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When you put money into a bond fund,  
you buy shares in the fund, just as you do 
when you put money into a stock fund.  
The fund manager invests that money by 
buying bonds issued by corporations,  
governments, or government agencies.

When issuers sell bonds, they’re  
actually borrowing money from investors 
who are willing to lend for a specific  
period of time, called the bond’s term. In 

exchange, the investors receive interest  
on the loan and the promise that the  
principal, or loan amount, will be  
returned by a specific date, called the 
maturity date.

Since the issuer owes the investors 
money, bonds are also called debt  
securities. It’s a way to distinguish  
them from equity securities, or stocks, 
which give investors partial ownership.

variation on a theme
Bonds are often described as fixed-income  
investments. That’s because most bonds pay a 
fixed rate of interest on a fixed schedule. But 
it’s not really accurate to describe a bond fund 
as a fixed-income investment, since the interest 
rate you earn varies from payment to payment 
as the fund’s portfolio of bonds changes.

Bond 
matures 
or fund 
sells it

Bond fund-amentals
You differentiate bond funds from each 
other in two ways: by the type of issuer 
and by the average term of the bonds in 
the fund. 401(k) plans generally offer four 
categories of bond funds:
•  US Treasury funds, which invest in 

bills, notes, or bonds issued by the  
federal government

•  Agency funds, which invest in bonds  
issued by agencies that are part of or 
affiliated with the federal government

•  US corporate funds, which invest  
in bonds issued by US companies of  
various sizes

•  International funds, which invest in 
bonds issued by corporations based 
overseas or by governments other  
than the United States
Funds may focus on bonds of different 

terms, grouped by average maturities:

•  Short-term funds, which have an  
average maturity of one to two years

•  Intermediate-term funds, which  
have an average maturity of two  
to ten years

•  Long-term funds, which have an  
average maturity of ten years or longer 

complex interest
In most cases, if you own an individual 
bond, the rate of interest you earn remains 
the same for the term of the loan. But 
that’s not the case with a bond fund.

While each bond that a fund owns pays 
a fixed rate of interest, every bond in the 
fund—and there may be dozens—is  
likely to be paying at a different rate. In 
addition, the fund’s portfolio of bonds is 
always in flux, so that the collective rate 
the fund earns on one day may not be the 
same as its collective rate the next day.

tracking total return
From an investment perspective, what 
matters most about owning shares in a 
bond fund is total return—the interest 
you earn plus any increase or decrease in 
the value of your principal. The greater 

your total return, the better your invest-
ment is doing. The longer a bond fund’s  
average maturity, the more sensitive it is 
to changes in interest rates. Thus, a long-
term bond fund has greater potential than 
a short-term bond fund to generate high 
total returns when rates are declining, and 
low total returns when rates are rising.

Higher-yielding issues, sometimes 
known as junk bond funds, or more  
politely as high-yield funds, are gener- 
ally the most volatile. The interest rate 
they offer is high, which can boost total 
return, but their underlying investments 
can decline precipitously in value.

changing interest,  
changing fund prices
As interest rates change in the economy at 
large—going higher in some periods and 
dropping in others, often in response to 
policy decisions by the Federal Reserve—
the interest rates a bond fund earns and 
the distributions it makes to its share- 
holders reflect these changes.

Fluctuating interest rates also affect  
a bond fund’s net asset value (NAV), or  
price per share. When rates drop, the share 
price of a bond fund increases because the 
bonds it owns, which pay a higher rate of 
interest than new issues in the market, 
increase in value. The reverse is also true. 
When rates rise, share prices of bond funds 
drop because newly issued bonds pay a 
higher rate than the bonds the fund owns.

price and yield
Yield is a measure of what you earn on a 
bond fund. When you own an individual 
bond for its full term, your yield is the 
same as the interest rate the bond pays. 
But when you own a bond fund, your yield 
changes as the fund’s NAV changes. The 
yield drops as the NAV rises, and rises as 
the NAV drops.

Bond Funds
A bond fund invests in a portfolio of individual bonds  
suitable for meeting the fund’s objective.

As a bond fund’s NAV changes in 
response to changes in interest rates,  
the market value of your holding in the 
fund changes as well. In a simplified  
example, if you bought 100 shares with  
a NAV of $10, your account value would  
be $1,000. But if the NAV dropped to  
$9.75 because of rising interest rates,  
your account value would be $975. That’s 
an example of interest rate risk.

In addition, the value of a bond also 
changes based on supply and demand. An 
existing bond is worth more when rates 
drop because investors will pay more than 
its par value, or price at issue, to own it, 
so they can earn the higher interest rate 
it pays. And they’ll pay less for existing 
bonds when rates rise because they can 
earn better rates on newer issues.
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And don’t underestimate inflation 
risk. The cost of things goes up over time, 
reducing your buying power. If your return 
is less than the rate of inflation, you lose.

prepare for the unexpected
No matter how carefully you select the 
investments for your portfolio, there are 
always things that take you and other 
investors by surprise. 

Company risk is the possibility that a 
once-powerful company will falter. A com-
petitor could produce a better product, 
the management could make a series of 
bad decisions, or scandal could taint its 
reputation. In such cases, investors tend 
to sell and the stock or bond price falls.

Credit risk is the possibility that a 
bond issuer won’t be able to make regular 
interest payments or repay your principal 
when the security matures. You face the 
same risk with fixed annuities.

Political risk is a factor in interna-
tional investments, especially those in 
emerging markets where instability may 
undermine markets or a new regime may 
limit outside investment.

risk tolerance
When you understand the link between 
risk and return, you can figure out ways to 
take calculated risks to improve the likeli-
hood of meeting your goals. For example, 
you may be willing to buy a potentially 
risky investment if you expect that its 
long-term return will be greater than the 
return on a risk-free investment. That’s 
called a risk premium.

The risk-free investment you typically 
use as a benchmark, or standard for 
comparison, is the 13-week US Treasury 
bill, also called the 90-day bill. A T-bill is 
considered risk free for two reasons:

•  It’s issued by the federal government, 
which makes it virtually free of default 
risk, though you could lose money if  
you sold before its expiration date

•  Its short term means it’s not vulnerable 
to inflation risk 

You can calculate the past risk premi-
ums, using different formulas for specific 
investments. With a large-company stock, 
for example, you divide the total return, 
or earnings plus change in value, by the 
total return for T-bills. If the result is  
positive, taking the risk has paid off.

the risk of safety
If you’re so worried about the possibility 
of losing money that you put most of your 
money into investments you consider  
absolutely safe—like insured CDs and  
US Treasury bills—you’re investing to pre-
serve principal. Basically you can expect 
to get back what you put in, plus interest. 

As a long-term investment strategy, 
preservation of principal has its own 
serious risks. First, insured investments 
usually pay less than uninsured ones. And 
inflation steadily erodes your real return 
and your purchasing power.

For you, as an investor, risk means the  
possibility that you’ll lose some or all of 
your principal, or that the return your 
principal provides won’t be enough to  
meet your financial goals. Return is your 
profit or loss on an investment, which is 
based on dividend or interest earnings  
plus increases or decreases in value. 

anatomy of risk
Risk comes in several forms, and so do the 
strategies you can use to help protect your 
investment portfolio. 

Asset allocation helps protect you 
against what are called systematic, or 
predictable, risks. One example is the 
recurring pattern that a period of stock 
market gains is always followed by a  
period of losses. If you always hold bonds 
and cash as well as stock, you reduce the 
risk of loss when stocks slide.

Diversification, on the other hand, can 
help insulate you from nonsystematic, or 
security-specific, risks. For example, you 
may select a highly rated bond for your 
portfolio. But bonds can be downgraded  
for a variety of reasons, which usually 
means their market value drops. What’s 
unlikely in a diversified bond portfolio, 
though, is that all your holdings would be 
downgraded at the same time. 

However, it’s essential to remember 
that neither asset allocation nor diversi-
fication guarantees a profit or protects 
against losses in a falling market.

coping with the expected
While there are no guarantees that history 
will repeat itself, there are some risks you 
should fully expect to encounter:

Market risk refers to the recurring 
pattern of ups and downs in the securi-
ties markets. Many factors—economic, 
political, and sometimes emotional—can 
drive prices up or down. When the value of 
a market or asset class drops, most of the 
individual investments in that market or 
class suffer losses as well.

Interest-rate risk occurs because 
bond prices tend to move in the opposite 
direction from interest rates. If rates go 
up, the market prices of existing bonds go 
down. That means you could lose principal 
if you sold, just as you would if you sold 
stocks when their prices dropped.

Currency risk affects you if you 
have international investments. As the 
exchange rate between the US dollar and 
the currencies in which your investments 
are sold fluctuate, the value of your return 
on those investments reflects that change.

Risk Strategies
Recognizing the threats to your goals can help you figure out 
diversionary tactics.

risk and return
Historically, stocks have exposed investors to 
greater risks but provided higher returns.
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