BUYING BONDS

Investors interested in buying fixed income securities can purchase government bonds, corporate bonds, municipal bonds, asset-backed securities, or money market securities.  In addition, investors can purchase fixed income mutual funds,[footnoteRef:1] closed end funds (CEFs),[footnoteRef:2] unit investment trusts (UITs),[footnoteRef:3] and exchange traded funds (ETFs).[footnoteRef:4] [1:  A mutual fund is a company that pools money from many investors and invests the money in stocks, bonds, short-term money-market instruments, other securities or assets, or some combination of these investments.]  [2:  Unlike mutual funds, closed-end funds sell a fixed number of shares at one time (in an initial public offering) that later trade on a secondary market.  See: http://www.sec.gov/investor/pubs/sec-guide-to-mutual-funds.pdf]  [3:  Once the holdings are chosen by the manager, they are fixed and do not change for the life of the trust. Like bonds, investors get their principal back on the closure date (as long as none of the bonds default). See: http://helpdesk.blogs.money.cnn.com/2011/06/24/municipal-bond-uit/]  [4:  ETFs aim to achieve the same return as a particular market index, they can be either open-end companies or UITs; but ETFs are not permitted to call themselves, mutual funds. http://www.sec.gov/investor/pubs/sec-guide-to-mutual-funds.pdf] 


Fixed income mutual funds come in all shapes and sizes, the following categories are a sample of what is available: Long-Term Bond, Large Growth, Mid-Cap Growth, Short-Term Bond, Large Value, Mid-Cap Value, Small Growth, Small Value, World Bond, High Yield Bond, Financial, and Retirement Income.[footnoteRef:5] [5:  http://money.usnews.com/funds/mutual-funds] 


Fixed income exchange traded funds[footnoteRef:6] (ETFs) come in as many varieties, the following categories are available:  Corporate bond, U.S. treasury, municipal bond, inflation protected bond, broad bond, short term bond, intermediate term bond, long term bond, international bond, inverse bond, leveraged bond, convertible bond, mortgage-backed bond, and junk bond.[footnoteRef:7]  Closed end funds and UITs are also widely available.  Morningstar is a fantastic resource for research on all bond funds.[footnoteRef:8]  [6:  ETFs are a type of exchange-traded investment product that must register with the SEC under the 1940 Act as either an open-end investment company (generally known as “funds”) or a unit investment trust. For Additional Information See: http://investor.gov/news-alerts/investor-bulletins/investor-bulletin-exchange-traded-funds-etfs]  [7:  http://etf.about.com/od/bondetfs/a/Types_Bond_ETFs.htm]  [8:  For a ranking of closed end funds see: http://screen.morningstar.com/cef-quick-rank/] 


Government Bonds
Investors can purchase government bonds through a bank or broker for a fee, but the easiest and cheapest way to participate in this market is to buy directly from the Treasury. On the TreasuryDirect.gov website, you can purchase Treasury bills, notes, bonds and inflation-protected securities (TIPS) as well as savings bonds.  Treasury securities are exempt from state and local taxes (but not federal taxes).

Individual Bonds vs. Mutual Funds (ETFs or UITs)
Unless you have at least $25-50,000 it probably makes sense to purchase a mutual fund or ETF for diversification.  As of June 2013 there was $9.3 trillion of U.S. corporate debt outstanding.[footnoteRef:9]  When buying individual corporate bonds, you should buy new issues directly from the underwriter because you’ll receive the same price as large investors, since the issuer eats the sales commission.  But the bond market is generally less liquid than the mutual fund market and older bonds trade in the OTC market with less price transparency.  One benefit of individual bonds over a mutual fund is that your payments and maturity are known and unless there is a bankruptcy you’ll receive all payments promised, while the price of a mutual fund changes daily.  A unique feature of UITs is that portfolios generally remain invested in the same set of securities throughout the term of the trust, which offers fixed income investors predetermined maturities and income potential.[footnoteRef:10]  For a comparison of UITs, ETFs, and Mutual Funds, see the Mutual Funds and Other Investment Companies note posted on my website: www.wendyjeffus.com. Note: When buying mutual funds (ETFs or UITs) pay attention to the expense ratio[footnoteRef:11] charged. [9:  http://www.sifma.org/research/statistics.aspx]  [10:  http://www.invesco.com/pdf/U-UITGEN-IVG-1.pdf]  [11:  The Total Annual Fund Operating Expenses ("Expense Ratio") represents the total of all of a mutual fund's annual fund operating expenses, expressed as a percentage of the fund's average net assets.] 


Municipal Bonds vs. Corporate Bonds
Municipal bonds are generally exempt from federal and state taxes; because of this characteristic there is no need to place these investments in your tax-deferred account.  You should buy higher interest corporate bonds in your tax-deferred account and keep your municipal bonds out.  You can calculate the tax-equivalent yield of your municipal bonds using the following formula:



	where, 	rm = rate of return on municipal bond
		r = before-tax rate of return available on a taxable bond of similar risk
		t = combined federal and state tax rate[footnoteRef:12] [12:  For example, if your federal tax rate is 28% and your state tax rate is 5%, then your combined tax rate would be (1-tfederal)x(1-tstate) = 68.4% which implies a combined tax rate of 31.6%.  See Essentials of Investments, 9th edition, by Bodie, Kane and Marcus, Chapter 2 p. 33  ] 


Note: Municipals bond funds offer pass-through tax benefits.  Fidelity, Vanguard, BNY Mellon, Oppenheimer, Nuveen, Putnam, Dreyfus, Eaton Vance, Franklin, MSF, and John Hancock all offer Massachusetts Municipal Bonds Funds.[footnoteRef:13] In addition, according to a working paper by Erik Sirri, Babson College Finance Professor, round-trip trading costs in muni bonds fall based on trade size the larger you trade (in $) the lower the cost (in %).[footnoteRef:14]  For example, mom and pop buy $25,000 of bonds and pay 2.1% but their mutual fund buys $1 million and pays .48%.   [13:  http://money.usnews.com/funds/mutual-funds/rankings/muni-massachusetts]  [14:  For a list of Prof. Sirri’s research see: http://faculty.babson.edu/sirri/] 


Example
Suppose your tax bracket is 28% assuming you don’t have the option to put your investment in a tax-deferred account, would you prefer a corporate bond with a 6% taxable return or a municipal bond with a 4.5% tax-free return?

Solution: Calculate the after-tax yield of the corporate bond: The corporate yields 6% x (1 - 28%) = 4.32% after-tax. In this instance the municipal bond offers the higher after-tax yield.  To calculate the tax rate for which the investor would be indifferent, solve for t. An investor would be indifferent if their tax rate was 25%.[footnoteRef:15]  [15:  6% x (1 – t) = 4.5%; (1 – t) = 4.5%/6% = 0.75; t = 25%.] 

[bookmark: _GoBack]Asset-Backed Securities
An asset-backed security is a type of pass-through security, where a pool of fixed-income securities backed by a package of assets. A servicing intermediary collects the monthly payments from issuers and, after deducting a fee, remits or passes them through to the holders of the pass-through security.[footnoteRef:16] Asset-backed securities can be backed by credit cards, auto loans, royalty payments, etc.[footnoteRef:17]  The most commonly sold mortgage-backed securities are issued by the entities the Government National Mortgage Association (Ginnie Mae) and the Federal National Mortgage Association (Freddie Mac).[footnoteRef:18] [16:  http://www.investopedia.com/terms/p/passthroughsecurity.asp]  [17:  http://en.wikipedia.org/wiki/Asset-backed_security]  [18:  https://www.wellsfargo.com/investing/bonds/types] 


Money Market Funds – are mutual funds that invest in the short-term debt instruments that comprise the money market.  They are required to hold only short-maturity debt of the highest quality.[footnoteRef:19] [19:  Cited from See Essentials of Investments, 9th edition, by Bodie, Kane and Marcus, Chapter 2 p. 31.] 


Appendix 1: UIT/ETF/Mutual Fund/Individual Security Comparison
[image: ]
See original source for additional detail: http://www.invesco.com/pdf/U-UITGEN-IVG-1.pdf

Suggested Readings[footnoteRef:20] [20:  This list is based on recommendations from Babson Alumn Harold Kotler, CEO and CIO of Gannett, Welsh & Kotler.] 

· The Journal of Fixed Income
· Income Securities Investor Newsletter:  http://www.isinewsletter.com/ 
· Grant’s Interest Rate Observer: http://www.grantspub.com/ 
· Prospect News High Yield Daily: http://www.prospectnews.com/hydetails.html
· Barron’s Weekly: http://online.barrons.com/this_week?mod=BOL_hpp_tnav_magazine
· WSJ SmartMoney: http://www.smartmoney.com/invest/bonds/
· Forbes: http://www.forbes.com/bonds/ 
· Investing in Fixed Income Securities by Gary Strumeyer
· Secrets of the Temple by William Greider (1987)
· Investinginbonds.com created by the Securities Industry and Financial Markets Association (SIFMA)  “Bonds at your stage of life” http://www.investinginbonds.com/learnmore.asp?catid=7&id=409#tt
3
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