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Bond Investing Strategies

onds are an important part of a

well-balanced portfolio. You
should consider what bonds have to
offer as well as strategies to build
your portfolio.
Bonds Deliver Income

If you are looking for a reliable
source of income, you should in-
clude bonds in your portfolio. Even
when interest rates are low, there are
a variety of bonds that provide
higher returns, such as high-yield
bonds and emerging market debt.
Bonds Offer Diversification

If you put all of your money
into one asset class, such as stocks,
your entire portfolio is at greater
risk. By investing a portion of your
portfolio in bonds, you will reduce
your risk. Bonds can help you pre-
serve capital when the stock market
is experiencing volatility.
Bonds Preserve Principal

When you are getting closer to
the time you will need cash from
your investments, such as within
five years of retirement, you should
move more money to fixed-income
investments. The stock market can
experience huge losses over a short
period of time, but your fixed-
income investments are less likely to
experience large losses over the
short term. Many investors increase
their allocation to bonds as they
move closer to their goals to pre-

serve their principal.
Bonds Offer Tax Advantages

If you are trying to reduce your
tax liability, certain types of bonds
can help you meet this challenge.

For example, the interest earned on
municipal bonds is free from federal
taxes, and if you own a bond issued
within the state you live in, it will

Continued on page 2

Managing

1l investments are subject to

risk, although the types of risk
can vary. While you can’t totally
eliminate risks, you can minimize
them. For bonds, consider these
strategies:

Interest rate risk — Interest
rates and bond prices move in oppo-
site directions. A bond’s price will
increase when interest rates fall and
decrease when interest rates rise.
This occurs because the existing
bond'’s price must change to provide
the same return as an equivalent,
newly issued bond paying prevail-
ing interest rates. The longer the
bond’s maturity, the greater the im-
pact of interest rate changes. Also,
the effects of interest rate changes
tend to be less significant for bonds
with higher-coupon interest rates.

To reduce this risk, consider
holding the bond to maturity. This
eliminates the impact of interest rate
changes, since the total principal
value will be paid at maturity.
Thus, selecting a maturity date that
coincides with your cash needs will
help reduce interest rate risk. How-

Bond Risks

ever, you may still receive an inter-
est income stream that is lower than
current rates. Selecting shorter ma-
turities or using a bond ladder can
also help with this risk.

Reinvestment risk — You typi-
cally know what interest income
you will receive from a bond, but
you must then take the periodic in-
come and reinvest it, usually at
varying interest rates. Your princi-
pal may also mature at a time when
interest rates are low.

Staggering maturities over a pe-
riod of time (laddering) can lessen
reinvestment risk. Since the bonds
in your ladder mature every year or
s0, you reinvest principal over a pe-
riod of time instead of in one lump
sum. You may also want to consider
zero-coupon bonds, which sell at a
deep discount from par value. The
bond’s interest rate is locked in at
purchase, but no interest is paid
until maturity. Thus, you don’t
have to deal with reinvestment risk
for interest payments, since you
don’t receive the interest until your
Continued on page 3
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Bond Investing

Continued from page 1

also be state income tax free. While
taxes shouldn’t be the only reason to
invest in bonds, consider this as part
of your overall financial plan.
Building a Bond Portfolio

Based on your goals and risk
tolerance, there are many strategies
for building your bond portfolio. In-
vestors who are looking for income
but don’t want to be actively in-
volved in portfolio management
may want to employ a buy-and-
hold approach. Investors who want
more involvement, along with secu-
rity and predictability, may want to
look at index matching and immu-
nization strategies. For investors
who want to actively manage port-
folios, search for higher returns in
exchange for higher risk.

Consider the following bond
strategies to determine what strate-
gy would be most comfortable for
you. The four primary strategies are:
e Passive or buy and hold
¢ Index matching or quasi-passive
* Immunization or quasi-active

Dedicated and active
. Passive Bond Strategy
With a passive bond strategy
known as buy and hold, you are
buying individual bonds and hold-
ing them until maturity. The bond’s
coupon rate is the amount of interest
income earned each year based on
the face value of the bond, and its
yield is the estimated rate of return,
assuming it is held until its maturity
date. The cash generated by bonds
can be used for income needs or can
be reinvested into other bonds or
even other asset classes.

Unlike more active strategies,
the buy and hold investor does not
actively deal with the future direc-
tion of interest rates, nor is he/she
focused on the current value of the
bonds due to changes in the yield.
The assumption is that the bond’s
full par value will be received upon
maturity.

Because of the investor’s mini-
mal involvement, passive bond
portfolios provide stability during

Y

market volatility. The primary rea-
son for this is that the strategy
invests in very high-quality, non-
callable bonds, such as government
or investment-grade corporate or
municipal bonds.

Bond laddering is probably the
most common form of passive bond
investing and provides a steady in-
come stream. The idea of a bond
ladder is simple: instead of investing
in bonds that mature at roughly the
same period of time, or in a haphaz-
ard pattern of maturities, you spread
your portfolio out in roughly equal
amounts over maturities that are
evenly separated from one another.
Ideally, all of these bonds are from
the same issuer or from issuers with
the same credit quality. When a
bond matures, the principal is rein-
vested at the bond ladder’s longest
maturity date.

If interest rates are higher then,
your annual bond income will go
up; if rates go down across the
board, your income will still benefit
from the relatively higher rates on
the rest of your portfolio. In either
case, because most of your portfolio
is still throwing off the same cash
flow, your annual income won't
change much, which makes your in-
come more predictable than if all of
your bonds matured in any single
year.

2. Indexing Bond Strategy

An indexing bond strategy is
what is known as a quasi-passive
strategy. The primary objective is to
provide similar return and risk char-
acteristics of a particular index. It is
similar to tracking a specific stock
market index, as a bond portfolio
can be structured to copy a pub-
lished bond index. Probably one of
the most well-known and widely
used bond indexes is the Barclays
Capital U.S. Aggregate Bond Index.
Using this works best with a large
bond portfolio due to the number of
bonds that need to be purchased to
replicate it.

While this strategy is compara-
ble to a buy-and-hold strategy, it
does offer some flexibility, as the
portfolio can be rebalanced to reflect

changes in the index.

If you invest using an indexing
strategy, you need to be aware that
there are transaction costs associated
with the original investment as well
as when the portfolio is periodically
rebalanced.

3. Immunization Bond Strategy

With characteristics of both ac-
tive and passive, the immunization
bond strategy invests a portfolio for
a defined return for a specific period
of time regardless of potential influ-
ences, such as changes in interest
rates. The immunization strategy is
for the investor who is willing to
give up potential gains for the assur-
ance that the portfolio will achieve
its desired returns.

This strategy is often used in
institutional investing, when compa-
nies need to ensure they have a cer-
tain amount of cash flow to meet
their liabilities at a certain period of
time, but it is also an effective strate-
gy that individuals can use.

The immunization strategy is
best used with high-grade bonds
that have a remote possibility of de-
fault or with zero-coupon bonds.
Zero-coupon bonds match the matu-
rity of the bond to the date the funds
are needed.

4. Active Bond Strategy

An active bond strategy is about
maximizing total returns. Invest-
ments are actively managed based
on the anticipation of interest rate
changes, credit changes, and valua-
tion changes. The premise of active
strategies is investors are making in-
vestments based on what the future
will bring.

For example, the active strategy
investor would buy bonds with
longer maturity durations in antici-
pation of lower long-term interest
rates, buy junk bonds in anticipation
of economic growth, or buy Trea-
suries when the Federal Reserve is
expected to increase the money sup-
ply.

Please call if you'd like to dis-
cuss the role of bonds in your invest-
ment portfolio. Ml
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Managing Bond Risks

Continued from page 1

principal matures.

Inflation risk — Since bonds
typically pay a fixed amount of in-
terest and principal, the purchasing
power of those payments decreases
due to inflation, which is a major
risk for intermediate- and long-term
bonds.

Investing in short-term bonds
reduces inflation’s impact, since you
are frequently reinvesting at prevail-
ing interest rates. You can also con-
sider inflation-indexed securities
issued by the U.S. government,
which pay a real rate of return
above inflation.

Default and credit risk — De-
fault risk is the possibility the issuer
will not be able to pay the interest
and/or principal. Credit risk is the
risk the issuer’s credit rating will be
downgraded, which would proba-
bly decrease the bond’s value.

To minimize this risk, consider
purchasing U.S. government bonds
or bonds with investment-grade rat-
ings. Continue to monitor the credit
ratings of any bonds purchased.

Call risk — Call provisions
allow bond issuers to replace high-
coupon bonds with lower-coupon
bonds when interest rates decrease.
Since call provisions are generally
only exercised when interest rates
decrease, you are forced to reinvest
principal at lower interest rates.

U.S. government securities do
not have call provisions, while most
corporate and municipal bonds do.
Review the call provisions before
purchase to select those most favor-
able to you.

Keep in mind the assumption of
risk is generally rewarded with
higher return potential. One of the
safest bond strategies is to only pur-
chase three-month Treasury bills,
but this typically results in the low-
est return. To increase your return,
decide which risks you are comfort-
able assuming and implement a cor-
responding bond strategy. Please
call if you’d like help with your
bond investing strategy. Wl
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How Inflation Affects Bonds

hile a little inflation is healthy

for the economy, inflation has
a direct impact on all of us in some
way. For investors, the degree of
impact varies, depending on their
asset allocation. For example, the ef-
fects of inflation on stocks are often
deemed negligible, since stock
prices often rise in correlation with
the price of goods and services. In-
flation’s effects on bonds, on the
other hand, are more tangible.

When you purchase bonds,
you're essentially lending money to
either the government or a corpora-
tion with a promissory note in the
form of a stipulated interest rate
(coupon) and the maturity date
when your principal will be re-
turned. Because any given bond
transaction occurs in today’s dol-
lars, there’s always the likelihood
that the principal you lend through
purchasing bonds simply won’t
hold the same purchasing power by
the bond’s maturity date, particu-
larly since many bonds have a 5-10
year life span, therefore increasing
the probability of inflation. The re-
lationship between inflation and
bonds is an inverted one: the higher
inflation rises, the less valuable
bonds become.

When we consider a bond’s
cash flow from purchase to maturi-
ty, the effects of inflation become a
bit more complicated, particularly
because over the course of a bond’s
lifetime, its coupon and the current
interest rates don’t always align.
While this can certainly work to
your favor when interest rates are
low, it can be problematic during
times of inflation, when the Fed
typically raises the interest rates in
an attempt to slow inflation’s pace.
Remember: most bonds are similar
to stocks in the sense that they’re
traded on the market. Even the
slightest rise in interest rates affects
their market price because they
must now be traded at a discount
lower than their face value. There-
fore, in spite of the par value you've
paid for a bond, it might sell for less

or more than that value, depending
on market interest rates. Bonds
with a coupon lower than the cur-
rent interest rate must sell at a dis-
count to offset the interest rate
hike.

If you own individual bonds,
assuming you hold them to maturi-
ty, their par value is generally se-
cure, excepet for the call or default
risk. Likewise, your bond’s interest
payments will continue at the orig-
inally promised rate. Sell prior to
maturity, however, and you'll incur
the loss in face value. For this rea-
son, many individual bondholders
avoid selling; though, depending
on inflation and interest rates at the
time of your bond’s maturity date,
selling currently held bonds and
purchasing new investments could
provide better return in the long
run.

Much of the impact of inflation
on your individual bonds, too, de-
pends on the term and even type of
bond. Short-term bonds hold less
risk when it comes to inflation for a
few key reasons: a) there’s less
chance of inflation within a shorter
investment period; b) the rate at
which inflation occurs is likely to
be less; and c) there’s a greater
chance you’ll hold the bond to ma-
turity. This comes at a price, since
short-term bond coupons are typi-
cally much less attractive than
those of long-term bonds. Your
bonds” exposure to inflation also
depends on the category of bonds
you invest in. TIPS bonds, for ex-
ample, are designed to rise in value
with inflation.

Any fluctuation in the econo-
my, regardless of the direction, can
affect bonds and stocks alike, albeit
in different ways. The inherent risk
even in an investment praised for
its stability only serves to highlight
the importance of portfolio diversi-
fication. To discuss the relationship
between your investment plans
and changing interest rates, please
call. Wil
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Business Data

Month-end

Indicator Apr-19 May-19 Jun-19 Dec-18 Jun-18
Prime rate 550 550 550 550 5.00
3-month T-bill yield 239 231 209 247 190
10-year T-note yield 255 214 205 289 291
20-year T-bond yield 278 239 234 303 297
Dow Jones Corp. 374 363 322 440 394
GDP (adj. annual rate)# +3.40 4220 +3.10 4220 +2.20

Month-end % Change
Indicator Apr-19 May-19 Jun-19 YTD 12-Mon.
Dow Jones Industrials ~ 26592.91 24815.04 26599.96 14.0% 9.6%
Standard & Poor’s 500 2945.83 2752.06 2941.76 17.3% 82%
Nasdaq Composite 8095.39 7453.15 8006.24 20.7% 6.6%
Gold 1282.30 129555 1409.00 9.9% 12.7%
Unemployment rate@ 3.80 3.60 3.60 -27% -5.3%
Consumer price index@ 25420 25555 256.09 1.6% 1.8%

# — 3rd, 4th, 1st quarter @ — Mar, Apr, May Sources: Barron’s, Wall Street Journal
Past performance is not a guarantee of future results.
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Bond Investing Tips

Consider the following bond investing tips:
Determine your objectives before investing. Decide
how much to invest in bonds.

Diversify your bond holdings among different
bond types. Consider government, corporate, and
municipal bonds, as well as different industries, cred-
it ratings, and maturities.

Understand the risks that affect bonds. The most
significant risk is interest rate risk. When interest
rates increase, bond values fall, while values rise
when interest rates decline. Other risks include de-
fault risk and inflation risk.

Choose bond maturity dates carefully. When you
need your principal is a major factor, but the current
interest rate environment may also affect your deci-
sion. Rather than investing in one maturity, you may
want to stagger or ladder the maturity dates.

Follow interest rate trends. At a minimum, follow

the prime rate, Treasury bill rates, and Treasury bond
rates. Understand the significance of the yield curve
and track its pattern over time.
Compare interest rates for specific bonds before in-
vesting. Interest rates can vary substantially among
different bond types and among bonds with different
maturities or credit ratings.
Research a bond before purchase. Review the credit
quality, coupon rate, call provisions, and other signif-
icant factors.
Consider the tax aspects. By comparing the after-tax
rate of return for various types of bonds, you may be
able to increase your return.
Review your bond holdings periodically. Evaluate
the credit ratings of all your bonds at least annually
to ensure the quality hasn’t deteriorated. Also, en-
sure your holdings are still consistent with your
overall investment objectives.
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ITRIED E-MAIL BUTIT'S
NOT WORKING.

OURFAX IS BROKEN, AND
HIS TELEPHONE IS OUT
OF ORDER.
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WHY DON'T YOU JUST WALK
OVER AND TALK TO HIM?
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HOW DO DO THAT?
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