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When interest rates rise, the prices of bonds and shares of the mutual funds
that hold them generally fall. With the potential for rates to rise after years at
historic lows, income investors are faced with fundamental questions: How do
you decide whether to buy individual bonds or shares of bond funds? Is one
substantially better than the other? And if so, which is right for you?
In some investors’ eyes, bond funds get a bad rap. Individual bonds pay a
stated interest rate until they mature, so when you hold them to maturity,
you’re spared the impact of price fluctuations. On the other hand, bond
funds—being baskets of bonds of varying maturities—don’t seem to offer the
same certainty. Individual bonds may also offer advantages if you’re looking to
have more of an active role in managing your portfolio and want to avoid
unnecessary capital gains, or use strategies, like bond ladders, to manage
your portfolio.
Nonetheless, owning bond funds may make more sense to some investors for
a couple reasons, even in a rising-rate environment. For example, bond funds
tend to offer greater ability to sell at a given price, if you need to on any given
day, and more diversification relative to individual bonds. In addition, interest
payouts can be automatically reinvested back into the fund—to buy new
bonds and compound returns more quickly relative to individual bonds.

Which option is best for you comes down to your personal investment goals,
including your time horizon and risk tolerance

Comparing individual bonds to bond funds
First, let’s review how individual bonds and bond mutual funds work.
Bonds typically make twice-yearly “coupon” (or interest) payments. If you hold
a bond to its maturity date, you receive a principal amount—known as the
face, or par, value. In the meantime, the price of the bond can increase or
decrease, usually in the opposite direction of interest rates in general: When
rates rise, bond prices typically fall, and vice versa.
Holding an individual bond (versus investing in a bond fund) allows you to
control whether and when you choose to sell it, and therefore the fees you pay
(versus fund management fees). If you do decide to sell the bond before it
matures, you’ll do so at a price that an investor would be willing to purchase
that bond for in the market today, which could be lower than the price you
originally paid for it. And if the issuer of the bond defaults, you won’t collect all
the coupon payments and you may not even recover the face value.
If you plan to hold a bond to maturity, however, its price volatility may not
concern you if the bond isn’t callable. But that buy-and-hold certainty comes
with an opportunity cost: If rates rise while you’re holding the bond, you could
miss out on the higher coupons offered by newer bonds on the market.
Bond mutual funds, by contrast, include numerous bonds with a variety of
maturity dates and income payments. Unlike individual bonds, which pay
interest every six months, bond funds’ coupon payments are distributed to
investors on a monthly basis and can be paid or reinvested to boost returns.
Most bond funds also don’t have a set maturity date—their bonds are
periodically maturing or being bought and sold. Most bond funds will hold

bonds of similar maturities (short-, intermediate- or long-term) or types
(government, high-yield corporate, inflation-protected, etc.).
While it may seem logical to watch the value of their shares, over time bond
fund returns historically have been affected more by interest payments than
by changing prices. The timing of regular bond distributions can help you take
better advantage of changing interest rates. Because bonds’ yields tend to fall
as their prices rise, and vice versa, bond fund managers can buy or sell bonds
to try to maximize the overall coupon income their funds produce. When
interest rates rise, the monthly payments from your bond fund can climb,
too—and if rates increase further, so can your monthly income.
Keep in mind that despite bond funds’ income and historically positive total
returns, there’s no guarantee that you’ll recover your principal at a specific
time—particularly in a rising-rate environment. With individual bonds, unless
the issuer defaults, you’ll get your principal back at maturity no matter what
rates do in the interim.

The benefits of bond fund income distributions
Since 1976, more than 90% of the total return for a broadly diversified portfolio
of U.S. investment-grade bonds (represented by the Bloomberg Barclays U.S.
Aggregate Bond Index) has come from income payments rather than a
change in price.
There are two good reasons for this: bond sales and coupon reinvestment.
When interest rates rise, one way managers can increase a fund’s income for
investors is to sell lower-rate bonds and buy newer bonds with higher
coupons. Alternatively, managers can reinvest the income payments from
individual bonds in newer, higher-yielding bonds. That’s why many investors
choose to have their monthly distributions reinvested to buy new shares.

So while the price of a bond fund may drop in the short term because of rising
rates, as an investor your return may increase over a longer period if you
choose to automatically invest the income payments. You might see a setback
in the price of an individual bond fund share, but distributions can add up and
compound to boost returns, which—as seen above—has offset the impact
from a change in price of a fund share over time.

How long might it take to break even?
The amount of time it will take for a bond fund to reach the “breakeven”
point—when it fully recovers from any drop in price—depends on a number of
factors, including the terms of the bonds in the fund and the speed with which
interest rates rise. A fund’s category—short, intermediate or long—or

its duration, which measures the average maturity date of bonds held in the
fund—are good starting points to determine a hypothetical breakeven. All else
being equal, short-term funds tend to have shorter durations, meaning they
are less sensitive to changing interest rates. Intermediate- and long-term
funds have longer durations and, generally, take longer to benefit from rising
rates.
The bottom line: Assuming you reinvest bond fund distributions and can hold
the investment for several years, your income payments can play a larger role
than the price of a bond fund in determining your returns over the long term.

Which bond fund is right for you?
When choosing a bond fund, the first thing to consider is how long you plan to
hold the investment. If your time horizon is one to four years, short-term bond
funds could be the better option for you because they’re lower on the
risk/return scale; they generally provide less income, but with less volatility in
price. For a four- to 10-year horizon, consider intermediate-term funds, where
you’ll generally see more income but take on more risk. If you won’t need the
money for 10 years or more, long-term bond funds, which often sacrifice
short-term safety in favor of greater income, may make sense for you.
These days, with historically low interest rates on the rise, intermediate-term
bond funds may capture many of the benefits of long-term funds while taking
on less interest rate risk. Recent Federal Reserve guidance suggests U.S.
interest rates, which edged up slightly in December 2015 (for the first time
since 2006) and again in December 2016, are likely to rise further. In our view,
this makes long-term bond funds less attractive than short- and intermediateterm bonds or funds.

Another good way to help determine whether a given bond fund is right for
your portfolio is by matching its duration to your risk tolerance—that is, how
much volatility you can withstand and still sleep at night.
Funds with shorter durations have lower yields, but they tend to recover more
quickly from interest-rate hikes. The longer the duration, the more volatile the
bond fund’s price will be when interest rates rise or fall.
The information provided here is for general informational purposes only and should not be considered
an individualized recommendation or personalized investment advice. The investment strategies
mentioned here may not be suitable for everyone. Each investor needs to review an investment strategy
for his or her own particular situation before making any investment decision. All expressions of opinion
are subject to change without notice in reaction to shifting market conditions. Data contained herein
from third‐party providers is obtained from what are considered reliable sources. However, its accuracy,
completeness or reliability cannot be guaranteed. Examples provided are for illustrative purposes only
and not intended to be reflective of results you can expect to achieve. Fixed income securities are
subject to increased loss of principal during periods of rising interest rates. Fixed income investments
are subject to various other risks including changes in credit quality, market valuations, liquidity,
prepayments, early redemption, corporate events, tax ramifications and other factors. Indexes are
unmanaged, do not incur management fees, costs and expenses, and cannot be invested in directly. The
Bloomberg Barclays U.S. Aggregate Bond Index represents securities that are SEC‐registered, taxable,
and dollar denominated. The index covers the U.S. investment grade fixed rate bond market, with index
components for government and corporate securities, mortgage pass‐through securities, and asset‐
backed securities. These major sectors are subdivided into more specific indices that are calculated and
reported on a regular basis. (0217‐UR00) Thumbs up / down votes are submitted voluntarily by readers
and are not meant to suggest the future performance or suitability of any account type, product or
service for any particular reader and may not be representative of the experience of other readers.
When displayed, thumbs up / down vote counts represent whether people found the content helpful or
not helpful and are not intended as a testimonial. Any written feedback or comments collected on this
page will not be published. Charles Schwab & Co., Inc. may in its sole discretion re‐set the vote count to
zero, remove votes appearing to be generated by robots or scripts, or remove the modules used to
collect feedback and votes

