
Some investors avoid buying premium bonds under the perception that in 
paying a price greater than par and receiving only face value at maturity, 

they are incurring a loss on their investment.  The following article refutes 
the fallacy that premium bonds are a losing investment, and explains how 
municipal bonds purchased at a discount may incur unfavorable tax treatment.

 Consider a 10-year bond priced at $110.  If an investor purchases and then holds this 
bond until maturity, he/she will receive par ($100) back.  On the surface it may appear 
that the investor is “locking in” a loss of $10, but the purchase and redemption prices 
are only half the story.  The often overlooked side of a premium bond investment is that 
the premium buys a higher level of income over the life of the bond, and these higher 
cash flows cumulatively make up for the premium paid at purchase. 

A bond investor knows the exact timing and amount of every payment they are to 
receive.  A bond’s price is simply equal to the sum of all those future cash flows, with 
each payment discounted by the prevailing market yield (known as yield to maturity, or 
YTM).  Since coupons can vary among different bonds, the offering price is not a good 
determinant as to whether a bond represents an attractive investment opportunity. 

Consider the following example:

An investor has the choice between two $100,000 investments.  Both are 5 year bonds 
issued on Jan 1, 2011 and maturing on Jan 1, 2016.  Both are available at a YTM of 
3.00%.

Bond A is a par bond- it pays a 3% coupon.

Bond B is a premium bond- it pays a 5% coupon.

The tables below map out all cash flows for each bond, and also list each cash flow’s 
present value (coupons are semiannual, and each payment is discounted by the YTM).  

Note that the total cash flows for bond B are $10,000 higher than those for Bond A, 
and that the difference is very close to the premium level on the bond.  Also note that 
both bonds provide a similar total gain over the investment period.  “Total Gain” is not 
an effective metric for choosing between two investments, but is provided above to il-
lustrate that Bond B is NOT a losing investment.  As demonstrated in this example, cash 
flows over the life of Bond B more than offset the premium price paid upfront, and in 
the end provide a net positive return.
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Rather than assessing a bond by its dollar price, the best determinant of a bond’s attractiveness is its YTM.  YTM considers both 
the timing of cash flows and the amortization of premium, and represents the overall internal rate of return (IRR) earned on a bond 
investment (assuming you hold until maturity).  Since each bond in the example above provides a YTM of 3.00%, the investments 
above should be regarded as equally attractive.  However, taking tax implications into consideration may cause the premium bond 
to be favored, especially in the municipal bond sector.  

While the interest income on municipal bonds is typically tax-exempt, municipal bonds purchased at a discount can trigger a portion 
of the accretion (price increase over time) to par to become a taxable event.  Portions of the accretion may qualify as capital gains 
and/or ordinary (non-exempt) income, payable when the bond matures or is sold.  The specific tax rules regarding discount bonds 
are complex and beyond the scope of this article, but the takeaway should be that discount bonds introduce the risk of taxability to 
a portfolio.  

For this reason, it may not be advantageous to purchase bonds priced near or below par value.  Municipal discount bonds thus tend 
to be less liquid, and may not receive full value if sold prior to maturity.  This is why premium bonds offering coupons in the 4.0 - 
5.5% range tend to be the most widely issued, and are the preferred structure for the majority of institutional buyers.  

A bond offered at a premium should not be rejected for the sole reason of having a dollar price above par, and will likely protect the 
buyer from tax considerations associated with discount bonds.

Time (yrs) Date

0 1/1/11

Mty 1/1/16 Mty 1/1/16

0.5 7/1/11

Par Amount 100,000 Par Amount 100,000

1 1/1/12

Coupon 3.00% Coupon 5.00%

1.5 7/1/12

YTM 3.00% YTM 3.00%

2 1/1/13

Price $100.00 Price $109.22

2.5 7/1/13

Total Cost $100,000.00 Total Cost $109,222.18

3 1/1/14

3.5 7/1/14

Cash Flows PV of Cash Flow Cash Flows PV of Cash Flow

4 1/1/15

1,500 1,477.83 2,500 2,463.05

4.5 7/1/15

1,500 1,455.99 2,500 2,426.65

5 1/1/16

1,500 1,434.48 2,500 2,390.79

5 1/1/16

1,500 1,413.28 2,500 2,355.46
1,500 1,392.39 2,500 2,320.65
1,500 1,371.81 2,500 2,286.36
1,500 1,351.54 2,500 2,252.57
1,500 1,331.57 2,500 2,219.28
1,500 1,311.89 2,500 2,186.48
1,500 1,292.50 2,500 2,154.17

100,000 86,166.72 100,000 86,166.72

Total Cash Flows 115,000 100,000.00 125,000 109,222.18

$15,000.00 $15,777.82

PAR BOND - A PREMIUM BOND - B

Note: For illustrative purposes only and not a guarantee of future performance.  “Total Gain” ignores the timing of cash 
flows and the fact that Bond B represents a larger investment ($109,222 versus $100,000).  

Total Gain (ignores discounting)
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                                                                                                                                                        Note that the total cash flows 
for bond B are $10,000 higher than those for Bond A, and that the difference is very close to the premium level on the bond.  
Also note that both bonds provide a similar total gain over the investment period.  “Total Gain” is not an effective metric for 
choosing between two investments, but is provided above to illustrate that Bond B is NOT a losing investment.  As demonstrated 
in this example, cash flows over the life of Bond B more than offset the premium price paid upfront, and in the end provide a net 
positive return.
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any transaction or matter addressed herein. Atlantic Trust does not provide 
legal advice, and the information contained herein should only be used in 
consultation with your legal, accounting and tax advisers. To the extent that 
information contained herein is derived from third-party sources, although we 
believe the sources to be reliable, we cannot guarantee their accuracy.

Investment Products Offered are Not FDIC-Insured, May Lose Value and are 
Not Bank Guaranteed.  
For Public Use 05/11

The opinions expressed are those of the author, are based on current market 
conditions and are subject to change without notice.  These opinions may differ 
from those of other Invesco investment professionals. 

Fixed income products are subject to risk, including, but not limited to, the effects of 
changing interest rates.  There is no assurance that any investment or strategy will 
achieve its investment objective. 

Atlantic Trust Private Wealth Management includes Atlantic Trust Company, a division 
of Invesco National Trust Company (a limited-purpose national trust company), and 
Stein Roe Investment Counsel, Inc. (a registered investment adviser), both of which 
are wholly-owned subsidiaries of Atlantic Trust Group, Inc. This document is intended 
for educational purposes only and the material presented should not be construed 
as an offer or recommendation to buy or sell any security. Concepts expressed are 
current as of the date of this newsletter only and may change without notice. Such 
concepts are the opinions of our investment professionals, many of whom are 
Chartered Financial Analysts® (CFA®). The CFA designation is a globally recognized 
standard for measuring the competence and integrity of investment professionals. 
Certified Financial Planner Board of Standards Inc. owns the certification marks CFP® 
and CERTIFIED FINANCIAL PLANNER™ in the U.S. 

There is no guarantee that these views will come to pass. Past performance does 
not guarantee future comparable results. To ensure compliance with requirements 
imposed by the IRS, we inform you that any U.S. federal tax advice contained in this 
communication (including any attachments) is not intended or written to be used, 
and cannot be used, for the purpose of (i) avoiding penalties under the Internal 
Revenue Code or (ii) promoting, marketing or recommending to another party 


