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Money Smarts
ONE ON ONE

Bonds, while conservative, aren’t risk-free

A reader asks: Are bonds or bond funds a good and safe way to get a higher and steady stream of income for my retirement years? If so, how do I go about getting into these investments and what should I look for? 

About the expert: Bart A. Zandbergen is a certified financial planner, a registered representative of FMN Capital Corp. and a registered investment advisory representative of Financial Management Network Inc., in Laguna Hills.  A writer and speaker, he has been featured at many workshops.  Financial Management Network is a fee-based comprehensive advisory firm
The problem: In uncertain times like these, frightened investors are fleeing to cash, bonds and fixed instruments. Are bonds safe and prudent as an income stream for retirement?

The solution: Let's first define what a bond is. A bond is a debt security, similar to an IOU. When you purchase a bond, you are lending money to a government, municipality, corporation, federal agency or other entity known as the issuer. In return for the loan, the issuer promises to pay you a specified rate of interest during the life of the bond and to repay the face value of the bond (the principal) when it ``matures,'' or comes due. Among the types of bonds you can choose from are: U.S. government securities, municipal bonds, corporate bonds, mortgage and asset-backed securities, federal agency securities, and foreign government bonds. 

Why invest in bonds? Most advisers will agree that investors should maintain a diversified portfolio consisting of stocks, bonds, real estate, and cash in varying percentages, depending on individual circumstances and objectives. Many people invest in bonds to preserve and slowly increase their capital or for dependable interest income. 

Are there risks to owning bonds? You bet! 

 Some of the risks depend on the key variables that you should look at before you invest in bonds, such as the bond's maturity, redemption features, credit quality, interest rate, price, yield and tax status. Together, these features help determine the value of your bond investment and the degree to which it matches your financial objectives. 

For example, if you buy a $10,000 bond, is your investment guaranteed? Well, you are guaranteed by the issuer to receive your initial investment at the maturity of the bond, say 10 years. What about in the meantime? The value of your bond will increase if interest rates falls, meaning you will probably have the ability to sell the bond for more than you paid. Conversely, if interest rates increase, the value of your bond will decrease. Therefore, you could sell your bond for less than you paid. 

What if the issuer of your bond goes bankrupt or defaults? That could be a cause for default on your return of principal. 

And lastly, what about purchase-power risk? If the effects of inflation and taxes are greater than or equal to your bond yield, you are losing purchasing power. 

You could buy individual bonds in the over-the-counter market or the New York Stock Exchange. Bond prices normally include a markup, which constitutes the dealer's costs and profit. If brokers or dealers have to seek out a specific bond that is not in their inventory for a customer, a commission may be added to compensate for the costs and efforts of serving the customer's needs. 

Bond funds or institutional bond managers offer investors another way to invest in the bond markets. Bond funds, like stock funds, offer professional selection and management of a portfolio of securities and allow an investor to diversify risks across a broad range of issues. 

Bonds can be an excellent source of income and capital preservation when purchased wisely and integrated with your portfolio. Given today's economic environment, you might consider some of the following: 

( Ultra-short bond funds. Some of these funds were returning nearly 5 percent in September. Investing in bond funds, unlike investing in CDs or money markets, risks your principal -- especially if interest rates rise again. However, most investment experts consider the risk fairly small because of the short maturities (less than one year) the funds invest in.  

( Short-term bond funds. They're returning better than most ultra-short funds, though with a little more risk because the average maturities are longer (around three years). For greater diversification, it's often best to stick to funds when investing in high-quality corporates or U.S. Treasuries. 

( Inflation-adjusted bonds. Combining a fixed return and an inflation adjustment, they can be purchased directly or through mutual funds. 

Advice to remember: Morningstar is a great evaluation tool but not a guarantee. In Sept. 29, 2000, Morningstar listed the Heartland Short Duration High Yield Fund as a 5 star with low risk. Within one month, the fund tumbled 44 percent in a day!

·Have a financial question for our local experts? E-mail yourmoney@ocregister-.com; write Money Q&A, The Orange County Register, P.O. Box 11626, Santa Ana, CA, 92711; or fax (714) 796-3685.
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