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Capital Group
BACKGROUND One of the world’s most experienced
and successful global investment management firms,
Capital Group Companies has provided quality service
and results for individual, corporate, and institutional
investors for more than 75 years. In an effort to inform

“

Cause Communications understood both the
project and how best to navigate our corporate
culture for the success of all involved.

”

Nick Durutta, Senior Communications Manager

and engage Capital Group employees, the company
enlisted Cause Communications to revitalize its leading
employee publication, the bi-weekly “Insights.”

STRATEGY In an effort to better understand the best use
for the publication, Cause Communications conducted
an in-depth audit to assess the publication’s strengths
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and weaknesses and identify opportunities to better
meet reader needs. We then used these insights to help
Capital Group leadership define specific objectives and
tailor content to resonate with readers. Our creative
team distilled these into a well-designed publication
that combined both text and data visualization tools to
improve readability and maximize impact.

What’s Inside

Once upon a time, the world of bond investing was quiet,
uncomplicated and fairly predictable — the domain of
well-to-do investors who took a passive approach to
investing. Today, however, the global bond market exceeds
the stock market in size, scope and sophistication.In
this issue of Capital Insights, we introduce you to fixedincome investing, which represents nearly 15% of Capital’s
client and shareholder assets under management.
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OUTCOME Since the launch of the newly redesigned
publication, the Capital Group has seen an astonishing
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25 percent jump in readership. With 7,500 associates

Where Capital invests bond assets
Local government
debt 8%

across offices in Asia, Australia, Europe, and North

Mortgage-backed
bonds 15%

communications reach and engagement among

However complicated financial wizards can ultimately
make them, at heart bonds are simply about borrowing
and lending.

employees across the organization.

The giant global bond markets that bring borrowers
and lenders together now exceed $33 trillion in
assets — more than double the global stock market
assets of $15 trillion. (What’s the difference between
a stock and a bond? If you buy a stock, or “equity
security,”you’re an owner. If you buy a bond, or
“fixed-income security,”you’re a lender.
)
The tendency of bonds to flourish when stock
markets are weak, and the income and growth
potential bonds can offer, help cushion portfolios
during equity market declines. The recent equity bear
market, the longest since World War II, has been
punctuated by high-profile corporate and accounting
scandals. This has piqued investor interest in bonds,
increasingly appreciated as a safe port in stormy
equity seas.

TACTICS

Capital experienced record bond-fund inflows last
year, most notably through the American Funds.
Shareholders poured $11 billion into American Fund
bond funds in 2002, making it the 5th largest
bond-fund manager in the U.S. Capital began
managing fixed-income funds in 1974, and that
experience has undoubtedly helped attract and
retain assets.

·· Communication strategy
Cover Photo:
LDO portfolio manager and currency analyst Mark Brett, left, gets
the word regarding exchange rates from currency bureau owner
Suneet Gulati.

As of June 30, 2003, 34 Capital analysts and
portfolio counselors/managers had invested over
$90 billion in fixed-income securities: more than
$75 billion for shareholders throughout the American
Funds and more than $15 billion for 175 Global
Institutional Group clients. Here, we introduce you
to the basics of bonds, starting at the beginning.

W hat’s in a name?

Company
debt 47%
Emerging market
bonds 5%

Like anything involving formulas and
spreadsheets, bonds can be intimidating.
The good news is that no matter how
foreign the language of bonds, you already
have a good intuitive sense of how they work.

significant improvement in Capital Group’s internal

·· Materials design and development

Investment-grade
corporate bonds 27%

Bonds 101

America, the increased readership represents a
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Individual
consumer
debt 18%

High-yield corporate
bonds 13%

Non-U.S.
developedmarket
bonds 4%

U.S. bonds 18%

National government
debt 27%

Borrowing

Lending

Bonds are born when a person or entity needs to
borrow money for an extended period of time.
Individual consumers borrow money to buy a car or
boat, for example, or to finance credit card purchases.
Loans for this purpose can be pooled together to form
asset-backed bonds. The largest amount of money
borrowed by individuals is for the purchase of homes.
Loans for this purpose can be pooled together to form
mortgage-backed bonds. In addition, federally
backed or sponsored entities (such as Fannie Mae
and Freddie Mac in the U.S.) issue governmentagency bonds, the proceeds of which are used to
help homeowners finance their mortgages.
Companies borrow money to finance expansion or
equipment modernization, for example. Loans for
these purposes are called corporate bonds.

State, city, county or town governments borrow
money to fund public projects such as schools,
highways, stadiums and water systems or to
supplement general budgets. Loans for this purpose
are called municipal bonds and are exempt from
federal, and often state, taxes.
To meet short-term cash flow needs, companies can
borrow from their bank or,like governments, issue
money-market securities.

Bonds — Long-term debt typically taken on
by a corporation, bank, credit card issuer,
government or government agency. These
entities issue bonds that mature in from
1 to 30 years, such as corporate bonds,
asset-backed bonds, mortgage-backed bonds,
Treasury bonds and municipal bonds. The
issuer must pay a predetermined, fixed or
floating amount of interest periodically and
repay the principal by the maturity date.

Total = Over $90 billion as of 6/30/03

Investors loan money in the form of an agreement
known as a bond. There’s generally no guarantee
of payback, so before investors agree to a loan,
they weigh a number of factors.

Sovereign risk — Lenders should carefully assess
the financial stability of the person or entity they are
lending to, which also applies to a government. In
countries outside the U.S., government actions such
as currency adjustment, excess government spending
and federal debt restructuring can lower bond values.

Interest rate risk — Potential bond investors spend a
lot of time trying to figure out whether interest rates
will go up or down because of the following simple
relationship: bonds issued when interest rates are
high generally increase in value when interest rates
fall, because bonds that earn a higher interest rate
than the market currently pays are more attractive.
Conversely, bonds issued when interest rates are
low tend to decrease in value when interest rates rise.

Currency risk — Some foreign investments can
produce attractive returns, but when the return
is converted back into the lender’s currency, an
unfavorable exchange rate can cancel out the
gain or even result in a loss. Investors determine
acceptable exposure to currency risk by evaluating
factors such as political stability, capital investment
flows, trade deficits and international competition.

Credit risk — Several independent agencies, such as
Standard and Poor’s and Moody’s Investors Service,
evaluate bonds and publish ratings that estimate
the likelihood that the borrowers will repay the
obligations. AAA, AA, A and BBB-rated bonds are
considered relatively safe investment-grade bonds
the issuer is likely to repay. BB, B, CCC, CC and
C-rated bonds are considered relatively risky high-yield
bonds, also known as junk bonds. Investors in
high-yield bonds demand a higher return on their
investment to compensate for the higher risk that
the borrower may “default” — in other words, fail
to pay interest or repay the loan as promised.

National governments borrow money to fund budget
deficits or refinance debt it is time to pay off. Loans
for this purpose are called government bonds, also
known as sovereign bonds.

“Fixed income” is a broad category that
includes a variety of interest-paying securities.
Fixed-income securities can be long-term
(bonds) or short-term (money-market
securities). The terms “fixed income” and
“bond,”however, are often used interchangeably.

Convertible
bonds
7%

Money market securities — Short-term debt
that matures in one year or less, such as
Treasury bills (“T-bills” in the U.S.), corporate
“commercial paper” and bank certificates of
deposit (“CDs”). Money-market securities are
often called “cash equivalents” because they
are highly liquid,meaning they can be quickly
converted into cash.
Convertible securities — Corporate bonds that
can be exchanged for the company’s stock
on a predetermined date at a predetermined
price instead of getting back the purchase
price of the bond at maturity. Convertibles
generally appeal to investors who think the
company issuing the bonds is growing and
the price of its stock will eventually go up.

Liquidity risk — Liquidity is a measure of how easy
it is to trade a security. Some fixed-income securities in
the secondary (resale) market can be relatively illiquid,
meaning there aren’t enough interested buyers due to
factors such as the relatively small size of the sector or
unfavorable interest rate expectations.

Structural risk — Each fixed-income security has
its own unique structure, including the term of the
obligation, potential for early repayment and likelihood
of repayment if the issuer goes bankrupt. Bonds with
long maturities expose investors to more interest rate
fluctuation and the threat of returns neutralized by
inflation. Callable bonds can be repaid before maturity,
which often leaves the investor with cash to reinvest
in an unattractive market. Bonds subordinated to
other debt may get repaid last, or not at all, if the
issuer can no longer meet its financial obligations.
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CRMC fixed-income portfolio counselors Abner Goldstine, left, and Neil Langberg share perspectives to ensure
overall portfolio balance.

Finding needles
in the bond haystack
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funds for new enterprises. According to CRMC portfolio
counselor David Hoag, high-yield bonds issued by
such municipalities are often unrated, and financial
statements of municipal issuers contain nowhere near
the detail found in corporate disclosure. Filling in
the gaps often requires phone calls, meetings with
management, on-site inspections and cross-referencing
with other professionals.

While some ten thousand stocks are listed in equity markets
around the world, there are close to four million bonds from
which to choose. How do we do it?
Finding the needles in the huge bond-market haystack
requires our investment professionals to anticipate
changes — in the bond market as a whole, in
specific parts of the market and in individual
securities — before those changes are perceived
by other investors. Sorting through the volume
and diversity of available securities requires time and
attention to detail. According to Capital Research
and Management Company fixed-income portfolio
counselor David Barclay, “the process is driven by
fundamental research. This helps us assess risk
and find value for our fixed-income portfolios.”

insights

Developing educated estimates

Perhaps the most critical task in fixed-income
research is developing an outlook for interest rates.
Since changes in interest rates affect the prices of
all fixed-income securities, our bond analysts and
portfolio counselors consult regularly with Capital
economists, bond traders and equity analysts
covering industries heavily impacted by changes
in interest rates — such as finance, utilities, real
estate and insurance.

Seeing the whole picture

Understanding today’s complex debt markets requires
keeping a close watch on credit supply and demand,
and continually monitoring changes in fiscal and
monetary policy.“The pace of economic growth, the
rate of inflation, the strength of corporate profits and
Federal Reserve policy all impact bonds,” explains
Capital Strategy Research economist Darrell Spence.
“Each factor will affect different types of bonds in
different ways. For example, strong growth may be
good for corporate bonds, but bad for Treasury bonds.
“In addition, global developments are increasingly
important to every country’s bond market because of
their impact on the economy, trade and capital flows,
and currency movements.” Just over 50% of all global
fixed-income investments are denominated in U.S. dollars,
another 20% in the euro, and 16% in Japanese yen.
The research effort encompasses not only quantitative
analysis — the “number crunching” traditionally
associated with bond investing — but also a more
qualitative knowledge of how global events might
influence different types of bonds. “W e meet with
people like finance ministers, central bank governors,
top economic officials, labor union representatives
and politicians,” says Kirstie Spence, a Capital
International Research Inc. emerging markets debt
analyst. “These people set the national economic
policies that drive bond markets.”

Everything you
wantedto know
aboutbonds
To determine the likely path of interest rates, analysts
monitor economic measures such as the inflation rate
and inflationary expectations, industrial output, capital
spending, inventory levels, unemployment statistics,
personal income and savings rates, housing starts,
auto production and retail sales. They also try
to judge how much the U.S. Federal Reserve will
encourage or restrain banks’ willingness to provide
credit to businesses and consumers.

“Good credit research in many ways looks a lot like
good stock research,” notes Abner Goldstine, a CRMC
fixed-income portfolio counselor. “That means going
beyond static balance-sheet analysis and looking at
industry developments, management skills, future
earnings and cash flow to determine the issuer’s
ability to pay investors interest on an ongoing basis
and repay the principal at maturity.”
Fundamental research also means weighing the
prospects for different industries and looking at
relative values among various market sectors. While
corporate and federal government debt dominate
the global market, local government and individual
consumer debt add substantial value for Capital’s
fixed-income clients and shareholders.
The market for mortgage debt taken on by homeowners
has been booming, and shrinking tax revenues, aging
infrastructure and heightened airport security have
prompted a rush to the market by a host of local
governments seeking to refinance old debt and secure
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Globalization has broadened investment possibilities
but it, too, complicates the investment process. The
sheer diversity of options can be daunting.

According to GIG portfolio manager and emergingLeveraging Capital’s breadth of knowledge gives us
markets debt analyst Laurentius Harrer, most
a competitive advantage. Internal information flow
emerging markets have gradually been developing
adds value to both our stock and bond research
more stable economic frameworks that make investing
effort. “In some investment management firms,” says
in them more attractive. “Since Russia defaulted in
David, “the equity and fixed-income analysts don’t even
1998, for example, it has been on a very dramatic
know each other, but ours routinely share information
trend of improvement in economic fundamentals,”
and go on company research visits together. The
he says. “In the bond market today, the perceived risk
bond analyst usually spends more time focusing on
of emerging-market debt investment is too high, higher
the balance sheet and cash flow, while the stock
than the actual risk, so it therefore offers tremendous
analyst may pay more attention to the income
potential value.”
statement and earnings. When we get back to the
office, we’re able to overlay those two perspectives,
Global
Summer
2003 bonds have the added complication of currency
which gives us a better overall pictureFixed-income
of the company.
”
risk as well as exposure to different interest rate and
budget cycles. CSR analyst and portfolio counselor
Expanding options
Mark Brett helps assess portfolios with an eye
Bonds aren’t traded like stocks, on exchanges such
toward minimizing exposure to currency declines.
as the New York Stock Exchange. Bonds are generally
“W e look hard at tradeoffs,” he says, “to determine
traded “over the counter,” which means that dealers
whether the risk portfolio managers are taking, and
around the world connected by highly sophisticated
the potential for increased volatility,is truly justified
computer networks (“counters”) buy bonds directly
by the potential for greater returns.”
from issuers and then resell them to other dealers

Uncovering strengths and weaknesses

Q: H ow much doesfixed-income research
relyon numbers
?

Yield — Current yield is the annual percentage
of interest an investor would earn if buying a
bond at its current price. Yield to call is the
annual rate of return received if the issuer
calls, or repays, the bond before maturity.
Yield to maturity is the total return received
by holding a bond until it matures. It equals
the interest received from the time of purchase
until maturity, plus any principal gain (if the
bond was purchased below its face value —
at a discount) or loss (if it was purchased
above its face value — at a premium).
Yield spread — The difference between the
yields of two securities. Spreads are used
to compare the value of similar bonds with
different maturities or credit ratings, or from
different sectors.
Duration — A measure in years of a fixedincome security’s sensitivity to interest rate
changes, based on the timing of interest
payments and principal repayment. For two
bonds maturing at the same time, the bond
that pays return more quickly (due to higher
regular coupon payments) exposes the investor
to potential interest rate fluctuation over a
shorter period of time (“shorter duration”)
and is therefore less risky. This underscores
the fact that long-term bonds are much riskier
with respect to interest rate changes than
short-term bonds.

Bond building
blocks

To determine each bond’s true worth, we get to know
the issuer — a company, country, city or county —
inside and out. Our analysts thoroughly examine each
issuer’s credit standing. Moody’s Investors Service,
Standard & Poor’s and other organizations publish
GIG portfolio manager and U.S. mortgage- and asset-backed bond analyst:
When a borrower pays back a loan in the
credit ratings for each issuer that serve asMichael
a startinLocke,
g
it’s
form of a bond, two things are being paid:
point for Capital’s analysts. The challenge iWhether
s to unco
ver designing a computer or researching a bond, numerical tools make things simpler.You’ve
the interest — the fixed or adjustable fee the
bonds that may be misrated or mispriced.got factors that can counteract one another and you have to quantify each of them to know what the
net effect will be. That being said, if you just take a strictly numbers-based approach to it, you can
lender is paid over the course of the loan for
make a whole lot of bad decisions. Take mortgage-backed securities: Basically, a bunch of people go
the use of the money, and the principal —
out and buy houses with mortgages from the bank,and these mortgages get combined into big pools
the amount of the original loan that is repaid
of debt that the bank sells in the bond market. The behavior of each bond under different interest rate
at maturity, the end of the loan period.
fixed-income portfolio
manager
Louise
,left, debates
the merits of
conditions ultimately
comes convertible
back to individual
making decisions. In order to LAOknowWif
Analyzing
this
cashMoriart
flowyhelps
investors
GVO global
securities human
analystbeings
Andre Miszczuk,
a potential
CRMC corporate bond trader Fran Beale and CRC
newhave
bond to
issue
with Bertrand
or not,awe
figure
out how Collomb,
many of those people would be like
ly to investment with
the bond is a goodleft,
dealdiscusses
determine
which bonds offer the best value.
corporate bond analyst Ellen Carr.
Chairman
in the
refinance their mort
gage ifof
inthe
terelargest
st ratescement
went company
down. We
useworld.
models to make our thinking more rigorous,
and then we use our intuition to play with the assumptions of the model.
John Smet, CRMC fixed-income portfolio counselor: It’s always a good time for investors to make sure they have
Principal (a.k.a. face value or par value) —
a bond component in their portfolios because bonds tend to do well when the stock market hits a rough patch like
The amount a lender (investor) pays for
it has in the past few years. Bond returns typically are less volatile than stock returns because the interest income
a newly issued bond. Most corporate bonds
bonds deliver helps offset price fluctuations. While stocks will do better than bonds over long periods of time,
have a minimum face value of $1,000,
there will be periods when stocks go down and you don’t have enough time to recoup your losses. For example,
municipal bonds $5,000 and federal
Ellen Carr,CRC high-yield bond analyst: Capital does invest in “junk” bonds, also known as high-yield
if your child is in high school and you’re saving for college, or if you are close to retirement, you want to be
government bonds $10,000. Bonds tend
bonds. Two types of companies tend to issue high-yield bonds — small companies in high-growth mode
especially sure your portfolio is diversified so your down-side risk in the short term is reduced.
to fluctuate in price after they are issued,
and “fallen angels,” more established companies experiencing hard times. For example, as a retail
but the original principal must be returned
analyst, I cover Petco, a small company that has a good operating model but is using most of its cash
to the lender by maturity.
to help the company grow. Companies in this phase don’t have solid credit ratings, so they need to issue
Interest (a.k.a. coupon) — The annual fee
bonds that pay a relatively high yield to attract financing. JCPenney, a fallen angel, used to be investment
a lender charges a borrower (issuer) for the
grade but has been downgraded so it, too, needs to offer higher yield to entice investors. If we think such
Jeff Brown, CGTC Personal Investment Management portfolio manager: Often the value of a bond is not just in
use of money, expressed as a percentage
a company is still a good long-term value, we can take advantage of the opportunity. The balance sheet
the strength of the company and its management, earnings and growth prospects; it’s also in the structure of the
of the principal. Bonds issued when market
for a typical junk-rated company has bank debt, then high-yield bonds, then stocks beneath that. So
bond itself. It’s not like owning shares of a company, where your share is just like everyone else’s — a bond can
interest rates are high become increasingly
stocks can actually be the riskiest investment category, because if something goes wrong, banks and
be structured any number of ways. For instance, a company may offer a 30-year bond, but with the caveat that it
valuable when interest rates fall. That’s
bondholders will get paid back before stockholders get anything.
is subject to a “call,”or repurchase at face value on a certain date if the issuer chooses. So you need to figure out
because investors are willing to pay more
what a fair price for the bond would be given the possibility of that buyback. You also need to look at where the
than the face value of a bond that earns 10%
bond falls in the debt structure of the company. In other words, if a bankruptcy occurs, would your loan get paid
interest, for example, if the current market’s
back first or last, when there might be nothing left?
interest rate is only 6%.
“The most difficult thing about fixed-income research
istrying to figure out which way interest rates are going,”
acknowledges CRMC fixed-income portfolio counselor
John Smet.“There’s so much input to evaluate and
synthesize. All you can do is make a best estimate
of the general direction of interest rate movement —
and find undervalued securities you think will do
well, given your assumptions about whether rates
will go up or down.”

M easuring risk
and return

and investors. While this complicates the process
of buying bonds, it also allows Capital’s bond traders
to take advantage of pricing differences by keeping
a watchful eye on the market.

Capital’s investment professionals answer
commonly asked questions about fixed income.

Q: Is now a goodtime to invest in bonds?
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Q: D oes Capital investinjunk bonds?

The British Treasury is an important stop on the research
trail of U.K. fixed-income analyst Kevin Adams.

Q: H ow do individual bonds differ?

Q: W hat is municipal bond researchlike?

Q: H ow doyou manage the risks ofbond investing?
W esley Phoa, CSR quantitative analyst: Lately, more and more clients have become concerned about risk —
how well we understand it and how well we manage it. Over the past five or six years, we have invested heavily
in technology that helps us limit risk in areas such as order placement, trading, compliance, portfolio reporting
and scenario analysis. These systems and quantitative analysis help portfolio counselors and analysts manage risk
at the portfolio level by illustrating the risks embedded in a portfolio and how those risks interact. We can run a
scenario, for example, on a specific type of recession to see what it would imply for interest rates in general and
for different sectors like mortgage-backed securities or corporate bonds, all the way down to specific securities.

PORTFOLIO MANAGERS/COUNSELORS
AND ANALYSTS QUOTED ABOVE
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John Smet

Jeff Brown

W esley Phoa

David Hoag, CRMC fixed-income portfolio counselor and analyst: Researching municipal bonds
is as much an art as it is a science. For example, there’s a green stretch of land someone says
they’re going to put a toll road on because they think people will pay to drive on it. We evaluate
computer models to look at how hundreds of inputs such as the growth of business in the area
and traffic on other routes will relate to how many people would choose to take the new road,
given a proposed cost and the value of their time. We also make extensive use of our library to
study the fundamentals from various angles and get to know the people involved in running the
project. Have they run into problems in the past? Have they filed bankruptcy or been convicted
of a crime? Thorough analysis gives us a better sense of all the parameters relevant to each
investment decision.

Michael Locke

Ellen Carr

Maturity — The date a bond’s principal and
final interest payment must be paid to the
investor. Usually, the longer the maturity, the
greater the price volatility. If a bond is re-sold
before maturity, it may be worth more or less
than the original price. If the bond is worth
more than its face value, it’s said to be trading
at a premium. If worth less than the original
face value, it is said to be trading at a discount.

David Hoag
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Global credits analyst and portfolio manager Thomas Hogh, left,
gets a morning update on bond market activity from LDO trader
Neil Campbell.
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