A Customer Buys $100,000 Of A New Issue 30
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Understanding the Purchase of a 30-Year General
Obligation Bond at 80

A Customer Buys $100,000 Of A New Issue 30 Year General Obligation Bond At 80. At
Maturity The Customer is an introductory scenario that highlights a common investment in
municipal bonds. This transaction involves a customer purchasing a newly issued 30-year general
obligation (GO) bond at 80, which signifies an 8% price (since bonds are typically priced as a
percentage of par value). To fully comprehend what this means for the customer at maturity, it’s
essential to explore the fundamentals of GO bonds, the implications of purchasing at a discount, and
the eventual payout upon maturity.

What Is a 30-Year General Obligation Bond?

Definition and Characteristics

A 30-year general obligation bond is a municipal security issued by state or local governments to
finance public projects such as schools, roads, or infrastructure. These bonds are backed by the full
faith and credit of the issuing authority, meaning they are secured by the issuer’s taxing power.

Key features of GO bonds include:

- Long-term debt with a 30-year maturity period

- Backed by the issuer’s taxing authority

- Typically considered safe investments due to government backing

- Often tax-exempt at the federal level, and sometimes at state and local levels

Purpose of Issuance

Governments issue GO bonds to fund large capital projects that benefit the community, such as:
- Building or renovating schools

- Developing transportation infrastructure

- Improving public safety facilities

- Enhancing public utilities



Pricing and Purchase of the Bond at 80

Understanding Bond Pricing

When a bond is issued at 80, it means the bond is priced at 80% of its face value (par value). Since
the face value is typically $100,000, purchasing at 80 translates to:
- Purchase Price = 80% of $100,000 = $80,000

This indicates the investor paid less than the bond’s face value, which can influence the overall
return on investment.

Reasons for Purchasing Below Par

Investors may buy bonds at a discount (below par) for several reasons:
- Anticipation of rising interest rates

- Market perception of the issuer’s creditworthiness

- Specific investment strategies seeking higher yield

- Market supply and demand dynamics

Financial Implications at the Time of Purchase

Initial Investment

In this case:
- The customer invests $80,000 to purchase the bond
- This is a discount purchase, as the bond’s face value is $100,000

Yield to Maturity (YTM)

The yield to maturity is a key concept, representing the total return the investor can expect if the
bond is held until maturity. It accounts for:

- The purchase price

- The face value

- The coupon interest payments

- The time remaining until maturity

Because the bond was bought below face value, the YTM will be higher than the bond’s coupon rate,
providing a potential for increased total return.

Coupon Payments and Interest Income



Understanding Coupon Rates

Most GO bonds pay a fixed interest rate, called the coupon rate, typically expressed annually or
semi-annually. For example:

- Coupon Rate: 4%

- Annual Coupon Payment: 4% of $100,000 = $4,000

Impact of the Discount Purchase

Since the bond was purchased at 80, the investor’s annual coupon payments remain the same, but
their effective yield is improved because they paid less upfront.

At Maturity: What Does the Customer Receive?

Redemption of the Bond

At maturity, the issuer repays the bondholder the bond’s face value, which in this case is $100,000.
The key points include:

- The customer receives $100,000 at the end of 30 years

- The bond’s coupon payments have been made periodically throughout the bond’s life

- The original purchase price was $80,000, resulting in a capital gain of $20,000

Total Return Calculation

The total return for the customer over 30 years includes:
- Total coupon payments received: 30 years x $4,000 = $120,000
- Capital gain: $20,000 (difference between face value and purchase price)

Therefore, the total amount received at maturity is:
- $100,000 (face value) + total coupon payments ($120,000)

Implications for the Investor

The investor’s return comprises:

- Regular income from coupon payments

- Capital appreciation due to buying at a discount
- The safety of principal repayment at maturity

Tax Considerations and Benefits



Tax-Exempt Status

Most municipal GO bonds are exempt from federal income tax, and in some cases, state and local
taxes, making them attractive to investors in higher tax brackets.

Tax Advantages for the Customer

By investing in a GO bond, the customer could benefit from:
- Reduced tax liability on interest income
- Enhanced after-tax yield compared to taxable bonds

Risks Associated with Long-Term GO Bonds

Interest Rate Risk

Long-term bonds are sensitive to interest rate fluctuations. Rising rates can lead to a decline in bond
prices if sold before maturity.

Credit Risk

Although GO bonds are generally considered safe, there’s always a risk that the issuing government
might face financial difficulties, impacting bond repayment.

Inflation Risk

Over 30 years, inflation could erode the purchasing power of fixed interest payments.

Summary: What Does the Customer Receive at
Maturity?

Key Takeaways

- The customer will receive the full face value of $100,000 at maturity.

- The initial investment of $80,000 was at an 80 price, providing a built-in capital gain.

- Over the life of the bond, the customer earned periodic coupon payments, which are generally tax-
exempt.

- The total return combines the coupon income and capital appreciation.

- The bond’s safety, long-term nature, and tax advantages make it a popular choice for conservative
investors seeking steady income.



Final Thoughts

Investing in a 30-year general obligation bond at 80 can be a strategic move for investors looking for
tax-efficient income and safety of principal. Understanding the bond’s purchase price, coupon
payments, and maturity payout helps investors assess the true value and potential returns of such
investments. As always, investors should consider their risk tolerance, investment horizon, and tax
situation when incorporating municipal bonds into their portfolio.

Conclusion

A purchase of $100,000 of a new issue 30-year GO bond at 80 offers a compelling opportunity for
investors to secure long-term, tax-advantaged income while benefiting from capital appreciation at
maturity. The key to maximizing this investment lies in understanding the bond’s pricing, interest
payments, and risks. With proper analysis, municipal bonds can serve as a cornerstone for a
diversified, income-focused investment strategy.

Frequently Asked Questions

What does it mean when a customer buys a $100,000 30-year
general obligation bond at 80?

It means the customer paid 80% of the bond's face value, which is $80,000, to purchase the bond,
expecting to receive $100,000 at maturity after 30 years.

How does purchasing a bond at 80 affect the yield and return
for the customer?

Buying the bond below par (at 80) generally results in a higher yield to maturity compared to the
coupon rate, offering the customer potentially higher returns over the bond's lifespan.

What is the significance of the bond being a 30-year general
obligation bond?

A 30-year general obligation bond is a long-term municipal bond backed by the issuing government's
taxing power, indicating a stable investment backed by public funds.

At maturity, what does the customer receive from the bond?

The customer receives the bond's face value of $100,000, assuming the issuer has met all obligations
and there are no default issues.

What factors could influence the bond's value at maturity



compared to the purchase price?

Factors include changes in interest rates, the issuer's creditworthiness, inflation, and market
demand for municipal bonds over the 30-year period.

How does the initial purchase price at 80 impact the overall
return on the bond?

Purchasing at 80 means the initial investment is less than face value, which can increase the
effective yield and overall return if the bond is held to maturity.

Are there any risks associated with holding this bond until
maturity?

Yes, risks include issuer default, changes in interest rates, inflation eroding purchasing power, and
potential changes in tax laws affecting municipal bond benefits.

What tax considerations should the customer be aware of with
a general obligation bond?

Generally, the interest earned on municipal bonds is exempt from federal income tax and sometimes
state and local taxes, but it's important to verify specific tax treatment based on the customer's
location.

Why might an investor choose to buy a bond at a discount
(like 80) instead of at par (100)?

Buying at a discount can increase the overall yield, providing higher returns if held to maturity,
especially if the investor believes the issuer will meet its obligations and interest rates remain
stable.

Additional Resources

A Customer Buys $100,000 Of A New Issue 30 Year General Obligation Bond At 80. At Maturity The
Customer

In the complex landscape of municipal finance, individual investors seeking long-term, stable income
often turn to municipal bonds, particularly General Obligation (GO) bonds issued by municipalities to
fund essential public projects. Recently, a customer purchasing $100,000 worth of a new issue 30-
year GO bond at 80 exemplifies the strategic decisions and considerations that underpin such
investments. This article offers an in-depth analysis of this transaction—from the initial purchase to
the bond's maturity—highlighting the intricacies of bond pricing, yield dynamics, risk factors, and
the long-term implications for the investor.



Understanding the Basics: What Is a 30-Year General
Obligation Bond?

Definition and Characteristics

A General Obligation (GO) bond is a type of municipal bond backed by the full faith, credit, and
taxing authority of the issuing municipality. Unlike revenue bonds, which are secured solely by
specific revenue streams from projects like toll roads or utilities, GO bonds are supported by the
taxing power of the issuer, making them generally perceived as safer investments.

Key features include:

- Term Length: Typically 20 to 30 years, offering long-term capital for public projects.

- Security: Backed by the issuer's ability to levy taxes, which provides a high degree of security.
- Use of Proceeds: Funds are used for infrastructure such as schools, roads, and public safety
facilities.

Why Investors Favor 30-Year GO Bonds

The 30-year maturity offers a predictable income stream over a substantial period, making these
bonds attractive for:

- Retirement planning

- Long-term institutional investors

- Tax-advantaged income seekers (especially if the bonds are tax-exempt)

The Purchase Price and Its Implications

Understanding the Price: Buying at 80

The customer purchased the bond at 80, which refers to 80% of its face (par) value. Given the face
value is typically $1,000 per bond, a $100,000 investment would comprise 100 bonds (since
$100,000/$1,000 = 100 bonds).

Purchase specifics:

- Total face value: $100,000

- Purchase price per bond: $800 (80% of $1,000)

- Total purchase price: $80,000 (80% of $100,000 face value)

This indicates the investor acquired the bonds at a discount—below their face value.



Why Buy at a Discount?

Purchasing bonds below face value can be advantageous:

- Higher Yield: The effective yield (discussed later) is higher than the coupon rate.

- Potential for Capital Appreciation: If the bonds are held to maturity, the investor gains the full face
value, realizing a gain.

- Market Conditions: The discount might reflect prevailing interest rate environments, credit ratings,
or market sentiment.

Coupon Rate and Yield: How They Interact

Understanding Coupon Rate

The coupon rate is the fixed annual interest payment expressed as a percentage of the bond’s face
value. For example, if the coupon rate is 5%, each bond pays $50 annually ($1,000 5%).

Note: The coupon rate at issuance often correlates with prevailing interest rates, but market prices
fluctuate based on changing rates and perceptions.

Calculating the Coupon Payment

Assuming a typical scenario:

- Coupon rate: 5%

- Annual coupon payment: $50 per bond

- Total annual income: $50 100 bonds = $5,000

Yield to Maturity (YIM): The Critical Metric

Since the bonds were purchased at 80 (i.e., at a discount), the YTM—the total return if held to
maturity—becomes a key figure. It incorporates:

- The annual coupon payments

- The capital gain (from the $800 purchase price to the $1,000 face value)

- The time remaining until maturity (30 years)

YTM Calculation Highlights:

- When bonds are purchased below face value, YTM exceeds the coupon rate.

- Over 30 years, the investor will receive annual coupon payments and the full face value at maturity,
leading to an effective yield that compensates for the initial discount.

Approximate YTM formula:

\[

YTM \approx \frac{C + \frac{F - P}{N}}{\frac{F + P}{2}}
\]

where:



\(C\) = annual coupon payment
-\(F\) = face value ($1,000)
-\(P\) = purchase price ($800)
-\(N\) = years to maturity (30)
Applying this:

\[

YTM \approx \frac{50 + \frac{1,000 - 800} {30} } {\frac{1,000 + 800} {2} } \approx \frac{50 +
6.67}{900} \approx \frac{56.67} {900} \approx 6.3\%
\]

Thus, the approximate yield to maturity is around 6.3%, higher than the coupon rate, reflecting the
premium for buying below face value.

The Maturity and What It Means for the Investor

Maturity At 30 Years: Implications

A 30-year maturity means the investor holds the bond for three decades, during which:
- The bond pays fixed interest annually
- The principal is returned at the end of the term

Long-term benefits include:

- Stable, predictable income

- Potential tax advantages if the bonds are tax-exempt
- Preservation of capital if the issuer remains solvent

Risks include:

- Interest rate risk: Rising rates can decrease bond prices

- Credit risk: The issuer's ability to meet obligations over 30 years
- Inflation risk: Real purchasing power may erode over time

At Maturity: The Customer’s Position

Upon maturity:

- The customer receives the full face value of $1,000 per bond

- Total principal returned: $100,000

- Total interest received depends on the coupon rate and payment schedule

If held to maturity, the investor's effective yield aligns closely with the YTM, assuming no default.



Long-Term Investment Considerations

Risk Analysis

Investing in a 30-year GO bond involves balancing benefits against inherent risks:

- Default risk: Generally low for strong, creditworthy municipalities

- Interest rate risk: The longer the maturity, the more sensitive the bond's price is to rate
fluctuations

- Tax considerations: Many municipal bonds are tax-exempt, enhancing after-tax returns

Potential Benefits

- Stable income stream: Fixed coupon payments provide predictability
- Tax advantages: Often exempt from federal income taxes and sometimes state and local taxes
- Capital appreciation: Discount purchase allows for capital gains if held to maturity

Potential Drawbacks

- Market risk: Bond prices fluctuate with interest rate changes
- Inflation risk: Fixed payments may lose purchasing power
over time

- Liquidity risk: Long-term bonds may be less liquid, especially
in stressful market conditions

Conclusion: Strategic Insights for the Investor

The decision of a customer to buy $100,000 of a new issue 30-
year GO bond at 80 reflects a well-considered approach to
long-term municipal investing. By purchasing at 80, the
investor secures a discounted price, leading to an effective
yield of approximately 6.3%, which surpasses the nominal
coupon rate. The long-term nature of the bond offers stability
and predictable income, making it suitable for retirement



planning or tax-sensitive portfolios.

However, investors must remain vigilant about interest rate
movements, creditworthiness of the issuing municipality, and
inflation trends. Holding the bond to maturity ensures the
return of principal and the realization of the calculated yield,
assuming no default occurs. As with any fixed-income
investment, diversification and ongoing assessment of market
conditions are essential strategies to optimize long-term
gains.

In sum, this transaction exemplifies prudent municipal bond
investing—balancing the benefits of long-term income, tax
advantages, and capital appreciation against the risks
inherent in extended maturities. For investors with a steady
risk appetite and a focus on capital preservation and income
stability, such a purchase can form a cornerstone of their
financial strategy.
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