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Understanding why one 

moves into long term debt 

funds when interest rates 

begin to fall



Everyone knows that prices rise 

when there is increase in demand 

and fall with the fall in demand. 

The same is applicable to Bonds 

with long durations.
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Let’s revisit the basics of Bond price 

and Interest relationship:

When Interest rates rise, price of 

bonds fall. Likewise, prices rise with 

a fall in interest rates



Meet the typical Indian middle class 

housewife who manages her house 

efficiently with the money that her 

husband gives her.
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When she expects the price of vegetables to rise, she decides to 

purchase large quantities of vegetables for use over a longer period.

Now, even if the price of vegetables were to go up, it would not

make a difference to her as she had purchased for a longer duration 

because of her expectations that prices are set to rise.
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Similarly when interest rates are expected to come down,  it means 

that the demand for bonds yielding higher interest rates would 

increase. Also the supply of bonds with higher interest rates will come 

down. Therefore the price of such bonds would go up.

So a smart fund manager would buy such bonds for a much longer 

duration so that he can gain from the increase in the price when 

interest rates go down as per his expectation.

LONG TERM DEBT FUNDS



LONG TERM DEBT FUNDS

Thus whenever interest rates are 

poised to fall it makes ample sense to 

buy funds that hold papers of longer 

duration.



Going back to our housewife example. What do you think she will do 

when she expects supply of vegetables in the market is likely to go up?

When supply is expected to go up, prices would come down. Hence 

the housewife does not buy vegetables for the long term any more.

She just buys enough for a day or two so that she can take advantage 

of the falling prices.
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Similarly when a fund manager expects interest rates to rise, he 

realizes that the prices of bonds are set to fall because of higher 

supply.

So he sells long duration papers and moves into short duration 

papers. This is exactly like what the smart housewife did when she 

purchased vegetables for a day or two.

Both their objectives being the same – i.e. to have the money to 

buy at the right time.

LONG TERM DEBT FUNDS



Therefore when one is expecting interest rates to rise, it makes 

sense to invest in funds like Short Term Bond Fund which invests 

in papers of shorter duration. 

This ensures that you are prepared with money to buy when the 

prices start to fall
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Hope this story has clarified why one 

should invest in long duration bonds 

when interest rates are expected to 

fall and short duration funds when 

interest rates are expected to rise
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Thinking of Investment 

Contact 



DISCLAIMER

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.


