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Corporate Bonds
Corporate bonds are debt obligations issued by public and private corporations. This means when investors buy 
corporate bonds, they are lending money to the company issuing the bond, and in return, the company makes 
a legal commitment to pay interest on the principal and, in most cases, to return the principal when the bond 
matures. Companies issue bonds to raise money for many reasons, including buying new equipment, investing 
in research and development, buying back their own stock, paying shareholder dividends, refinancing debt, and 
financing mergers and acquisitions.

There are two classifications of corporate bonds – investment-grade and non-investment grade (also known 
as high-yield bonds or junk bonds). Credit rating agencies (Moody’s, Standard & Poor’s and Fitch) determine 
if a company’s bonds are investment grade or non-investment grade by assigning credit ratings to them after 
evaluating the risk that the company may default. Investment-grade bonds are considered less likely to default 
on payment of interest and principal compared to non-investment grade. Non-investment grade bonds generally 
offer higher interest rates to compensate investors for the greater risk.

There are three main types of corporate bonds: fixed-rate bonds, floating-rate bonds and zero-coupon bonds. 
Each type of bond has different characteristics.

Fixed-Rate Bonds | Many bonds pay a fixed rate of interest called coupon payments throughout their life. The 
interest rate associated with the bond is called the coupon rate. A fixed coupon rate means the coupon payments 
stay the same regardless of the changes in the market interest rates.

Floating-Rate Bonds | These bonds pay adjusted payments based on changes in market interest rates. Floating 
rates are based on a bond index or other benchmark. For example, the floating rate may equal the interest rate on 
a certain type of Treasury bond plus a certain percentage.

Zero-Coupon Bonds | Zero-coupon corporate bonds, or “zeros,” provide no coupon or periodic interest payments 
to the bondholder. Instead, the bondholder receives one payment at maturity which is equal to the principal plus 
interest earned, compounded semiannually. Zeros are sold at a substantial discount from the face amount of the 
bonds. Market prices of zero-coupon corporate bonds tend to be more volatile than bonds that pay interest regularly.1
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Northwestern Mutual Investment Services, LLC (NMIS) periodically prepares information for its clients on a variety 
of securities-related topics. This document is meant to provide clients with important information about corporate 
bonds. This material is not intended as an endorsement or recommendation of any particular investment or security.

1 One reason for this volatility is that zeros have longer durations than coupon bonds with the same maturities.
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Additional Corporate Bond Features
Callable Bonds | Callable bonds are corporate bonds that give the issuer the ability to redeem (or call) the bond 
before the bond matures. There is usually a premium paid to the bond owner when the bond is called. The 
primary reason an issuer may call a bond is a decline in interest rates. If interest rates have declined since the 
bond was issued, the company will likely want to refinance this debt at a lower interest rate. Callable bonds create 
a call/redemption risk for investors that is discussed below, and because of this, callable bonds generally offer 
higher interest rates.

Convertible Bonds | A convertible bond can be converted into a predetermined amount of the issuer’s equity 
at certain times during its life. They are essentially bonds with a stock option. Convertible bonds act the same as 
normal corporate bonds, but in this case, the bondholder has the ability to decide if he or she wants to convert 
the bonds into shares of the company’s stock. These types of bonds are attractive to certain investors because 
the investor has the ability to take part in the movement of a company’s stock price. Convertible bonds are 
attractive to companies because when the bondholder converts his or her bonds, the company does not need to 
pay the remaining interest payments or the principal upon maturity.

Risks
The level and type of risk associated with corporate bonds may vary significantly from one corporate bond to 
another. No investment strategy can guarantee a profit or protect against loss, including loss of principal. The 
following risks should be considered when purchasing any corporate bond:

Liquidity | The risk that bondholders may not be able to sell bonds at the time and price they choose. When a 
bond is liquid, it may be sold in the market before maturity at a price at or near the principal amount of the bond. 
When concerns about the issuer arise, the market may no longer offer to purchase the bond at a price at or near 
the principal amount, resulting in less liquidity for the bondholder.

Interest Rate | The risk that changes in interest rates may reduce (or increase) the market value of bonds. If 
interest rates increase, the market value of a bond will typically decrease; and if interest rates decrease, the 
market value will typically increase. Generally, the longer the maturity of bonds, the more sensitive the bonds 
market value becomes to interest rate changes. Investments with longer maturities will be affected more by 
interest rate changes than those with shorter maturities. This is also referred to as duration risk.

Call/Redemption | The risk that the issuer may call the bond at a time when interest rates available on other 
available investments are lower than the rate the bondholder is being paid. If called, the security will be redeemed 
at the call price.

Reinvestment Rate | The risk that interest rates may be lower at the time of maturity or call than interest rates at 
the time of the original purchase. As a result, other investments available to the investor at the time of maturity 
or call may not yield a rate of return similar to that at the time of the original purchase.
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Credit/Default | The risk that the issuer will be unable to pay the interest or principal on their debt obligation or 
otherwise become insolvent.

Market | The risk that a corporate bond’s value will decrease due to factors that affect the overall performance  
of the financial markets. It is also referred to as systematic risk.

Inflation | The risk that the general rise in the prices of goods and services will cause a decline in purchasing 
power. Over time, the amount of money received on a bond’s interest and principal payments will have less 
purchasing power.
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