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The Advantage of Premium Bonds vs. Discount Bonds

Many individual investors favor discount bonds over premium bonds. Presumably
they are attracted to the fact that discount bonds become par at maturity and thus
experience price gains. In contrast, premium bonds would over time decline to par
at maturity, and thus experience a price loss. While this may be the case, it is
misleading and may lead to poor investment decisions.

As a quick explanation, a bond is priced at a premium simply because its coupon
rate is higher than the prevailing tax-free interest rate in the market. The higher
coupon stream that investors collect would compensate for the decline of the price
premium. Likewise, a bond is priced at discount because its coupon rate is lower
than the going rate in the market. Investors who buy the discount bond would be
paid a lower coupon stream on the way to maturity while the price appreciates to
par.

So, what to do? At a minimum, investors should compare bonds on a total return
basis and analyze their risk profiles in order to make intelligent investment
decisions.



An example based on total returns at maturity
Compare the following bond structures:

Bond A: 5% coupon, 4/15/2028 maturity, callable at par on 4/15/2023, yield
3.26%, price= $113.48

Bond B: 3% coupon, 4/15/2028 maturity, callable at par on 4/15/2023, yield
3.26%, price=$96.93.

Assume investors hold both bonds to maturity and that the bonds are never called.
What are the respective cumulative total returns? On pre-tax basis, they are 54.2%
vs. 49.6%. Clearly the premium bond is better in the example.

What about on after-tax basis? For the premium bond, it is still 54.2% as the loss
of premium -$13.48 (=$100-$113.48) is not a capital loss for tax purposes due to
tax rules on premium amortization. It is a pure loss and not tax deductible. For the
discount bond, the price appreciation $3.07 (=$100-$96.93) at maturity is a capital
gain for tax purposes, so the after-tax total return for the investor reduces to 48.9%.

The example leads us to another conclusion. With maturity date as the investment
horizon, the premium bond above is UNDERPRICED compared to the discount
bond. Indeed, in order to have the same after-tax total returns as the discount bond,
the premium bond should be priced at $117.48 or a yield of 2.96%! Of course, the
flip side is that the discount bond in question is OVERPRICED when compared to
the premium bond.

This example demonstrates that for the same yield, an investor should buy the
premium bond if the bond is going to be held to maturity. Typically an investor
would not be offered two bonds to compare in this way. Still, if given a discount
bond offering, they should at least look at comparable premium bonds to decide if
the discount bond is fairly priced.



Premium callable bonds outperform discount bonds in a rising rate
environment

Callable bonds may potentially be called before maturity. Thus the scenario used in
the above comparison may not play out in the same way. For example, if an
investor only plans to hold the bonds for a year or two, how do the two bonds in
the example compare? This question is more complex because future interest rates
are unknown. In order to make a sound investment decision, we must run a
scenario analysis and model the performance of bonds.

We continue to use the bonds from the above example and calculate the horizon
total returns for each under various yield change scenarios. We consider two
horizon dates, 12 months and 24 months. Table 1 below shows the scenario
analysis for a 12 month horizon and Table 2 shows the scenario analysis for a 24
month investment horizon. We can see that the premium bond underperforms the
discount bond slightly in a market rally, and outperforms the discount bond
significantly if interest rates rise. This is because the premium bond is, in general,
priced to the first call date and has shorter duration than the discount bond. In other
words, the premium bond is a more defensive play in a down market.

Table 1 12 Month Senario

Horizon Yield Yld Change (bp) Total Returns for Bond A Total Returns for Bond B  Difference
2.26 -100 10.85% 11.45% -0.60%
2.51 -75 8.89% 9.33% -0.44%
2.76 -50 6.97% 7.26% -0.29%
3.01 -25 5.09% 5.24% -0.15%
3.26 0 3.25% 3.26% -0.01%
3.51 25 1.45% 0.48% 0.97%
3.76 50 -0.31% -2.22% 1.91%
4.01 75 -2.03% -4.82% 2.79%

4.26 100 -3.72% -7.34% 3.62%



Table 2 24 Month Scenario
Horizon Yield Yld Change (bp) Total Returns for Bond A Total Returns for Bond B Difference

2.26 -100 13.25% 13.90% -0.65%
2.51 -75 11.50% 12.00% -0.50%
2.76 -50 9.79% 10.14% -0.35%
3.01 -25 8.11% 8.32% -0.21%
3.26 0 6.47% 6.53% -0.06%
3.51 25 4.85% 3.90% 0.95%
3.76 50 3.27% 1.35% 1.92%
4.01 75 1.72% -1.12% 2.84%
4.26 100 0.20% -3.52% 3.72%

In the current rate environment, the defensive characteristics of premium bonds are
particularly relevant. While they sacrifice some upside in a bond rally, the
protection they offer from rising rates is worthy of consideration. Bond structure is
an important part of prudent investment decision-making.
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Disclaimer:

This commentary contains general information that is not suitable for everyone. The information contained herein should not be
construed as personalized investment advice. Past performance is no guarantee of future results. There is no guarantee that the views
and opinions expressed in this presentation will come to pass. Investing in the municipal bond market involves gains and losses and may
not be suitable for all investors. Information presented herein is subject to change without notice and should not be considered as a
solicitation to buy or sell any security. Riverbend Capital Advisors, LLC (Riverbend Capital) is a registered investment adviser with its
principal place of business in the State of Illinois. Riverbend Capital and its representatives are in compliance with the current
registration requirements imposed upon registered investment advisers by those states in which Riverbend Capital maintains clients.
Riverbend Capital may only transact business in those states in which it is registered, or qualifies for an exemption or exclusion from
registration requirements. Any subsequent, direct communication by Riverbend Capital with a prospective client shall be conducted by a
representative that is either registered or qualifies for an exemption or exclusion from registration in the state where the prospective
client resides. For information pertaining to the registration status of Riverbend Capital, please contact Riverbend Capital or refer to the
Investment Adviser Public Disclosure web site (www.adviserinfo.sec.gov). For additional information about Riverbend Capital, including
fees and services, send for our disclosure statement as set forth on Form ADV from Riverbend Capital using the contact information
herein. Please read the disclosure statement carefully before you invest or send money.
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