Investment in bonds

risky w

Government
bonds are an
asset that can be
confusing to
many, writes
Noel Whittaker

THE 1929 stockmarket crash
might have triggered the Great
Depression that began in 1930
but it did not cause it.

The responsibility for that
rested with governments
everywhere who cut spending,
slashed  borrowings  and
erected trade protection bar-
riers to protect local jobs.

Fortunately, governments
today have learned from those
mistakes and have fried fto
contain the current crisis by
borrowing to pump liquidity
back into the system to keep
the economy moving.

Their efforts appear to have
borne fruit because it seems
that the worst is behind us.

However, the legacy is mass-
ive government debt, the ef-
fects of which will be felt for
many years to come.

These borrowings have been
financed by issuing frillions of
dollars of bonds.

As a large proportion of
these will end up being owned
by the public either directly or
through managed funds in
superannuation, the new chal-
lenge for investors is to under-
stand an asset class which has
been ignored for many years.

On first glance, bonds are a
very simple investment.

You buy a piece of govern-
ment paper promising to pay
you a fixed sum on maturity
and interest at a set rate at
regular intervals until that
date.

For example, you can cur-
rently buy a Commonwealth
government bond promising to
pay you $100,000 in April 2015,
plus annual interest at 6.25 per
cent paid half yearly until then.

It is a risk-free investment
because repayment of both
principal and interest is
guaranteed by the Australian
Government, and the invest-
ment is highly liquid because
bonds are traded readily.

Sounds like the perfect in-
vestment, doesn’t it? Risk-free
and simple.

Well, remember the adage, if
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GRIMMER TIMES: Governments might have helped cause the Great Depression in the 1930s but they have learnt a lot since then.

it seems too good to be true, it
is. By buying that bond you
have locked in the interest rate
for the next six years, which
means you could lose heavily if
inflation hits hard causing
interest rates to rise.

An interest rate of 6.25 per
cent might sound great right
now when all the bank will give
you is around 4 per cent, and
inflation is 2 per cent, but it
would be a different scenario
altogether if inflation went to
6 per cent and interest rates
went to 10 per cent.

You would then be locked in
to a fixed rate of 6.25 per cent
which would mean that your
real rate of return is just

0.25 per cent. You would get
your $100,000 back in April
2015 but it would only be worth
$70,000 in today’s money.

Of course, because the in-
vestment is liquid, you could
cash it at any stage before its
maturity date. But then you
would suffer a capital loss, as
its value would be discounted
to bring its fixed rate in line
with current interest rates and
also to compensate for the loss
in purchasing power caused by
inflation.

It would be different if rates
and inflation dropped because
you would find yourself hold-
ing a fixed rate government-
guaranteed security paying

more than current market
rates. You could then sell it for
more than its face value.

Many people find bonds
confusing because they fall in
price as interest rates rise.

Therefore you might see
headlines such as “Bond mar-
ket in chaos as yields jump”
and read that “bond prices fell
as interest rates moved higher
on inflationary fears”.

Just remember that falling
interest rates make fixed-
interest securities more valu-
able — rising rates make them
less valuable.

Also keep in mind that

short-term bonds, such as
three years, are a less-risky

investment than longer-term
bonds such as 10-year bonds.
This is because the period
that the rate is fixed is much
shorter, and because there can
be less inflationary erosion of
capital on maturity as the time-
frame is much shorter.
Summing up, bonds can be a
great investment in times of
falling interest rates and low
inflation, but can be extremely
risky at a time of rising rates
and high inflation.
Historically, they have not
performed as well as shares.
For the five years ended July
2009 the Australian bond in-
dex returned just 6.43 per
annum, whereas the All

Ordinaries Accumulation in-
dex returned 8 per cent per
annum.

Naturally, you should seek
advice as to what is best for
your own situation but, for me,
quality Australian shares will
beat bonds every time as long
as you are prepared to hang in
when the inevitable downturns
occur.

Noel Whittaker is a director of
Whittaker Macnaught, a
division of St Andrew’s
Australia. This advice is general
in nature and readers should
seek their own expert advice
before making financial
decisions. His email is
noel.whittaker@
whittakermacnaught.com.au.
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*The distribution rates effective 15/2/2009, are net of fees and charges and based on current market performance. The rates are variable, may change over the term of the investment and is not a forecast. Past performance
is not an indication of future performance. Regulatory note: An investment with the Waratah Select Mortgage Fund is not a bank deposit and carries the risk of investors not getting all or part ;
of their investment back. Terms and conditions apply. This information is general advice and not personal and 2 person should consider the Waratah Select Mortgage Fund ARSN 089 601 052

Product Disclosure Statement before making any investment decisions. Shakespeare Haney Securities Limited ACN 087 435 783 AFSL 226348 is the issuer of the Product Disclosure Statement.
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o Earn 7.25% for 12 month term; 7.5% for 24 months;and, 7.75% for 36 months«,

* The security of investing with a team with over 38 years experience.

* Distributions paid monthly or
quarterly re-investment option

For a copy of our Product Disclosure
Statement call 1800 644 805 or visit
www.waratahfund.com.au
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