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FINANCIAL INSTRUMENTS:

OPPORTUNITIES AND RISKS

The higher the complexity of a financial instrument, the higher its potential risk – but

the higher, too, the opportunities for returns.
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WHAT IS FIXED INCOME?

Fixed income instruments are financial investments where the issuer is obliged to

make payments on a predetermined schedule.

These debt obligations do not represent any ownership in the company/institution

of the issuer. For example, the borrower pays interest on a 'vanilla bond' at

periodic intervals and eventually pays back the investment amount at a specified

maturity date.

Fixed income instruments serve investment objectives that target the generation

of steady cash flows and/or the preservation of capital. Examples are bonds

and convertibles.

For a general introduction to fixed income investing, please consult the separately

available document on fixed income / investment grade bonds. This document

focuses on the specifics and risks of investing into non-investment grade/high

yield bonds.
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A CLOSER LOOK AT NON-INVESTMENT

GRADE/HIGH YIELD BONDS
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BOND RANKINGS

Non-financial issuers

Bonds have different claim levels in case the issuer defaults.

The claim level determines how much money investors could possibly recover from their investment.

Thus, the higher the claim level, the more secure is the bond (and the less interest is paid to the investor).

Risk level Ranking Explanation

Lower risk

Non-financials

Higher risk

Senior secured bonds Debt obligations that are paid before any other debt liability. These bonds have specific pledges on the company’s assets.

Senior unsecured bonds Debt obligations paid with priority before subordinated bonds.

Subordinated bonds Bonds with a lower ranking than senior bonds. Only the remaining cash flow after satisfaction of the senior obligations is available to

pay subordinated bonds. However, subordinated bonds are still senior to equity. Normally, most companies can afford to pay their

subordinated debt. But in the case of distress, the debt can lose substantial market value.

Hybrid securities A security that contains multiple components, most frequently debt and equity. They pay a predictable rate of return or dividend until a

certain date. For example, convertible bonds and contingent capital in banks.

Ordinary shares Shares that entitle their holders to dividends that vary in amount and may even be missed, depending on the fortunes of the company.

For example, equity.
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BOND RANKINGS

Financial issuers

The claims on issuers that are financial institutions are regulated separately (1) from those of non-financial institutions.

The main difference is that subordinated bonds of financial institutions have several sub-categories that specifically detail claims.

Risk level Ranking Explanation

Lower risk

Non-financials

Higher risk

Senior secured bonds Debt obligations that are paid before any other debt liability. These bonds have specific pledges on the company’s assets.

Senior unsecured bonds Debt obligations paid with priority before subordinated bonds.

Subordinated bonds Bonds with a lower ranking than senior bonds. Only the remaining cash flow after satisfaction of the senior obligations is available to

pay subordinated bonds. However, subordinated bonds are still senior to equity. Normally, most companies can afford to pay their

subordinated debt. But in the case of distress, the debt can lose substantial market value.

Hybrid securities A security that contains multiple components, most frequently debt and equity. They pay a predictable rate of return or dividend until a

certain date. For example, convertible bonds and contingent capital in banks.

Ordinary shares Shares that entitle their holders to dividends that vary in amount and may even be missed, depending on the fortunes of the company.

For example, equity.

(1) Banks and other qualifying investment firms established or holding branches within the EU are required to issue minimum levels of specifically identified capital (titled "Subordinated Eligible Liabilities" or SELs) containing clauses identifying they can be

subject to temporary or permanent cancellation of either coupon and permanent write down of capital (and in some cases convertibility to equity) to support an investor led bail. These features are triggered independently at government mandated

thresholds, to ensure a "managed wind-down" minimising the risk to depositors or contagion to the wider financial system.
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BOND RATINGS (1/2)

Creditworthiness is measured in ratings. There are three major companies that

provide the framework and evaluate and publish debt obligation ratings: Moody's,

Fitch, and Standard & Poor's. The ratings provide an important source of information

about the quality of the investment.

The aim of the rating is to measure consistently the credit risk associated with

investing in a specific company, institution, instrument, or market.

Ratings are a measure of the issuer's ability and willingness to repay debt. It is not, in

any case, a recommendation to buy/sell/hold any investment.

High-yield bonds refer to bonds that are generally below investment grade (below

BBB- or Baa3 by established credit rating agencies) or are unrated. In general, the

denomination 'high-yield' is equivalent to a 'speculative', 'non-investment-grade', or

'junk' rating.

All ratings are divided into two broad categories: investment grade and non-

investment (speculative) grade. For details, see the next page.
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BOND RATINGS (2/2)

Bond rating Moody’s

Standard

& Poor’s

Fitch

Ratings Credit rating definition

Investment grade Aaa AAA AAA Obligations rated Aaa are judged to be of the highest quality, with minimal credit risk.

Aa1 AA+ AA+ Obligations rated Aa are judged to be of high quality and are subject to very low credit risk.

Aa2 AA AA

Aa3 AA- AA-

A1 A+ A+ Obligations rated A are considered upper-medium grade and are subject to low credit risk.

A2 A A

A3 A- A-

Baa1 BBB+ BBB+ Obligations rated Baa are subject to moderate credit risk. They are considered medium-grade and as such may possess certain

speculative characteristics.Baa2 BBB BBB

Baa3 BBB- BBB-

Non-Investment
grade (high-yield)

Ba1 BB+ BB+ Obligations rated Ba are judged to have speculative elements and are subject to substantial credit risk.

Ba2 BB BB

Ba3 BB- BB-

B1 B+ B+ Obligations rated B are considered speculative and are subject to high credit risk.

B2 B B

B3 B- B-

Caa1 CCC+ CCC+ Obligations rated Caa are judged to be of poor standing and are subject to very high credit risk.

Caa2 CCC CCC

Caa3 CCC- CCC-

Ca CC CC Obligations rated Ca are highly speculative and are likely in, or very near, default, with some prospect of recovery of principal and interest.

C C

C D D Obligations rated C are the lowest-rated class of bonds and are typically in default, with little prospect for recovery of principal or interest.

Unrated Unrated Unrated
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DEFAULT RATES

Moody's: Global default rates by alphanumeric rating (in %), 1983–2021

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 Year 10

Worst 5-Year cumulative

default rate period since

1970 Year *

Investment Grade 0.08 0.22 0.40 0.61 0.84 1.09 1.33 1.57 1.81 2.05 2.30 1986

Aaa 0.00 0.01 0.01 0.04 0.06 0.09 0.12 0.13 0.13 0.13 2.25 1983

Aa1 0.00 0.00 0.00 0.05 0.09 0.13 0.13 0.13 0.16 0.20

1.71 1984Aa2 0.00 0.01 0.10 0.22 0.33 0.40 0.49 0.58 0.69 0.82

Aa3 0.04 0.11 0.16 0.24 0.37 0.49 0.62 0.73 0.82 0.88

A1 0.06 0.18 0.37 0.56 0.75 0.93 1.08 1.22 1.34 1.49

2.27 1985A2 0.04 0.14 0.29 0.47 0.68 0.98 1.31 1.63 1.95 2.27

A3 0.05 0.16 0.34 0.51 0.76 0.99 1.26 1.56 1.86 2.12

Baa1 0.10 0.27 047 0.68 0.88 1.12 1.36 1.58 1.84 2.13

5.14 1986Baa2 0.14 0.34 0.58 0.89 1.19 1.50 1.84 2.17 2.52 2.89

Baa3 0.22 0.55 0.9 1.48 2.06 2.66 3.16 3.71 4.26 4.79

Non-Investment Grade 4.11 8.33 12.33 15.91 19.03 21.70 24.00 26.03 27.86 29.50 30.81 1989

Ba1 0.41 1.34 2.43 3.50 4.54 5.58 6.39 7.08 7.75 8.50

23.85 1987Ba2 0.66 1.77 3.05 4.37 5.71 6.84 7.95 9.16 10.51 11.87

Ba3 1.26 3.52 6.21 9.19 11.71 14.09 16.39 18.50 20.40 22.29

B1 1.89 5.07 8.55 11.89 15.20 18.19 21.09 23.70 25.94 27.76

38.83 1988B2 2.92 7.45 12.09 16.33 20.03 23.37 26.12 28.31 30.54 32.70

B3 4.54 10.12 15.89 20.96 25.39 29.20 32.49 35.59 38.24 40.41

Caa 7.41 14.49 20.68 26.15 31.12 35.37 38.85 41.98 44.92 47.44
81.25 1970

Ca-C 33.15 45.31 53.78 60.43 63.54 64.63 66.65 68.23 69.44 70.05

All rated 1.65 3.29 4.80 6.11 7.21 8.15 8.93 9.61 10.23 10.78 11.54 1999

* Starting year of worst 5-year period

The data shown above is the result of a statistical

documentation of corporate defaults among

Moody's rated long-term debt issuers since 1983.

This study covers financial institutions,

nonfinancial companies, and regulated utilities

that have long-term debt ratings.

The database covers the credit experiences of

more than 25 000 companies that had long-term

rated bonds, loans, and/or deposits between 1983

and 2021.
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OTHER BOND FEATURES

ISIN Bonds are normally assigned an ISIN (International Securities Identification Number), which is a 12-character code that uniquely identifies a security.

144A 144A is a rule of the Securities and Exchange Commission (SEC) in the US. Bonds with the 144A rule are allowed to be bought and held by qualified institutional investors only, which

are generally large institutional investors.

REGS A bond with Regulation S (REGS) is offered to non-US residents under an exception to US securities laws. Non-residents do not get the same legal protection with new issues as US

clients do. REGS bonds are available for private investors.

HKEx Chapter 37 Applicable to bond listings on Hong Kong Exchanges and Clearing Limited (HKEx) only. The debt is issued and distributed to Hong Kong professional investors only.

Denomination The denomination is the face value of a financial instrument. For bonds, it is usually USD 1,000 or multiples thereof (in the case of a USD bond).

Change of control Change of control (CoC) means that the ownership of the issuer is shifting from one party to another. In this event, bonds with a CoC clause will be redeemed at a predefined price.

Make whole A ‘make whole’ allows the issuer to redeem a bond before maturity. However, the borrower has to pay a ‘fine’ in the form of an additional payment that is based on a

predefined calculation.

Pay in kind (PIK) A PIK bond allows the issuer to pay interest with additional bonds rather than cash. PIK bonds are speculative bonds, as the issuer is creating more debt, implying that the borrower is

unable to pay the interest in cash.

Special purpose vehicle (SPV) with

keepwell structure

A contract between a parent company and its subsidiary to maintain solvency and financial backing throughout the term set in the agreement. This is a method by which subsidiary

companies may increase the creditworthiness of debt instruments and corporate borrowing.

Lock-in period The period of time in which a loan may not be prepaid and when a lender will guarantee a certain interest rate on a loan to be extended by it in the future.

Callable The bond can be redeemed by the issuer prior to its maturity.

Puttable It allows the holder to demand early repayment of the principal from the issuer or a third party acting as an agent for the issuer, and the repurchase price is set at the time of issue.

Discretionary deferrable cumulative

coupon

The issuer has the discretion to pay a coupon. Deferred cumulative coupons are interest that has not been paid but is accumulated and paid later, most of the time

cash compounding.

Discretionary deferrable non-cumulative

coupon

The issuer has the discretion to pay a coupon. Deferred non-cumulative coupons will be cancelled and hence not paid.

Extended maturity A bond that includes the option to lengthen its maturity date.

Deferred interest payment A bond that pays interest at a later date instead of in periodic increments.
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FOR FURTHER INFORMATION ON RISKS OR ON OTHER AVAILABLE FINANCIAL

INSTRUMENTS, PLEASE REQUEST TO YOUR RELATIONSHIP MANAGER ON U

WEALTH EDUCATIONAL MATERIAL.
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IMPORTANT LEGAL INFORMATION

U Wealth SA – 8C avenue de Champel, 1206 Genève, Suisse · Supervised by FINMA

(Swiss Financial Market Supervisory Authority)

Educational and Informational Disclaimer

This content is provided for informational and educational purposes only. It does not

constitute marketing material, nor is it the result of independent financial/investment

research. It has not been prepared in accordance with the legal requirements

designed to promote the independence of financial research and is not subject to any

prohibition on dealing ahead of the dissemination of such research.

The content has been prepared by U Wealth SA, which is authorised and regulated by

FINMA (Swiss Financial Market Supervisory Authority). The information may be

updated irregularly or in response to significant developments.

Informational Purposes Only

All information and opinions were valid at the time of writing and are subject to

change without notice. This document is provided for informational purposes only and

does not constitute legal, tax, accounting or investment advice, nor does it constitute

an offer or invitation to buy or sell any financial instrument.

Opinions expressed herein reflect the current views of the authors but not necessarily

those of U Wealth SA as a whole. While the information is believed to be accurate and

sourced from reliable providers, U Wealth SA makes no warranty as to its accuracy,

completeness, or timeliness.

U Wealth SA accepts no liability, to the extent permitted by law, for any direct or

indirect damages or losses arising from the use of this material or any decisions

taken based on it.

Suitability & Professional Advice

Investments mentioned may not be suitable for all investors. Each investor should

consider the suitability of an investment to their personal circumstances and

objectives and consult their professional advisor before making any financial decision.

This content does not constitute a personal recommendation and does not take into

account your personal investment profile or financial situation.

Sustainability / ESG

This material does not necessarily adhere to ESG regulations or standards that may

apply in other jurisdictions. For details on ESG criteria and any potential impact on

financial return or investment eligibility, please contact U Wealth directly.

General Risks

The value of and income from investments may rise or fall, and investors may not

recover the amount invested. Financial instruments may be exposed to various risks,

including but not limited to market, credit, political, and currency risks. Past

performance and simulated returns are not reliable indicators of future performance.

Structured products mentioned do not represent collective investment schemes

under Swiss law and are not supervised by FINMA as such. Investors do not benefit

from the specific protections provided by the Swiss Federal Act on Collective

Investment Schemes.

Third-Party Data

Some information may originate from third-party providers such as credit rating

agencies, financial data sources, or ESG data platforms. U Wealth SA does not

guarantee the accuracy or completeness of this data and declines any liability related

to its use.

Restricted Distribution

This content is intended solely for recipients located in Switzerland and is not directed

to any person or entity in any jurisdiction where its distribution would be contrary to

local laws or regulations.

This document may not be reproduced or distributed without prior written consent

from U Wealth SA.

UNITED STATES: NEITHER THIS CONTENT NOR ANY COPY THEREOF MAY BE SENT,

TAKEN INTO OR DISTRIBUTED IN THE UNITED STATES OR TO ANY US PERSON. © U

Wealth, 2025
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CONTACT INFORMATION contact@uwealth.ch | +41 (0)22 545 51 40
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