company can
continue paying a similar or better dividend in the future.

To illustrate how dividend payout ratios are calculated, let's walk through an example that divides
dividends by earnings per share (EPS). Assume Company A pays a $1 dividend annually and earns $2
per share for the period. Its dividend payout ratio is 50%.

Compare this to Company B, which pays a $1 dividend annually and only earns $1.05 per share.
Company B's dividend payout ratio is 95%. This higher ratio has less room for comfort. Because
Company B uses a large percentage of its earnings to pay dividends, it might need to cut its

dividends if it experiences a downturn in business.

Company A Company B
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Growth investors, on the other hand, buy a stock or other investment and hope it appreciates in
value. To achieve high levels of growth over a long period, these investors tend to choose riskier
assets and expect them to occasionally suffer large drawdowns.

Example of a growth portfolio

Allocations Performance
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For illustrative purposes only. Not a recommendation of any specific portfolio allocation.

Because income investing has different goals than growth investing, the approach to selecting and
managing income investments is different as well. This course will teach you step-by-step income
investing strategies for three key asset classes: stocks, bonds, and equity REITs.

By the end of this course, you'll be able to:
= Define the unique qualities, risks, and benefits of income investing and common income assets.

= Use tools such as schwab.com and company financial statements to find and evaluate dividend
stocks, bonds, and equity REITs.

= Select a bond fund or build a bond ladder.
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Generally, income investors look for companies with lower payout ratios to ensure stocks they invest
in are comfortable paying dividends. As you look for watchlist candidates, you can determine what
max payout ratio you're comfortable with and add it to your criteria and investing plan. For our
sample plan, we'll look for stocks with a dividend payout ratio less than 40%, meaning it still has
more than half of its earnings to reinvest in the company.

Managerial effectiveness

The next metric of financial strength we'll consider is managerial effectiveness. To measure this, we'll
use return on equity (ROE). This number assesses how well a company's management can generate
returns. To put it simply, you want a company that can take $1 and potentially turn it into more.

Net income - Total equity - ROE

A higher-than-average ROE means a company's management team is good at generating a profit,
which ultimately leads to cash and dividends. As you evaluate ROE, keep in mind average ROE can
vary greatly by sector and industry. Historically, the broader market has an average ROE of around
10%, and companies with a lengthy history of increasing dividends have an average ROE of about
20%. For the sample scan, we'll look for a minimum ROE of 10% as a starting point.




image48.png
Leverage

Keep in mind, return on equity doesn't take a company's debt into account. Leverage—when a
company takes on debt to fund new assets—is very important to income investors. If a company has
excessive debt or relies heavily on debt, it can affect the company's liquidity and ability to pay
dividends in the future.

A simple way to measure leverage is to look at a company's current ratio. This ratio is calculated by

dividing the company's current assets by its current liabilities.

| Current assets - [(ﬁmrr'wt iabi W'rz;,] [Current ratio:

You can use the current ratio to help evaluate watchlist candidates. For our sample investing plan,
we look for stocks with current ratios greater than one to ensure companies have $1 in assets to

cover every $1 of debt.

It's important to note the current ratio only accounts for short-term debt, or debt due within the next
year. To get a complete picture of a company's leverage, you may also want to consider its long-term
debt, using a metric like long-term debt to capital. This ratio is similar to the current ratio, but here, a
lower ratio equals less leverage. The ratio divides long-term debt by a company's capital, so in our
sample scan, we'll look for companies with long-term debt to capital below 100 to ensure the

company has more capital than long-term debt.

m'rn\: - [Long-term debt to capital]
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Keep in mind, different industries have different standards for what a "normal" amount of leverage is.
If a company has long-term debt to capital greater than your target, you may want to do a deeper
dive into the company's financials. A good place to start is to see if the company has recently done

any major deals and compare its fundamentals to similar companies in the same sector.

Price

Now that you've evaluated the liquidity, managerial effectiveness, and debt of potential stocks for
your watchlist, you'll want to make sure they're trading at a fair price. To do this, you can look at the
price-to-earnings, or P/E, ratio. This number helps you figure out how expensive a stock is by
evaluating its share price relative to its earnings over the past year. You calculate it by dividing the
current stock price by its earnings per share. For example, if Company XYZ has a share price of $100
and reports earnings of $10 per share, its P/E ratio would be 10. That essentially means investors are
willing to pay $10 for every $1 of earnings. Investors and analysts often use this number to determine

if a stock is trading at a premium or a discount in relation to its underlying business.

[‘.—f’:t« price | - Earnings per share o P/E ratio ‘

Stocks with a P/E greater than 25 are often considered growth stocks, and a P/E smaller than five
could indicate problems with the company. In our sample investing plan, we look for stocks with P/E
ratios between five and 25.
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Build Your Watchlist: Individual
Dividend Stocks

Now that you know what makes for a good dividend stock, it's time to start building a watchlist.
Using your scan and search results in the Stock Screener, you'll likely have a pool of stocks that:

= Have a dividend yield greater than a benchmark, like the S&P 500®

A history of dividend increases

A dividend payout ratio below a target amount, like 40%

An ROE greater than a target, for instance 10%

A current debt-to-equity ratio less than 1

A P/E ratio within a target range, such as 10 to 30

If you notice any discrepancies in the criteria when you're reviewing your list of potential stocks, it
may be worth taking a closer look at the company. Sometimes, financial events like acquisitions or

stock splits can affect these data points.

After identifying a handful of stocks that meet your criteria, add them to a watchlist. To create a
watchlist for dividend stocks, navigate to the Research tab and select Watchlist.

At the top of this page, select Manage watchlists, and then select Create watchlist. Give your
watchlist a name and then select Next. This will open a new window where you can search for the

stocks you identified.
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For illustrative purposes only. Not a recommendation of any security or strategy.
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Build Your Watchlist: Dividend Stock
Funds

Dividend stock funds can be a convenient alternative to investing in individual dividend stocks.

Generally, income investors look for dividend stock funds that fit a few criteria:
1. Above-average yields
2. Reasonable fees
3. Significant daily trading volume (for ETFs only)

Let's walk through these criteria, starting with above-average yields. You can continue looking for
yields greater than a benchmark, or you can use the ETF and Mutual Fund screeners to search for

above-average, or top-yielding, funds.
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One note on yield and dividend funds: Not all funds with a high yield are composed of dividend
stocks; therefore, they may not be dividend funds in the true sense of the word. While filtering by
yield is the easiest way to find these funds, it's a good idea to look closer to see whether they include
dividend stocks. You can scan for fund yields through the 30-day SEC Yield tab under Distribution;
one common method is to scan for fund yields that are higher than a benchmark index such as the
S&P 500°.

A fund's objectives are often referred to in its title. A fund named "XYZ Fund Dividend All-Stars" is
likely focused on dividend stocks. However, it's important to also read the fund's prospectus and
view the fund's holdings to verify that it would be a good fit for your portfolio. If a fund meets your
criteria, you can choose to add it to your watchlist.

You'll also want to consider fees before selecting or eliminating any candidates.

Some funds are managed by a team of investment professionals who carefully select and maintain a
portfolio. These actively managed funds tend to charge higher expense ratios. Other funds are more
systematic and build and maintain a portfolio based on an index or formula. With these passively
managed funds, there's usually less overhead cost and, as a result, lower fees.
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Different investors have different philosophies on actively or passively managed funds, so this is
something to consider in your investing plan. However, it's a generally good idea to make sure any
fees a fund charges don't eat too far into potential returns. You might consider looking for funds with
expense ratios less than 10% of the fund's yield. For example, if a fund is yielding 5% per year, an
investor would want to be cautious of an expense ratio higher than 0.5%.

Finally, if you're looking at ETFs, consider trading volume. Because ETFs are traded on an exchange,
you likely want to verify they have sufficient volume to produce reasonable bid/ask spreads.
Generally, searching for funds with at least 30,000 shares traded daily can help you find liquid

candidates.
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As noted, in addition to filtering by basic criteria like fund category, you can filter to 30-day SEC yield
to scan for fund yields.
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Dividend Stock Money Management

After selecting stocks for your watchlist, the next step is to determine how to diversify your dividend
stock holdings.

Dividend stocks

Income

Earlier in this course, you created a target allocation for dividend stock investments within your
income portfolio. To better manage risk, it's important to diversify within this allocation. Consider the
three examples below.
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Strategies for evaluating, buying, and managing individual investments or funds in each asset

class.

Throughout the course, you'll build your own Income Investing plan to keep track of this process and

how it applies to your personal goals.




image57.png
Low | [ Medium

MA -]

5 stocks 10 stocks 20 stocks
20% each 10% each 5% each

For illustrative purposes only. Not a recommendation of a specific portfolio allocation.

The number of stocks or funds you choose is an individual preference. For many investors, it comes
down to balancing risk against fees. Generally speaking, the more investments you hold in a portfolio,
the less risky it is considered, and holding too few investments can greatly increase risk. However,
buying and selling many investments can increase transaction costs and require more time to
manage.

As a guideline, it's a good idea to make sure a portfolio has at least five individual stocks. Investors
could choose to hold 10 or even 20 stocks, depending on the degree of diversification they wish to
achieve and the amount of time they're willing to spend building and maintaining the portfolio.

Funds are different because they can provide a measure of built-in diversification. A portfolio could
be built with one dividend fund if the fund is broadly diversified. Reading the fund's prospectus to see
its holdings can help you assess how diversified it is.
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Sample Entry Rules, Exit Rules, and
Routines

Now that you have a watchlist of quality investments, the next step is to buy stocks or funds for your
income portfolio.

| Dividend yield: 3.56% | |, Dividend yield: 4.21% | | Dividend yield: 3.78% ,

The most important consideration for income investors is to buy dividend stocks that meet their
criteria, up to the allocation limits set, when cash is available. Whether they're first building a
portfolio or rebalancing, market timing is not a factor. This is because a stock’s price movement is
not a primary concern of income investors.

When purchasing investments, it's also important to consider the payment schedule. For example, if
your investing plan calls for an even payment schedule and you find comparable stocks that pay
dividends in the same months, you might consider finding other similar stocks that pay at other
times.
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Dividend funds (mutual funds and ETFs) often pay dividends on a monthly schedule, though some
pay quarterly as well. If you're using a dividend fund for your stock allocation, be sure to check when

the fund pays dividends, and work that into your payment schedule.

For uneven payment schedules, simply identify stocks or funds that deliver payments in the desired
months.

The primary sample exit rule is to consider selling stocks or funds if needed during rebalancing.
Likely, the allocation of certain stocks or funds will become overweight, while the allocation of other
stocks or funds will become underweight. When rebalancing, the objective is to sell the overweight
stocks or funds and use the proceeds to buy the underweight stocks or funds.

o

ut of
balance

$

Target

Be sure to look out for conditions that might cause you to sell a stock position and look for an
alternative. Consider establishing specific potential dealbreakers. For example, if a company cuts its
dividend, it could signal significant challenges for the company or its industry. This is especially true
for companies with a strong track record of raising dividends. Similarly, if a company's dividend
payout ratio exceeds 100%, its dividend has exceeded its net income, and it may struggle to maintain
its dividend. Check for these potential deal breakers during your periodic rebalancing.
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Ways to Invest in Bonds

In the last lesson, you learned how bonds work as well as their benefits and risks. Now that you know

the basics, let's look at ways to actually invest in bonds.

In this lesson we'll show you two main ways to invest directly: buying individual bonds and buying
bond funds.

Bl Bond B

There are pros and cons to each approach, and which option is best for you comes down to your

personal circumstances.
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Individual bonds

Compared to most mutual funds, individual bonds may seem expensive. Individual bonds most
commonly have a face value of $1,000, meaning you need to invest at least $1,000 to buy one bond.
Diversification is important because bonds are not risk-free; as you learned in the last lesson, bonds
could default or stop paying interest. When purchasing individual bonds, many investors consider
purchasing many bonds of different issuers, maturities, and credit qualities. These three factors
mean building a portfolio of individual bonds can be capital intensive.

Individual bonds can have benefits, such as:

= Potentially reliable income due to regular interest payments

= Predictable value at maturity because you'll receive the par value of the bond back at
maturity (assuming the bond is not callable and barring default)

= Potential tax benefits due to the way cost basis is calculated
However, individual bonds can also have drawbacks, including:

= Diversification difficulty due to bond minimums and the minimum investment needed to
buy a variety of bonds

= Less attractive pricing generally for retail investors compared to institutional investors

= Major time commitment required to research bonds and manage a strategy

Bond funds

Investors with a smaller amount to invest in bonds, or who are looking for something easier to
manage, might consider bond funds—either mutual funds or exchange-traded funds (ETFs). Unlike
individual bonds, which usually make semiannual interest payments, bond funds usually make
monthly distributions that can be paid directly to the investor or reinvested into the fund to
compound returns. Bond funds don't have a predetermined maturity date on which you are promised
to receive your principal back, which is a key difference between them and individual bonds.
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Here are some benefits of investing in bond funds:

= Greater diversification per dollar invested because funds provide exposure to a basket of
bonds within the fund

= Professional management, which can save time researching and maintaining a portfolio of
bonds

However, bond funds can have drawbacks, including:

= Management fees, which are typically a set percentage each year and are often higher for

actively managed funds

= Uncertainty around future value because unlike individual bonds, you cannot plan on
receiving a set par value at maturity. A bond fund's NAV (net asset value) will fluctuate due

to market forces like interest rates.

= Tax inefficiencies due to the pooled nature of funds and lack of control over buying and
selling holdings, as well as capital gains

How to choose

There's no one right answer—bonds or bond funds. The decision often comes down to the amount
you can invest, the preference for a professional manager or not, and the need for a predictable

value at maturity.

In the rest of this lesson, we'll look at additional factors to consider when selecting bonds, regardless

of whether you invest in funds or individual bonds, and then some strategies for investing in each.
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Selecting Bonds

Regardless of whether you choose to invest in individual bonds or bond funds, you need to consider
your time horizon and risk tolerance. These factors will help determine how you choose bond

investments based on two characteristics: maturity and credit risk.

Maturity

As you've learned, longer-term bonds typically offer higher yields but also have higher interest rate
risk—the risk that the value of a bond will fall if interest rates rise. So, your time frame may be one
factor in determining the maturity of bonds you invest in. For example, if you have a short-term goal
like a down payment in 18 months, shorter-term bonds may be more appropriate. On the other hand,
if your primary goal is generating income over many years, long-term bonds may be a better fit. We'll
discuss strategies for managing interest rate risk later in this lesson.

Low interest rate Medium interest High interest rate

risk rate risk risk

Maturity timeframe <4 years average 4-10 years average 10+ years average
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Credit risk

It's important to consider credit risk—the chance that the issuer of a bond will not be able to repay its
debt obligations. With riskier lenders, the return may be higher, but the odds of an investor losing
principal rises as well. The lower your risk tolerance, the less credit risk you may want to take on.

Low credit risk Medium credit risk High credit risk
Fixed income CDs, Treasuries, Investment-grade Preferred securities,
products agency bonds, corporate or emerging market
agency mortgage- municipal bonds, debt, high-yield
backed securities international bonds, high-yield
developed market municipal bonds,
bonds bank loans

You can refer to these criteria and other helpful tips in the sample investing plan available on the
course dashboard, which can serve as a starting point as you determine your own plan for investing
in bonds.

In the rest of the lesson, we'll take a deeper dive into more specific strategies for investing in
individual bonds or bonds funds. But first, watch this video featuring Schwab's Chief Fixed Income
Strategist Kathy Jones for a summary of how the factors we've discussed so far can help you find
bonds that are right for you.
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Selecting Individual Bonds for a Bond
Ladder

As we've discussed, one of the major risks of holding bonds is interest rate risk. A common strategy
for managing this risk is to build a bond ladder. A bond ladder involves buying a variety of bonds that
mature at regular intervals. Investments in a bond ladder, or its "rungs," have staggered maturity
dates like once a year. This technique can be designed to provide consistent income and can help

manage interest rate risk in a fixed income portfolio. This approach is especially useful for investing
in individual bonds.

In the example below, a rung in the bond ladder matures every year, allowing the investor to reinvest
the principal.

Maturity
10 yr-10%

9 yr—10%
8 yr —10%
7 yr—10%
6 yr —10%

b BondH 5yr—10%
— — 4 yr —10%

3 yr—10%
2yr—10%
1yr—10%
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Assets in an Income Portfolio

Let's examine the four asset types that are commonly used in income portfolios: dividend stocks,

bonds, equity real estate investment trusts (REITs), and cash.

We'll start with dividend stocks. These are stocks that consistently pay dividends. A dividend is a
portion of a company's earnings that it shares with its investors. Not all stocks pay dividends. Some
companies pay dividends regularly, while others pay one-time dividends under special
circumstances. Income investors strive to find dividend stocks with strong financials and a history of

consistent dividend payments.

To invest in this asset class, you can purchase an assortment of stocks or invest in a mutual fund or

exchange-traded fund (ETF) focused on this investment type.

B stock B

Next, we'll look at one of the most commonly held assets in income portfolios: bonds. Bonds are also
known as fixed income investments because they typically provide regularly scheduled payments at a
fixed rate of interest. There are different types of bonds, often categorized based on their issuer. In
this course, we'll focus primarily on government bonds, municipal bonds, and corporate bonds.
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Let's break it down further using a shorter-term example. Consider the three-year ladder below. By

combining a one-year bond, a two-year bond, and a three-year bond, an investor can receive regular
income.

Maturity

o
Treasu 1yr

For illustrative purposes only.

Once the one-year bond matures, the investor can reinvest the principal in a new three-year bond to
continue the ladder, as shown below. Because bonds are regularly maturing, the investor has
continual opportunities to reinvest principal at then-current rates, which can reduce interest rate risk

to the portfolio. Keep in mind, new rates on matured bonds could be lower than the bond that just
matured.
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CD & Treasury Ladder Builder

Building a bond ladder manually from scratch can be complicated. The CD & Treasury Ladder Builder
tool on schwab.com can help walk you through the steps to search, build, and purchase a predefined

or custom laddered portfolio of CDs and Treasuries.

Review Ladder
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Why builda
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Fixed Income Screener

If you want to purchase individual fixed income investments besides CDs and Treasuries, look to the
Fixed Income Screener on schwab.com. This tool can help you find bonds based on criteria that you
enter.

Fir

Search by Product v

However—because it can be complex to build a bond ladder from scratch—if you want to build a bond
ladder without the CD & Treasury Ladder Builder, we recommend setting up an appointment with a
Schwab Fixed Income Specialist via schwab.com.
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Separately managed accounts

Another route to consider is creating a portfolio of individual bonds through a separately managed
account (SMA), which is managed by a professional asset management firm. Unlike a mutual fund or
ETF, you directly own the individual bonds and are usually able to make adjustments that are not
available with ETFs or mutual funds. Each SMA is designed to follow a specific asset class or achieve
a customized targeted investment objective. While most mutual funds or ETFs call for a minimum
investment of $1 or one share, SMAs have substantially higher minimum investments and a tiered fee

structure that should be considered before investing.

These are a few of the most common approaches to investing in individual bonds. In the next page,

we'll discuss factors to consider when selecting bond funds.
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Selecting Bond Funds

If you decide to invest in bond funds, there are a number of factors to consider when selecting which
funds match your investment objectives. Many of the principles that we discussed earlier for
selecting dividend stock funds apply here, though other factors are unique to bonds:

Maturity

Credit risk

Fees

Liquidity

Ratings

Payment schedule

Maturity and credit risk

We already discussed how to align maturity and credit risk to your goals earlier in this lesson. Bond
ETFs and mutual funds usually describe investment objectives in the titles of the funds. For example,
a fund title of ZYX Short-Term Treasury Fund is likely a fund that holds short-term Treasury bonds. A
fund's category can also describe its objectives. If you're looking for bonds with moderate credit risk
and average maturity of four to 10 years, you might look for funds with terms like "intermediate,"
"investment grade," "corporate," and "core." But beyond titles and categories, you should perform
additional research to be certain a fund meets your quality and maturity requirements. To do this,
you'll need to read the fund's prospectus.
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Fees

It's also important to consider fund fees because they can impact returns. The significance of a
fund's expense ratio can be evaluated relative to returns. For example, if you have $10,000 in a

mutual fund with a 0.5% expense ratio, you're paying about $50 per year in expenses.

You may not mind a 0.5% net expense ratio if the fund yields 6%, but if that same fund yielded just
2%, the fee would be more significant. Consider funds with reasonable overall expenses compared to

peer funds.
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Liquidity
If you're looking at bond ETFs, you'll want to ensure you pay a fair price, which is more likely with a

narrow bid/ask spread. Higher liquidity is often indicated by lower bid/ask spreads, because the
more interested investors there are, the closer the highest bid and lowest offered prices are likely to

be.

Similarly, ETFs with lower liquidity tend to have larger bid/ask spreads. Consider looking for ETFs
with a tighter bid/ask spread with a threshold of no more than 35 basis points.
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Ratings

When it comes to bond funds, there is an extra consideration around risk and ratings. The fund itself
may have a rating from a third party—ETFs will likely have an analyst rating, for example. But if you
look in the fund's annual report, you'll be able to see the bonds it holds. You can then look up those
bonds individual credit ratings, which can typically be found on the issuer's website.

Payment schedule

You may also want to consider your payment schedule. Because most bond funds typically provide
monthly interest payments, structuring an even payment schedule can be relatively simple.

M Bond fund dividends
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Investors with a payment schedule weighted to certain months may need to rely on other
investments like dividend stocks to create their target payment schedule. For example, the payment
schedule below could be created by focusing on stocks that pay dividends in January, April, July, and

October.

M Bond fund dividends M Stock dividends

For illustrative purposes only.

Searching for bond funds

To find funds that meet your criteria, you can use the ETF and Mutual Fund screeners on
schwab.com, which work similarly to the Stock Screener you learned about earlier. In addition to
filtering by basic criteria like fund category, you can filter by bond-specific criteria like average

maturity.
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Like dividend stocks, you can purchase and combine individual bonds to create a more diversified
allocation, or you can use a bond fund. Bond funds—either mutual funds or ETFs—are portfolios of
individual bonds managed by a professional fund manager.

REITs are another asset class to consider. REITs are holding companies that own income-producing
assets. The type of REITs discussed in this course—equity REITs—typically own and lease real estate.
Some income investors use equity REITs to increase diversification and add a potential growth
element to their portfolios.

The final asset class is cash. Cash has many meanings in the world of finance, but for income
investors, cash typically refers to short-term, low-risk, and highly liquid fixed income investments.
These investments typically pay low interest relative to other fixed income investments, such as
bonds because thev tvpicallv carrv lower risk
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You can also turn to the ETF and Mutual Fund Schwab Select Lists® and filter to bonds to help
narrow your search for funds that have been pre-screened by experts and by Charles Schwab.
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Bond Basics

Bonds, bond funds, and other fixed income investments are an important asset class for an income
portfolio. They can be used to potentially generate consistent income, preserve capital, and add a
measure of diversification.

Income

Bonds

| Consistent mcomeq [(Japwtal preservanon] fD\versmcatlon]
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In this lesson, we'll explore how bonds work. We'll start with the characteristics of bonds and
highlight their risks and benefits. Understanding the ins and outs of bonds will help you better
evaluate them for your income portfolio.

Let's begin by discussing what a bond is. Quite simply, bonds are debt. When an investor buys a new
issue bond, that individual is literally loaning money to an entity, such as a company, city, state, or
the federal government.

\

Both parties benefit from this transaction. The bond issuer gains access to money that can be used
for projects such as growing a business, building a road, or paying operating expenses.

On the other hand, investors receive regular interest payments in return for the money they've
loaned. The money an investor originally loaned is known as the principal.
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Most bonds provide interest for a predetermined amount of time. Once the bond reaches its
expiration date, which is called its maturity, the bond issuer pays back the loan. Maturities can be
anywhere from 30 days to 30 years. Some bonds may have even longer maturities.
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The amount of money you receive back at maturity is referred to as the bond's face value. If you
purchase a bond with a $1,000 face value, you'd receive $1,000 at maturity.

Face value: $1,000
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It's important to note that a bond's face value is not the same as its price. The price you pay for a
bond is often different from its face value and can fluctuate based on market conditions or other
factors. It's important to keep in mind that whatever the bond's price is, the amount you receive at
maturity (face value) is always the same, regardless of any changes in market conditions.

We'll explore the relationship between prices and interest rates later in this lesson. The interest rate
paid on a bond is also known as its coupon rate, and the interest payment itself is called a coupon.
For example, if you owned a bond with a $1,000 face value and a coupon rate of 6%, you'd be paid
$60 per year. Most bonds pay interest semiannually, so you'd receive two $30 payments.

E Bond H

M ]
| Face value: $1,000 |

Coupon rate: 6%

s
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Factors like coupon rate, face value, and price all impact the return you can get from investing in a
bond. The return you earn on a bond is called yield. Note that yield on a bond, while often expressed
as a percentage, is not the same as its coupon rate. Yield is the overall return you can get from
investing in a bond, which is impacted by multiple factors. We'll talk more about yield and the factors

that influence it later in this lesson.

Because the principal is returned at the end of the loan, bonds generally offer more capital
preservation than other asset classes. This benefit, coupled with regular interest payments, make
bonds a key asset class for an income portfolio—as long as the issuer doesn't default.
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Bond Types

There are many types of bonds, which are categorized by the type of issuer. Some of the most

common are U.S. government, municipal, and corporate bonds.

U.S. government bonds

The U.S. federal government issues bonds—known as Treasury securities, Treasuries, or Treasury
bonds, bills, or notes—to fund government operations and provide public services. Treasury securities
are considered to have the lowest risk because the interest and principal payments are backed by
the full faith and credit of the U.S. government.

As you might expect, this low risk generally translates to low yields relative to other bond types. The
low risk also means Treasuries are often used as a benchmark to measure the risk of other bonds.

Because of their role as a benchmark, it's helpful to know the different types and maturities of U.S.

government bonds.
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Treasury types and maturities

Type Maturity

Treasury bill Less than one year

Treasury note Two, three, five, seven, and 10 years
Treasury bond 20 or 30 years

Treasury inflation-protected securities (TIPS) Five, 10, and 30 years

Municipal bonds

State, city, and local governments also issue bonds. These municipal bonds are often referred to as
munis. Money raised from these bonds may help pay for things like state operations and local
projects. Muni bonds often offer tax benefits to the bondholder and may be preferable for many
investors in their taxable accounts.

Municipal bonds are typically grouped into subcategories based on their purpose and the source of
funds used to pay bondholders. General obligation bonds are generally backed by the full faith and
credit of the issuer, including the power to tax and borrow. Revenue bonds, on the other hand, use a
specific revenue stream; for example, a city might issue bonds to pay for a new stadium, then charge
usage fees to support bond payments.
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Each of these asset classes has its own risk and return characteristics. Some, like dividend stocks
and equity REITs, are riskier but could offer the potential for greater returns. Others, like bonds and
cash, tend to be safer but typically provide smaller potential returns. Understanding each asset class

will help you formulate strategies to potentially generate a steady stream of income.
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Corporate bonds

Corporate bonds are bonds issued by companies. They help companies raise capital for things like

projects or expansions. Generally, these bonds fall into two main credit categories: investment-grade
or high-yield (junk) bonds, depending on the creditworthiness of the issuer. Investment-grade bonds
tend to have higher credit quality (or lower credit risk) but generally offer lower yields than high-yield

bonds, which generally have lower credit quality.

High-yield un

[Credit quality: high:| [Credit quality: low]
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Other bond types

Other types of fixed income investments do exist: mortgage-backed securities and agency bonds, for
example.

Mortgage-backed securities are created by pooling mortgages purchased from the original lenders.
Investors receive monthly interest and principal payments from the underlying mortgages. These
securities differ from traditional bonds in that there isn't necessarily a predetermined amount that
gets redeemed at a scheduled maturity date.

Agency bonds are issued by either a government-sponsored enterprise (GSE) or a government-
owned corporation and are debt obligations solely of the issuing agency. You can read more about
agency bonds in this article.

Now that you're familiar with some of the major bond types, the following video takes a closer look at
how the issuer of a bond can affect its riskiness.
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Rating Agencies

Rating agencies help determine the creditworthiness of bond issuers and rate the bonds they issue.
There are three primary rating agencies that provide credit ratings: S&P Global, Moody's Investors
Services, and Fitch Ratings. The ratings they provide help investors assess the likelihood a bond
issuer will default and the relative safety of the interest and principal payments.

The role of rating agencies

They do this by monitoring a variety of things including an issuer's financial health, the market and
sector, and the broader economy. While each agency uses its own unique metrics, there are
similarities, as seen in this chart of the "big three" agency ratings. You may see these ratings further
differentiated with a plus (+) or minus (-) sign. Moody's uses numerical modifiers 1, 2, and 3 in each
category.
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Big three metrics

Fitch S&P Global Moody’s

Investment-grade

Strongest/highest quality, Ve e Aaa
minimal credit risk

Strong/high quality, AA AA Aa
very low credit risk

Upper-medium-grade,

low credit risk A A A
Moderate credit risk BBB BBB Baa

Sub-investment-grade/high-yield

Speculative-grade,

higher credit risk BB, B BB, B Ba, B

Highly speculative,

very high credit risk CCC, CC,C CCC,CC,C  Caa, Ca

Default D D C
Not rated or not available NR or NA NR or NA NR or NA

Rating withdrawn WD wD WD
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Ratings can help assess the riskiness of potential investments and are likely to be a major factor

when determining which bonds to select for your portfolio.

Bonds are typically classified in to one of two groups, depending on their rating: investment-grade,
which are rated BBB- or Baa3 and higher, or high-yield, which are rated BB+ or Ba1 and lower. High-
yield bonds, also referred to as junk bonds, are so named because lower-rated bonds tend to have
higher risk. As a result, issuers of lower-rated bonds often pay higher interest rates to compensate

for the perceived risk.
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Overall, U.S. government debt is considered the least risky. Investment-grade rated municipal debt is
generally thought of as high quality and low risk as well, but it does have slightly more risk than U.S.
Treasuries. This is because muni bonds are not backed by the federal government; the risk of muni
bonds can vary by issuer. Investment-grade corporate debt is considered low to moderate risk
depending on the issuer and the issuer's credit rating.

T O K
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Bond Prices and Interest Rates

After a bond is issued, it may change hands many times over the course of its life. This happens on
what's called the secondary market, where bonds that have already been issued can be bought and
sold. Bond prices, like other securities, constantly change depending on various factors like interest
rates and other market conditions. When you buy a bond on this secondary market it's important to
understand how market conditions can affect prices, which can in turn impact yields.

Interest rate impact

The most significant factor influencing bond prices is the interest rate environment. As interest rates
fluctuate, a bond's price can increase or decrease from its face value.

When the price of a bond is lower than its face value, the bond is said to be priced at a discount.
When the price of a bond is higher than its face value, the bond is said to be priced at a premium. To
better understand why bond prices change with interest rates, consider the following scenario:

Investor A owns a bond they purchased last year for $1,000 that has a 4% coupon rate.
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Investor A

HBond B

Face value: $1,000 |

Coupon rate: 4%

Since then, interest rates have risen and a bond similar to Investor A's now pays 6%. Investor A
wants to sell his bond to Investor B. Investor B could either purchase Investor A's bond with a coupon
rate of only 4% or buy a new bond with the same maturity at the current interest rate of 6%.

Which of these two bonds do you think Investor B would prefer?
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In this situation the new bond would clearly be a more attractive investment. So, Investor A's bond
would be priced at a discount so that the yield of his bond matched the yield of the new bond.




