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Colin Bloodworth explains the government securities market

Why Would Anyone

Investin Bonds?

heword “bond" hasseveral

mieanings in the fnancial

waorld. The bonds I would tike

to eliscuss today are securities

issued by governments (o

support invesbment, spending
ar to repay existing debis,

Raising money this wayavoidathe
pain of raising toves. The bonds are pen-
erilly tor o feed term and pay a guaran-
teed rate ofinterese At the cnd ofthe
term the capital is repaid in full,

US Treasuries considered the safesk
U5 povernment bonds, or Treasyries, ane
considered among the safest lnvestments
in the workl, despite being stripped
recently ofa AAA rating by Standard &
Poor's, Bath the Chinese and Japanese
eovermuThents hold over $1 trillion of them.
What lind of returns are they gettng?
Thirty-year bonds are currenty payving 3.1
per cent per wnrmm, 10-year bonds are
vivlding only 1.9 per cent

Why is there such faith in US Treasur-
157 Basically, because defuult 1s unlikely,
It is notimpossible, loswever, and they
could come to the brink of default ina few
months unless politicians agree to mdse
the debtcelling yetapiin,

Bt ratse it thisy will, 85 a US defaalt on
s debt would destroy US Treasuries' rep-
utation asa safe haven and would eause
havoe In global finongial marlkets. Al the
end of the day, iy government can meet
115 debt obligations by simply printing

money. The exteption 1s the euro 2o,
where printng mongy (s the prevogative
of the European Central Bank, This is
why individual countries have tooffer
rales of retum that reflect their percaived
abyiiity o honor the debt

izt shout Indonesian bonds?
Currently the return on Indonesian
bonds 15 just over 3 percent, In 2008 i1
regehed anooll-time high GF 208 per cent
at the height ol the glabal financlal criss.
Had you Bonght bonds then youwwauld
still be enjoying the high rate of interest
thatreflected the risk at that ime.
At over 5 per cent, wouldn't it be better

o buy Indonesian bonds asopposed tio
115 honis offering only L8 per cent? Well
it could be, except @t in 2002 the rupiah
fell by & per cent against the dollar so you
would have been worse off at the end of
ehe year in US dollar terms despite the
higher mterest rate. On the other hand,
hud you boargdat LIS Tredsuries the previ-
ous year you woukd have been worse off
in mpiah terms, 85 not only wis the
rupiah offering a hizher returmn, it also
strenpthened aguinst the dollar, What wiil
hiappen in 2013 is anybody's guess and this
leads us to the other factors that must be
considered when investing in bonds.

PWinat are Hw risks?

Perhaps 1 should stirt by reiterating that
there is risk i every nvestment, Even
filing to Invest is risky, singee Inflation

Currently the returnon
Indonesian bonds is just
over S percent. In2008 it
reached an all-time high of
20.8 percent at the height of
the giobal financial crisis,

will erode the purchasing value of cash
OV T,

There are Gve maln risks with povern
ment bonds: deflt, currency, political,
inflation and [nberestrato,

Dokt risk is eactremely smafl,
although not impossible, whiens major
countries are concermed. Batdefaolts in
emerging nations have occurred n the
past-and will no doubt ocour again,

W have already zeen how currency
risk can affect the real return,

Asfor palitical risk, any government
can manipulace the financial markets to
its own benefit, although such nterfer-
ence will discredit the reputation of the
county concerned and make it diffcult
to se credit in the future,

Inflaian is a big risk. Right now, the
literest rates being offered by the US i
several other “sbrong” ¢eonomies are
lower than their respectivie rates of infla-
tiom so the real retur ivestors are get
ting from bonds isnezative,

The final risk is that of interest rutes.
shiould prevailing interest rates rise, the

capital value of a bond will fall, meaning
itis worth less on the market than you
!:lni:i for it should you want to sell priorto
IS maturity,

So wiry buy governmrent bonds?

The reason is very stmple. By and large
they are safe and guarantéed by the
country of issue. They may not offer the
same retums as stocks (the S&F 500 rose
13 per cent kast year), but neither will they
mumble like stocks as the S&Pdid by 37 per
cerrtin 2008,

Pension funds, for example, cannot
afford to risk everything in stacks to pro-

* duce growth. Such strategies caused
havoe with many funds in 2008, Ty
ensure lguidity and guarantes their abil
ity to pay pensions when due, they have
tor hold o large part of their funds in cash
orgove riment onds, [Hs not thely con-
cernif the purchasing value falls.

For the samie reason, the private inves-
lor should consider bonds as an integyal
partofabalanced portdolio, purtenlariy
when approaching retirement,

Butwe lave considened anly sovert-
mentbonds so fir, There i5 a mivch wider
unfverseof bonds tobe explored.
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