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P0-854
Treasury Department Unveils Patriot Bond on Anniversary of September 11 Attacks

Secretary of the Treasury Paul H. O'Neill and U.S. Treasurer Rosario Marin today unveiled Series EE
savings bonds designated as "Patriot Bonds" on the three-month anniversary of the September 11, 2001
terrorists attacks. They were joined by Sens. Tim Johnson, Mitch McConnell and Conrad Bums. Rep.
John Sweeney, who also worked on the Patriot Bond, was unable to attend.
"Since September 11, everywhere I go, Americans of every age come up lo me and say they want to
help," said Secretary O'Neill.
"We've seen an amazing outpouring of charity from across the nation, and an increase in the number of
people who want to do public service," he said. "These are all healthy trends for our nation and our
government. The Patriot Bond is an opportunity for all Americans to contribute to the government's war
effort and save for their futures as well."
'
The funds raised by the bonds will contribute to the federal government's overall effort lo fight the war on
global terrorism.
Series EE savings bonds sold through financial insrnutions will be specially inscribed with the legend
"Patriot Bond." The legend also will appear on Series EE bonds available at the Bureau of the Public
Debt's Savings Bond Direct website (
).
Series EE savings bonds, earn 90 percent of 5-year Treasury securities yields. The current rate in effect
through April 2002 is 4.07 percent. The bonds sell as half face value and are available In denominations
of $50, $75, $100, $200, $500, $1,000, $5,000 and $10,000.
Series EE bonds increase in value monthly and interest is compounded semiannually. Interest is exempt
from stale and local income taxes and federal tax can be deferred until the bond is redeemed or It slops
ea ming interest al 30 years. Bonds can be redeemed anytime after six months. A 3-month Interest
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This document is available in Adobe's Portable Document Format (PDF). Many
computers include the Adobe Acrobat Reader, which allows you to view PDF
files. You must have the Adobe Acrobat Reader, version 4.0 or later installed on
your PC to read this document. If you do not have the Acrobat Reader, it is free
to download and use from the
website.
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IF YOU DON'T REALLY UNDERSTAND
whars going on with bonds, you certainly
have company. The fact is, few investors are
completely at ease in the mirrored house of
bonds, where yields go up when prices fall
and good economic news is considered bad.
The tingo alone - coupons, strips, zeros, yield
curve - may make you feel that the best
course is one of blind faith .

User Options

But it's not as hard as rt seems. We've put
together this primer to answer the questions many investors have, starting with
the basic definitions and working up to the finer points of prices and yields.

1. "What's a bond7'
At its simplest, a bond is something very familiar-
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a loan .

For example, say you lend out $1 ,000 for 10 years in return for a yearly
payment of 5% interest. Here's how that arrangement translates into bondspeak. You didn't make a loan , you bought a bond, or a note. The $1 ,000 of
principal is the face value of the bond , the yearly interest payment is its coupon ,
and the length of the loan, 10 years, is the bond's maturity.
There's a good reason for the jargon. If you talk about lending money in these
terms, it's easier to think of a loan as something that can be bought or sold tike
any other security. Seen in this light, making a loan is no different in spirit from
buying a stock - ifs an investment.
Of course, unlike stocks, bonds promise to give you a specific return on your
investment. That makes them ideal for people who want to increase their wealth
without risking principal, such as a young couple planning to buy a house in two
years, or a family with teenagers who will soon head to college . It also makes
bonds a natural choice for retirees who want a guaranteed income from their
investments.
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2. Are bonds risky or safe?'
11

Just because bonds have a reputation as a conservative investment doesn't
mean they're always safe .
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To begin with , don't forget that not all loans are paid back. Companies , cities ,
and counties occasionally do go bankrupt. U.S. Treasury bonds alone are
considered rock solid . (In fact , economists even label the yield of the shortestterm U.S. bonds "the risk-free rate of return .")
Paradoxically, another source of risk for certain bonds is that your loan may be
paid back early, or "called." While that's certainly better than not being paid back
at all, it forces you to find another, possibly less lucrative, place to put your
money.
The main danger for buy-and-hold investors , however, is a rising inflation rate .
Sure , you're guaranteed to receive a fixed amount of money each year. But as
prices rise , that amount is worth less and less. Worse yet, with your money
locked away in that bond, you won't be able to take advantage of the higher
interest rates that are usually available in an inflationary economy.
Investors who sell their bonds before they mature can find themselves in even
hotter water: if interest rates have risen , they'll likely lose some of their principal.
(On the other hand, if the economy moves in the other direction , they can
realize capital gains far beyond the bond's coupon rate ; see the answer to "
" for more details .)
Now you know why bond investors cringe at cheerful headlines about full
employment and strong economic growth : These traditional signs of inflation
hint that bond investors may soon lose their shirts .

3. "What are the tax angles?"
Generally speaking , any type of government bond will include a tax break.
Because federal and local governments can't interfere with each other's affairs,
income from local government bonds (municipals , or simply munis) is usually
immune from federal taxes , and income from U.S. Treasury bonds is usually
free from local taxes.
Better yet, a local government will often exempt its own citizens from taxes on
its bonds , so that many munis are safe from city, state, and federal taxes. (This
happy state of affairs is known as being triple tax-free.) Of course , these breaks
come at a cost: because tax-free income is so enticing to high-income investors ,
triple tax-free munis generally offer a lower coupon rate than equivalent taxable
bonds .
These exemptions apply only to the interest paid by these bonds: Any capital
gain from selling a bond for more than its purchase price is fair game for the tax
collectors. And holders of corporate bonds are completely out of luck: city, state,
and Uncle Sam will all take their share from their earnings.

4. "How do I read a bond quote?"
Bond quotes follow a few quirky conventions . Most business sections of daily
newspapers (or financial Web sites) provide you with tables loaded with
information . Prices are given as percentages of face value, with fractions like
1/32 as the last digits, not decimals. For example, take a bond that has just
risen 8/32 to sell for 130 22/32. What it means is that an investor who bought
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the bond when it was issued at 100 could now sell it for a little more than a 30%
profit. The hefty premium over face value is explained by the entry In the "rate"
column : The bond's coupon of 11 7/8% is far above the current interest rates.
Typically , the last column on such tables shows the yield to maturity , which is an
interest rate summarizing the bond's overall investment value . (See the next
section for a fuller explanation .)
One final detail: Keep in mind that more specifics about individual bonds are
identified In shorthand. Abbreviations such as "m" means matured bonds, or
"clef' means called , so look for the definitions in a key or an area labeled "bond
tables explained ."

5. "How are prices and yields related?"
If you buy a bond at face value, its rate of return , or yield , is just the coupon
rate. But a glance at a table of bond quotes will tell you that after they're first
issued , bonds rarely sell for exactly face value. So how much is the yield then?
Take a $1 ,000 bond with a 5% ($50) coupo n that matures in the year 2012 . If
you manage to buy it for $800, you're getting two bonuses. First, you've
effectively bought a bond with a 6.25% coupon , since the $50 coupon is 6.25%
of your $800 purchase price. {The coupon rate adjusted for the current price is
the bond's current yield). And there's more: although you paid $800, in 2012
you'll receive the full $1 ,000 face value. A more accurate calculation of return ,
yield to maturity, takes the resultant $200 capital gain into account.
Since yield to maturity is difficult to figure by hand , we've included a calculator to
do it for you .
Yield to Maturity Calculator
Y'ield% E=.J
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Type in a price of 80 (meaning 80% of face value; see our explanation of
) and you'll see the yield rise from 5% to 7.98% . Notice that the lower
price is associated with a higher yield . That makes sense, just as buying a shirt
on sale gives you more value for your money.
What happens when rates fall? Say you bought that bond at a price of 80 when
it yielded 7.98% . Now suppose that rates drop to 7% . Type "7" in the yield box
of the calculator, and you'll see the price rise to about 85.9: over a 7% jump in
value.
Given that a rate drop of less than one percentage point can cause a 7% price
increase , you can appreciate why a 30-year bond can be a volatile investment.
(Keep in mind that the U.S. Treasury stopped selling 30-year bonds, however,
other issuers such as companies or municipalities, still borrow over 30-year
periods.) You can also see why bond traders - who must pay attention to the
subtlest fluctuations in yields - measure rate changes in tiny increments, or
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•
basis points, each equal to 1/100 of a percentage point.
Many investors, tempted by the possibility of quick profits, try to speculate on
falling interest rates - but ifs a tough game to play. Bonds are even trickier to
time than stocks. So unless you fancy yourself a bond expert, you should
probably be prepared to hold your bonds for the long haul, or consider a bond
mutual fund with an experienced pro at the helm.
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notes. and bonds directly from the federal government.
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•
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experience?
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