


Bond investing is much like a game of musical chairs in which
bond prices move to the tune of interest rates. Sometimes you
might feel that you have no control over what happens to your

bond portfolio with the future movements in interest rates.

But familiarity with ‘bond laddering’, an investment strategy,

could help deal with what is called reinvestment risk.

| will try to explain ‘Bond Laddering’ as a concept to you

in the next few slides...
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O A bond ladder or bond laddering is an investment strategy
based on a very simple concept.

It tries to minimize the risk associated with the future
movements In interest rates while creating a regular flow of
money for the bond holder.

0 A bond portfolio using laddering would consist of bonds having
different maturity dates at regular intervals.




However...

The face value of each bond might be same.

For example, a bond portfolio of Rs10 lakh may have 10
different bonds of Rs1 lakh each maturing after one year,
two years, three years and so on.

In such a situation, your bond portfolio would actually look
like a ladder in which every year some of your bonds would
be maturing, generating a steady cash flow

This cash flow, if you so like, can be reinvested again to
create another rung of a bond ladder.




This kind of strategy
ensures that your entire
bond portfolio does not

mature on the same date.
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A bond ladder strategy is very useful in dealing with one of the most
common risks facing your bond portfolio: Reinvestment risk. How?
Well, reinvestment risk of a bond is something that arises due to

future movements in interest rates.

Suppose you hold a bond portfolio which is currently earning you

an interest of 8%.
Your bonds would continue to earn an interest of 8% till the

date of maturity.




Now...

O In the meantime, interest rates might not remain static.

O They can very well go up or down. In case you choose to hold

your bonds till maturity, your entire portfolio would be
maturing on the same day.
0 This means that you can reinvest your money only at the

interest rates prevailing in the future.




O In case the rates are higher, you are lucky. But in case the
rates are lower, your entire portfolio gets invested at a lower
interest rate.

O This is what we call reinvestment risk.

L The arithmetic behind a bond ladder strategy is simple.

Spreading out bond maturity dates, in fact, spreads out

reinvestment risk.
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It is a lot like ‘not putting all your
eggs in the same basket’. Likewise,
your entire bond portfolio should

not mature on the same date.

e




Here’s how...

The same logic would also apply to any other fixed income
security, say, for instance, a certificate of deposit or even a bank’s
fixed deposit, all of which are subject to reinvestment risk.

But you should also keep in mind that spreading out your risk
might also lower your overall return.

The simple truth is that when you gain something, you might also
lose something.

The whole mechanism of bond laddering may require you to bear
some kind of cost.




What kind of cost?

For instance, bonds of different maturity in a bond ladder

would earn different interest rates.

In @ normal situation, bonds maturing early pay lower interest

than bonds maturing at a later date.

S0 by investing your entire money into bonds of longer maturity

you could get a higher rate of return.




But despite the lower overall rate of return, the prospects of a

bond ladder look bright.

As said, every year a part of your portfolio would be maturing,
which means that every year you have an opportunity of

making a new investment.




To Sum Up

O What: Bond laddering is an investment strategy that tries to
minimize the risk associated with the future movement in
Interest rates.

How: A bond portfolio using laddering would consist of bonds
having same face value maturing on different dates at a

regular interval.

O Why: Bond laddering strategy is useful because it helps in

minimizing the reinvestment risk.




Hope you have now understood /

the concept of Bond Laddering
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Thinking of Investment
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The views expressed in this lesson are for information purposes only and do not construe
to be any investment, legal or taxation advice. The lesson is a conceptual representation
and may not include several nuances that are associated and vital. The purpose of this
lesson is to clarify the basics of the concept so that readers at large can relate and
thereby take more interest in the product / concept. In a nutshell, Professor Simply Simple
lessons should be seen from the perspective of it being a primer on financial concepts.
The contents are topical in nature and held true at the time of creation of the lesson. This
Is not indicative of future market trends, nor is VEcoSys IMF Pvt. Ltd. attempting to predict
the same. Reprinting any part of this material will be at your own risk. vEcoSys IMF Pvt.

Ltd. will not be liable for the consequences of such action.

Mutual Fund investments are subject to market risks,

read all scheme related documents carefully.




