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Fixed Income Mutual Funds: What are they?

I never hesitate to tell a man that I am bullish or bearish. But
I do not tell people to buy or sell any particular stock. In a

bear market all stocks go down and in a bull market they go
up – Jesse Livermore

A fixed-income investment is an
investment that provides a return in the
form of fixed periodic interest payments

and the eventual return of principal at
maturity. Unlike a variable-income security,
where payments change based on some
underlying measure such as short-term
interest rates, the payments of a fixed-
income security are known in advance.

An example of a fixed-income security
would be a 10% fixed-rate bond where a N10,
000 investment would result in an annual
N1,000 payment until maturity when the
investor would receive the N10,000 back.
Generally, these types of investments offer
a lower return on investment because they
guarantee income.

Like stocks, investors have the choice of
accessing fixed income investments either
directly – by buying individual instruments
such as bonds, treasury bills, among others;
or indirectly through fixed income mutual
funds such as bond funds etc.

Bond Mutual Funds
A bond fund pools money from many

investors to buy individual bonds that meet
the fund’s investment objective. There are
many types of bond funds, each categorized
based on the type of bonds in which it invests
such as corporate bonds, municipal bonds,
government-agency bonds and so on.

Risks of Bond Funds
As with any investment, understanding the

risks is very important. Bond fund risks
include interest rate risk and credit risk.

Interest Rate Risk
If interest rates rise, generally, bond prices

usually decline, and if interest rates decline,
bond prices usually r ise. This inverse
relationship is important to understand. The
longer a bond’s maturity, the greater the
interest rate risk. A bond fund with a longer
average maturity will see its net asset value
(NAV) react more dramatically to changes in
interest rates as the prices of the underlying
bonds in the portfolio increase or decline.
The effect that interest rates have on the
prices of bonds owned by the fund will cause
the income that the fund distributes each
month to vary.

Credit Risk
Bonds carry the risk of default, meaning

that the issuer is unable to make further
income or principal payments. Many
individual bonds are rated by a third party
rating agency to help describe the credit
worthiness of the issuer.

Bond funds are typically classif ied as
investment grade-quality (medium – high
credit quality) or below investment grade-
quality, depending on the individual bonds
in which they invest. Credit risk is a greater
concern if the fund invests in lower-quality
bonds such as high yield bond funds. The
fund’s prospectus will describe its credit
quality policies.

Other risks, such as default risk and call
risk, are typically mitigated because a bond
fund is made up of many individual bonds.
By owning a large number of bonds, the
impact of any one bond defaulting or being
called away prior to maturity (forcing the fund
to reinvest the proceeds at a lower, prevailing
rate of interest), is lessened.

Advantages of Bond Funds
•   Diversification – Bond funds normally

own a number of individual bonds of varying

maturities, so the impact of any one single
bond’s performance is lessened if  that
issuer should fail to pay interest or principal.
Certain types of bond funds, such as broad
market bond funds, are also diversified
across bond sectors, providing exposure to
corporate, government, government agency
and mortgage-backed bonds.

•   Professional management –
Professional portfol io managers and
analysts have the expertise and technology
to research the creditworthiness of bond
issuers and analyze market information
before making investment decisions. Fund

managers identify which securities to buy and
sell through individual security analysis,
sector allocation, and yield curve positioning.

•   Liquidity and convenience – Bond funds
allow you to buy or sell your fund shares each
day. In addition, bond funds allow you to
automatically reinvest income dividends and
to make additional investments at any time.
For most bond funds, the minimum initial
investment amount may be substantially less
that what you would have to pay for a diversified
portfolio of individual bonds. Depending on
market conditions when you withdraw funds,
your principal may be higher or lower than
your initial investment.

•   Regular income stream – Most bond funds
pay regular monthly income, although the
amount may vary with market conditions. This
feature can make bond funds an appropriate
choice for investors who desire somewhat
stable, regular income. If you do not wish to
receive the monthly income, you can choose
to have your dividends reinvested
automatically as one of several dividend
options.

•   Potential for tax-free income – Many
investors use municipal bond funds to help
reduce their tax burden. Although municipal
bond yields are generally lower than taxable

bond fund yields, some investors in higher
tax brackets may find they earn more from a
tax-free, municipal bond fund investment
instead of a taxable bond fund investment with
a higher yield.

Should You Invest in Individual Bonds or
Mutual Funds?

Before we can answer the question “should
you invest in individual bonds or bond mutual
funds”, we have to first understand the purpose
of owning bonds in your portfolio. Novice
inves to rs  use  bonds  as  an  income
genera to r,  re l y ing  on  y ie lds  to
supp lement  l i v ing  expenses  du r ing
ret i rement .  Inst i tu t ional  investors and
competent advisors, on the other hand,
view bonds as a tool to reduce portfolio
volatility. Total return, not just bond yield,
is what counts. If the purpose of holding
bonds is to control  port fol io r isk, then
owning bond funds, not individual bonds,
is the appropriate choice.

Price
Individual bonds are not cheap. A single

corpora te  bond can cost  as  much as
N50,000 or more.

The  h igher  cos ts  assoc ia ted  w i th
acqui r ing ind iv idua l  bond issues may
prevent many investors from sufficiently
diversifying among different issues.

On the other hand, though an in i t ia l
investment in a bond fund might  cost
N50,000 you wi l l  be buying into many
di f ferent  bonds instead of  buying one
individual bond for the same cost. As a
bond fund holder you can own stakes in
dozens ,  perhaps  hundreds ,  o f  bonds
with one purchase.

Costs
While individual bonds do not incur the

ongo ing  management  and  opera t ing

expenses of  bond funds, they do have
assoc ia ted  expenses  inc lud ing
brokerage commiss ions / fees  and b id -
ask  spreads  tha t  a l l  i nves to rs  shou ld
consider.  Fur thermore,  reta i l  investors
get less favorable pricing (commissions
and bid/ask spreads) than inst i tut ional
investors. The costs of trading individual
bonds are very hard to  accurate ly  p in
down and commissions are never fu l ly
disclosed. If ever there was an area for
ins t i tu t iona l  t raders  to  make obscene
pro f i t s  i n  the  marke ts ,  i t ’ s  the  bond
market.

When you purchase a bond fund, you
know what the cost will be: a transaction
fee and the expense ratio.

Safety
Many investors are under the impression

tha t  own ing  bonds  i s  a  r i sk - less
transaction. That is a myth that results in
a false sense of security. The fact is that
bonds ,  whether  corpora te  o r  t reasury
respond to daily changes in interest rates
as wel l  as credi t  condit ions. Indiv idual
bond  inves to rs  m igh t  take  comfor t  i n
knowing that at the end of the maturity
period, their  pr incipal  wi l l  be returned.
However, throughout the maturity period,
their principal wil l  f luctuate. As interest
rates r ise,  bond pr incipal  wi l l  go down
(since the bonds become less attractive
to new investors) .  I f  the owner  of  the
individual bond feels compel led to sel l
their  posit ion before the maturi ty date,
they may likely take a loss during a period
of rising interest rates.

Bond  funds  a re  much  more  l i qu id .
Granted, bond funds do not have a fixed
maturi ty (meaning principal nor income
is guaranteed). But, fund managers are
cons tan t l y  buy ing  and  se l l i ng  bonds
within the portfolio in order to maximize
interest income and capital gains.

Performance of a Bond Fund
Because the  per formance o f  a  bond

fund is determined by the performance of
i t s  under ly ing  inves tments ,  i t  may  be
helpful to review the basics of bond fund
investing before looking closely at fund
performance. However, past performance
is not a guarantee of future results.

Unit Price
Every bond fund has a net asset value

(NAV), or share price, which is the Naira
value of one fund share. The NAV is based
on the value of al l  the securit ies in the
portfolio and typically fluctuates daily.

Total Return
A bond fund’s total return measures its

overall gain or loss over a specific period of
time. Total return includes income generated
by the underlying bonds themselves and
price gains or losses of the bonds in the
portfolio. Investors should focus on total
return when evaluating performance of bond
funds.

In conclusion, there are distinct benefits to
owning bond funds in lieu of individual bonds.

Despite their ongoing expense, bond funds
provide a better alternative in terms of
diversification, liquidity, and the availability of
reinvesting dividends. A low cost bond index
fund will help you achieve the portfolio risk
control you need. Remember, just as with
equity investments, the more broadly you
diversify, the better results you will attain.

Individual bonds are
not cheap. A single
corporate bond can

cost as much as
N50,000 or more.
The higher costs
associated with

acquiring individual
bond issues may

prevent many investors
from sufficiently

diversifying among
different issues.


