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Two Questions
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• Why Invest in Bonds in the First Place?

• Portfolio Diversification across Asset Classes

• Insurance – But only Kind of

• What are the Pros and Cons of Bonds vs. Bond Funds?

• First, some background



Some Assumptions & Background
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• Assume we are restricted to 2 asset classes: Stocks and Bonds

• The essential difference between stocks and bonds is the relative 

certainty of expected future cash flows 

• The Implicit trade-off is between Risk (Volatility) and Expected returns 

(Exp R)

• All Else Equal: Bond cash flows have greater certainty but at the price of 

reduced expected returns

• Inflation and inflation expectations should be factored in



Measuring Risk Across Asset Classes
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Source: Yahoo Finance
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Sources of Risk Within Bond Asset Classes
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• Inflation, Inflation, Inflation

• Affects all bonds

• Some bonds are “inflation proofed”

• TIPs and Floaters…

• Duration / Maturity

• Price volatility rises with duration 

• Yield volatility falls with duration

• Considering the DV01 of a bond

• Credit & Liquidity

• Note: Credit can be expressed as insurance model: PD x LGD = Rating

• Treasuries & Agencies…Highly liquid (esp. Treasuries) and Top Credits

• Corporates—Better quality credits are more liquid

• Range from Investment Quality to Junk. AAA…BBB / BB…CCC

• Tax Exempts—tend to be very illiquid

• Tax

• Tax-exempts are highly sensitive to changes in marginal rates



Global Ratings Scale
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Data Source: Moody’s
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Price  / Quality Trade Off
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Determinants of Bond Prices
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• Treasury Securities are the Benchmark!

• All other bonds trade as a spread to Treasuries

• Spreads can (and do) vary with economic conditions

• Inflation Expectations are extremely important

• Credit Quality

• Position on the Yield Curve

• Liquidity Preferences

Some Correlation FX Here



Understanding DV01s: The Tool that All Professional Bond 
Traders Use
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10 TR Vol /5 YR Vol ~ 2



The Yield Curve as an Expression of Risk Preferences
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Credit Curves
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Buying Individual Bonds: Pros & Cons
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Pros
1. You know what you own

2. Specific Coupon & Maturity 

(or call)

3. Riding down the curve

4. Absence of ongoing fees

5. Transaction costs are small 

FOR TREASURIES

Cons
Except for Treasuries:

1. Liquidity can be problematic 

for small sizes (under 

$100,000 par value)

2. Lack of diversification

3. Lack of transparency

4. High Transaction costs

5. Liquidity and Transparency 

tend to be issuer dependent



Bond ETFs and Mutual Funds: Pros & Cons
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Pros
1. Ease of execution

2. (Some) Diversification

3. Liquidity

4. Transaction costs 

generally low

Cons
1. You don’t really know what you 

own—especially with actively 

managed funds

2. Understanding fund credit 

quality can be difficult—credit 

rating relationships are non-

linear

3. Fund pricing can be 

problematic

4. There may be a liquidity 

illusion—particularly with tax 

exempts

5. Fee structures can be onerous 



An Example: LQD
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LQD: Key Facts
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LQD: How Diversified is it Really?
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23.7% of Holdings



LQD Credit Quality
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Note: Credit Agencies Rate Some Bond Funds 
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Summary & Conclusion
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1. For Treasury Security Investments it’s probably best to buy individual bonds at auction. Most 

brokers will do that for free.

2. For corporate and municipal bonds it’s probably best to buy a large mutual fund that  

replicates a major bond Index. 

3. There are several potential pitfalls that should be monitored—particularly the distribution of 

credit quality, distribution of maturities, Fee structure & especially Leverage

4. For municipals, national funds are probably safer than state specific funds. 

5. In general would stick to passive index funds and avoid actively managed funds

6. I am skeptical of funds that employ leverage
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