


Global pandemic, economic shutdown, and market freefall. This is a good time to hunker down, both in life 
and in our investing strategy. Brighter days are ahead—so let’s make sure we get there with ourselves and our 
portfolios relatively intact.

On the other side of this pandemic and shutdown, we may eventually be presented with a post-financial crisis 
type of buying opportunity. Big yields for dimes on the dollar. That’s what Wall Street cheerleaders will be 
shouting from the rooftops. When the time is right, we’ll load up our growth portfolios with these bargains 
and resume our daily lives. However, think again.

Unfortunately, I don’t see a rosy outlook anytime soon. Capital preservation and income generation should be 
our top priority – especially for those at or near retirement.  

The Federal Reserve, in its effort to restore confidence in corporate credit, is now backstopping anything that 
is investment-grade quality or better. Also, since the Fed has the ability to print money and conduct unlimited 
quantitative easing, this makes bonds an even safer place to be. Although, security doesn’t necessarily equate 
to returns, especially when talking about bonds and bond mutual funds.

Fed fans will say their decisive action in 2008 prevented the “Great Recession” from spiraling into another 
depression. On the flipside, opponents say the 2008 Fed intervention prolonged the underlying problems, 
which are coming to roost again in 2020.

Baby Boomers Beware

For those at or near retirement, a portfolio heavy in mutual funds is a recipe for disaster. Now is the time to 
restructure your investments – moving from growth to income-based instruments.

The term “fixed income” generally refers to the portion of the portfolio consisting of funds that are relatively 
low in market risk, and they pay interest to the investor for purposes of generating income. The overall idea 
for the fixed income investment strategy is to generate stable and reliable returns.

Retirement is a time in life where achieving stable and reliable returns is most important. A person in 
retirement may rely on income sources, such as Social Security, pensions, annuities and/or investment 
accounts, that produce the same amount of income (or an amount increasing at a small, nominal rate) on 
a year-to-year basis. This person’s income does not vary materially over time and they may have very little 
ability to absorb significant increases in periodic expenses.

When you invest in individual bonds, you’re guaranteed two things, assuming there are no defaults: 

1) You’re guaranteed a fixed rate of interest for the life of the bond

2) When the bond matures, you’re guaranteed to get the par value back
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The Hidden Dangers of Investing in Bond Funds

Since many of today’s advisors got into the business during the 1980s and 90s, in what was the best stock 
market in U.S. history, most have become stock market specialists. If they do fixed income, it’s usually an 
afterthought, and most will simply take the easy way out and invest their clients’ money in bond mutual funds.

What many people don’t realize is that bond mutual funds carry risks, costs, and tax implications that can be 
reduced, or even eliminated, by investing in a diversified portfolio of individual bonds or other fixed-income 
securities.

These risks include the following:

• Bond funds typically have higher expense ratios, meaning that more of each dollar goes to management
fees than a comparable stock mutual fund.

• With an individual bond, risk decreases the longer you hold the security because as you get closer
to maturity the greater the likelihood you will receive your principal back from the company
or organization to whom you lent it. It is not true with bond funds because the individual holdings
are constantly maturing, being bought and sold, etc.

• In the case of aggressive management, bond funds can take on leverage. If you don’t pay attention
to this, you might be exposed to significant potential capital losses and not even know it.

• Monthly income from bond funds fluctuates as the underlying bond assets change. You won’t know
precisely how much you are going to collect in any given year.

• Some bond funds charge redemption fees if you sell your shares within a certain time period.

• Certain bond funds may have fees and commissions to the fund company or financial institution
that sold you the investment.

Why Invest in Bonds?

Investing in bonds, including both corporate and municipal bonds, is one of the long-established foundations 
of any well-diversified portfolio. Even in times of low interest rates, bonds provide some protection against 
stock market and real estate crashes while generating a fixed amount of interest income. 

Research has shown that even a small fixed-income portfolio component, grounded in highly rated bonds, can 
significantly reduce your portfolio’s overall volatility without subtracting too much from your overall portfolio 
return.

So, how do bond mutual funds compare to individual bonds?

Most investors understand the inverse relationship between interest rates and bond values. When interest 
rates go down, bond values tend to go up, and vice versa. If something happens in the bond market to cause 
bond values to drop, a portfolio of both individual bonds and bond mutual funds might drop the same in value. 

However, if you’re holding individual bonds, the loss is simply a paper loss because you’re going to still receive 
your fixed interest payment, and when the bond matures, you’re still going to get your principal back. 
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But, if you’re holding bond mutual funds, you may never recoup your principal as those bond mutual funds 
never mature. That’s one reason why bond mutual funds can be a lot riskier than individual bonds.

So, why do financial advisors utilize bond mutual funds instead of individual bonds? As we mentioned earlier, 
it could be because most advisors today got into the industry during the 1980s and 1990s in what was the best 
stock market in US history. From 1982 to the year 2000, the Dow Jones Industrial Average went from 1,000 to 
almost 12,000.

Since the stock market was providing such stellar returns, many advisors became specialists in growth-
oriented, stock market-based strategies. Additionally, since the analysis of stocks and stock mutual funds is 
much different from the analysis of fixed-income investments, many stock market-based advisors will often 
take the easy way out and just place their clients’ money into bond mutual funds when asked about fixed-
income investments.

Instead of spending the time to research individual securities and run the risk of choosing the wrong 
bond, many advisors will just advise you to invest your money in a bond mutual fund to give you instant 
diversification. One of the benefits, for the advisor, is that if the fund performs poorly, they can point the 
finger at the fund manager. 

So, in a way, you can think of bond mutual funds as a “crutch” for stock market-based advisors because they’re 
leaning on a fund manager to pick the individual bonds for them. However, like most things in life, simplicity 
comes at a cost. In this case, the cost is passed along to the investor, along with the added risks and stress that 
mutual fund investing can bring with it. The fee structure of most mutual funds can be very complex but, in 
the end, these fees can often end up eating away at the gains the fund manages to earn.

Now, there is a time and place for investing in bond mutual funds. For instance, if you were an investor just 
starting out, and you didn’t have enough capital to properly diversify in a portfolio of individual bonds, then at 
least bond mutual funds give you a way to leverage a low dollar amount to help you diversify your portfolio. 

However, most people in or near retirement who have saved their hard-earned money over a longer period of 
time are better suited to invest in a properly managed portfolio of fixed-income securities for the purposes of 
preserving their retirement savings and generating reliable income well into retirement.

How to Evaluate Bonds

Although bonds are considered a lower-risk investment than stocks, they’re by no means risk-free. All it takes 

is for a bond to default and you, as an investor, could lose part of or all of your money. So how do you know 

which bond issuers are the most and least likely to fall down on their obligations? The best indicators are your 

bonds’ ratings.

A bond rating is a score that measures the financial strength of the entity issuing the bond. There are three 

major bond ratings agencies: Standard & Poor’s, Moody’s, and Fitch. These agencies use a combination of 

letters, numbers, and symbols to indicate the creditworthiness of bond issuers.
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How to Buy Bonds

Given that stocks are traded on a public exchange, they’re fairly easy to buy and sell. Bonds, on the other hand, 

aren’t traded publicly, but rather trade over the counter, which means that investors must buy them from 

brokers. Often, many stock brokers do not have the knowledge for navigating bonds. Treasury bonds, however, 

are an exception and can be bought directly from the U.S. government.

The problem with this system is that, because bond transactions don’t occur in a centralized location, 

investors have a harder time knowing whether they’re getting a fair price. A broker, for example, might sell a 

certain bond at a premium (meaning above its face value), while another broker might charge an even higher 

premium.

One Final Word of Caution about Mutual Funds

One of the biggest dangers behind investing in any type of mutual fund is something known as reverse dollar-

cost averaging—which is one of the most common and potentially disastrous financial mistakes a retiree can 

make.

Most people know what dollar-cost averaging is and have used it wisely in the course of saving for retirement. 

The purpose of dollar-cost averaging is to get your average purchase price down to help you buy low and sell 

high, which is the cornerstone principal of smart investing.

For example, if you decided to invest $100 each month in a bond mutual fund and the first month each share 

of the fund was worth $10 a share, you would be able to buy 10 shares. Now, let’s say the market performed 

poorly the following month and each share of that same fund was only worth $5 per share. Well, if you stuck 

with your plan of investing $100 per month, you would be able to buy 20 shares with your $100.

After the second month, your average cost per share would seem to be $7.50, but it would actually be lower. 

That’s because you bought twice as many shares at $5, and half as many shares at $10. Through dollar-cost 

averaging, you were able to get your average cost per share down to about $6.65.

This strategy works well when you are in the contribution stage of retirement investing. The problem arises 

when you reach the point where you’re not saving into your fund anymore, and you start drawing funds from 

the principal balance of your savings for things like IRS Required Minimum Distributions. The same principles 

apply but now in the opposite direction. You are now reverse dollar-cost averaging. 

Taking the same example, let’s say that in the first month you need to liquidate $100, so you sell 10 shares. In 

the second month, the fund’s price per share once again drops in half. Now, to withdraw your $100, you would 

have to sell twice as many shares. So, now what’s your average sales price per share? Again, the math is the 

same: instead of taking your purchase price down from $7.50 to $6.65, you’ve taken your sales price and pushed 

it down. You’ve been forced by the IRS to sell low instead of high.
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Store® , LLC and Sound Income Strategies, LLC are associated entities.

To understand the potential dangers of spending principal during retirement, let’s consider a 30-year 

retirement like a 30-year mortgage in reverse. When you first start making mortgage payments, you’re not 

paying back much principal at all. Instead, you’re paying primarily interest and only a small amount of 

principal. As the years go on and the balance gets paid down, you pay a little less interest and a little more 

principal. The process continues until, after 30 years, your mortgage is paid off.

Now, let’s imagine the same process in reverse. Take a pool of savings worth $1 million, generating 5% interest 

per year, or $50,000. If you take even just a little bit more than the $50,000 each year, just a small amount of 

your original principal, your $1 million in savings will be depleted within 30 years in much the same way that 

a mortgage is paid off.

About The Retirement Income Store®

The Retirement Income Store® is made up of a national network of Income Specialists with a common goal of 

helping retirees and pre-retirees reduce their exposure to stock market risk, so they can use their retirement 

savings to establish ongoing streams of income for retirement. Our Income Specialists are not just fiduciaries; 

they understand both pre-retiree and current retiree investment needs. They provide guidance and take 

comfort in knowing that our income-based strategies better protect clients from market turmoil.

About David J. Scranton

David J. Scranton is a money manager, Amazon Bestselling Author, national TV host of The Income Generation, 

Founder of Sound Income Strategies, LLC, The Retirement Income Store®, and Advisors’ Academy. For over 

three decades, David has made it his mission to educate those at or near retirement about a more conservative 

investment strategy – Investing for Income.
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