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Why Plain Talk?

Bond Fund Investing

B

ond mutual funds play important roles in the portfolios
of millions of individual investors. Although the stock
market attracts more attention from the financial media,
Americans have invested more than $828 billion in bond funds.*

Considering bond funds
Bond investments are attractive for two key reasons:
■ Stable income. The interest income earned by bond funds
is generally higher and more stable than the interest earned
by investments such as money market funds,** certificates of
deposit (CDs), or bank passbook accounts.*** Accordingly,
many investors—particularly retirees—who need current
income use bond funds for a substantial part of their
investment portfolios.
■

Diversification. Many investors in the stock market also
hold bond funds to help smooth out the inevitable fluctuations
in the value of their overall investment portfolios. Although
bond funds can fluctuate in value just as stock funds do, bond
funds do not always move in the same direction or to the
same degree as stock funds.

**Source: Investment Company Institute, December 2000.
**An investment in a money market fund is not insured or guaranteed by the
Federal Deposit Insurance Corporation or any other government agency.
Although a money market fund seeks to preserve the value of your investment
at $1 per share, it is possible to lose money by investing in such a fund.
***Bank deposit accounts and CDs are guaranteed (within limits) as to principal
and interest by an agency of the federal government. Mutual funds, including
money market funds, have no such guarantees.

More reasons to consider bond funds
Some affluent investors use municipal bond funds as a source of
tax-exempt interest income. Because municipal bond funds tend
to have lower before-tax interest yields than those on taxable
bonds, this investment is usually appropriate only for people in
high tax brackets.
Finally, investors may use short-term, high-quality bond funds as an
alternative to money market funds. While this strategy can provide
higher returns, it does entail the risk that the investor could lose
some principal because of fluctuating bond prices.
Before buying shares in a bond fund, investors should understand
the fundamentals—including the potential risks and rewards—of
different types of bond funds. This Plain Talk brochure explains
the basics of bond fund investing, including how bond mutual
funds work, what different types of bond funds exist, and how
investors can select bond funds that best meet their needs.
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BONDS

A bond is simply a negotiable IOU, or a loan. Investors who buy
bonds are lending a specific sum of money (the principal) to the
bond issuer—a corporation, a government, or some other borrowing
institution—for a specified period of time (the term). Typically, the
bond issuer promises to make regular payments of interest to the
investor at a rate that is set when the bond is issued. This is why
bonds are often referred to as fixed income investments.
The term of a bond ends on the bond’s maturity date, when the
issuer repays to the investor the face amount listed on the bond.
When a bond is held to maturity, its face amount is repaid in full.
Before maturity, however, the value of a bond often fluctuates.
These continual changes in bond prices are influenced by many
factors, including interest rate movements, supply of and demand
for bonds, changes in the financial health of bond issuers, returns
offered by other investments, and the maturity date of a bond.
Price fluctuations will be addressed more fully on pages 12 and 13.

Types of bonds
Bonds can have considerable variations in maturity, and they may
have a wide range of credit ratings. Bonds are issued by the federal
government and its agencies, state and local governments, and
corporations.
U.S. Treasury
Securities offered by the U.S. Treasury come in three forms:
■

U.S. Treasury bills, which have maturities ranging from
90 days to 1 year.

■

U.S.Treasury notes, which have maturities from 1 to 10 years.

■

U.S.Treasury bonds, which have maturities from 10 to 30 years.

Treasury securities are considered the safest of all debt instruments
because they are legally backed by the “full faith and credit” of the
Mutual fund industry data provided by Lipper Inc. unless otherwise noted.l
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U.S. government. This designation, which is the highest level
of backing given on a U.S. government security, means that the
government pledges to use its full taxing and borrowing authority,
as well as revenue from nontax sources, to pay the interest and
repay the face amount of the security. Nonetheless, the market
prices of these securities are not guaranteed and will fluctuate
daily—just like the prices of any other bonds. U.S. government
backing of Treasury and agency securities applies only to the
underlying securities and does not prevent share-price fluctuations.
Interest paid on Treasury bonds usually is exempt from state and
local income taxes, but is not exempt from federal income taxes.
U.S. government agency
U.S. government agency bonds and securities are issued by
agencies that are owned, backed, or sponsored by the U.S.
government. While some of those bonds and securities are
backed by the full faith and credit of the government, others
carry less formal guarantees. The most common agency securities
are mortgage pass-through securities such as those issued by
the Government National Mortgage Association (GNMA, or
“Ginnie Mae”), the Federal National Mortgage Association
(FNMA, or “Fannie Mae”), and the Federal Home Loan
Mortgage Corporation (FHLMC, or “Freddie Mac”).
Mortgage pass-through securities are backed by home mortgage
loans. By purchasing mortgage pass-through securities, investors
are making mortgage loans to homeowners through intermediary
companies. Homeowners make monthly mortgage payments to
mortgage-servicing companies, and those payments flow through
to investors holding the mortgage pass-through security.
Of these agencies, only Ginnie Mae offers securities that are
backed by the full faith and credit of the U.S. government—
although as with Treasury securities, the prices of these securities
fluctuate daily. Nonetheless, bond market professionals believe that
all of these securities have a very high credit quality, meaning that
the issuing agency is very likely to pay the bond’s interest and
principal in full and on time. Indeed, these agency securities are
3

regarded as equal or even superior to bonds issued by the most
creditworthy corporations. Other U.S. government agencies also
issue securities, and investors should investigate the level of
backing provided by the U.S. Treasury for those investments.
Corporate bonds
Corporate bonds differ in two important ways: maturity and credit
quality. Maturities vary from short-term (between 1 and 5 years)
to intermediate-term (between 5 and 10 years) to long-term (more
than 10 years). Most corporate bonds are assigned a letter-coded
rating by independent bond rating agencies such as Moody’s
Investors Service, Inc., and Standard & Poor’s Corporation to
indicate their relative credit quality—the likelihood that the
issuer will pay interest and principal in full and on time. (More
information about bond ratings is provided on page 10.)
Investment-grade bonds are issued by well-regarded companies
and rated as desirable investments. To be considered investmentgrade, a bond must be rated BBB or better by Standard & Poor’s,
or Baa or better by Moody’s. Corporate bonds with a lower rating
or no rating are sometimes called high-yield bonds because of the
higher interest rates they must pay to attract investors. They are
also sometimes referred to as “junk bonds” because the issuers are
believed more likely to default—that is, to fail to make full interest
and principal payments as scheduled.
Municipal bonds
Municipal bonds are issued by state and local governments to
support their financial needs or to finance public projects. Interest
paid on municipal bonds is typically exempt from federal income
tax and, in some cases, from state and local taxes too.* (However,
capital gains earned on a municipal bond investment—like capital
gains on any security—are subject to federal and, possibly, state and
local income taxes as well.)

*For some investors, a portion of a municipal bond’s—or bond fund’s—income may
be subject to the alternative minimum tax.
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Like corporate bonds, municipal bonds come with a variety of
ratings to reflect the fact that some state and local governments
are financially stronger than others. Municipal bonds, which have
maturities ranging from less than 1 year to 40 years, are also
known as tax-exempt, or tax-free, bonds.

Investing in individual bonds
An investor may purchase individual bonds for a number of
reasons. First, the investor may have great confidence in the ability
of the bond issuer to make all interest payments as promised and
to repay the principal in full upon maturity.
By holding individual bonds, the investor chooses when to buy or
sell—thus retaining control over the timing of any taxable capital
gains or losses. Moreover, the investor does not pay any fees for
professional management or recordkeeping and so is able to receive
all the income produced by the bonds—before any applicable taxes.
Finally, the investor may want assurance that the value of the
investment will be paid in full on a certain date—so that it can be
“targeted” to pay for an expected cost, such as a college tuition bill.
Because a bond’s interest rate is known, an investor can predict the
value of the investment at maturity. Consider a $1,000 bond that
pays 5% interest and will mature in 1 year. If the bond is purchased
today for $1,000, the investor receives $50 in interest and $1,000 in
principal in the next year—for a total value of $1,050.
Investors must pay brokerage commissions when they buy and sell
individual bonds. One exception is that investors may purchase (at
no commission) Treasury securities through the Treasury Direct
program of the Federal Reserve System.

Investing in bond mutual funds
While there are significant advantages to purchasing individual
bonds, many investors prefer to invest in bond mutual funds. The
next section describes how a bond mutual fund works and explains
why an investor might choose a bond mutual fund rather than
individual bonds.
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B O N D M U T UA L F U N D ?

Like all mutual funds, a bond fund pools money from many
investors and uses the money to buy securities that meet the fund’s
stated investment objectives and policies. The decisions to buy and
sell individual bonds are made by a professional portfolio manager.

Potential advantages
A bond fund offers the following important advantages to
investors:
■ Regular monthly income. A typical bond fund distributes
virtually all of its interest income as a dividend distribution
each month. Investors may choose to receive these dividends
as cash or to have them automatically reinvested. Individual
bonds generally pay interest at six-month intervals, and those
payments cannot automatically be reinvested.
■

Lower investment amounts. The minimum investment for
an individual bond can be as high as $10,000. The minimum
initial investment in a bond fund, by contrast, is often
considerably lower, so even an investor who has limited funds
can participate in the bond market. The minimum initial
investment in most Vanguard bond funds, for example, is
$3,000 per fund for a regular account or $1,000 for an
individual retirement account (IRA) or Uniform Gifts/
Transfers to Minors Act (UGMA/UTMA) account. A
mutual fund investor can also purchase additional fund shares
in amounts far smaller than the cost of an individual bond.

■

Diversification. A bond fund may hold bonds from hundreds
of different issuers, meaning that it offers diversification. In a
diversified fund, the failure of one issuer to pay interest or
principal has only a slight effect on investors. However, the
owners of individual bonds could lose most or all of their
investment if an issuer defaults.
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■

Professional investment management. A professional
investment manager—who has access to extensive research,
market information, and skilled securities traders—decides
which securities to buy and sell for a bond fund. Professional
management can be a valuable service because few investors
have the time or expertise to manage their personal investments
on a daily basis or to investigate the thousands of bonds
available in the financial markets.

■

Daily liquidity. Shares in a bond mutual fund may be bought
or sold whenever an investor chooses; in other words, the fund
offers liquidity. In addition, most bond funds offer options
such as checkwriting and telephone redemption to make bond
investing more convenient. These benefits are generally not
available to owners of individual bonds because most bonds
cost hundreds or thousands of dollars each and must be traded
through a brokerage account.

Potential disadvantages
In addition to its advantages, a bond fund also has some potential
disadvantages. First, the dividend income paid by a bond fund is
not fixed, as it is with an individual bond. As a result, the actual
dividend the investor receives may go up or down slightly as the
fund buys and sells individual bonds.
Second, a bond fund has no fixed maturity date. Instead, a fund
maintains an average “rolling” maturity by selling off aging bonds
and buying newer ones—which could create taxable capital gains
for the fund’s shareholders. After five years, a 5-year bond fund will
still have a 5-year average maturity, but a 5-year bond would have
matured and been paid off.
Finally, the owner of an individual bond has the option of holding
the investment to maturity and receiving the face amount of the
bond. A bond fund investor, however, may have to redeem the
investment at a price higher or lower than the original purchase
price—thus realizing a capital gain or loss.
7

Figure 1 summarizes some of the advantages and disadvantages of

investing in individual bonds versus bond mutual funds.
Figure 1

Individual Bonds Versus Bond Mutual Funds:
Pros and Cons
Individual Bonds*

Bond
Mutual Funds

Yes, if held to maturity

No

Interest payments fixed

Yes

No

Risk diversification

No**

Yes

Professional management

No

Yes

Less convenient

Very convenient

No

Yes

Principal stability

Access to principal
Automatic dividend reinvestment

A bond investor could choose to invest in either individual bonds or in bond mutual
funds, depending on the relative benefits and drawbacks listed above. Investors
should keep in mind that an investment in an individual bond or a small number
of bonds may have greater credit risk than an investment in a diversified bond
mutual fund.
*Assumes no risk of default.
**Unless you purchase a portfolio of many bonds.
Note: The trading of individual bonds will incur brokerage fees and other transaction
expenses, except for purchases of U.S. Treasury securities through the Treasury Direct
program offered by the Federal Reserve System. The purchase or redemption of bond fund
shares will also incur transaction expenses, except with shares of no-load mutual funds.
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BOND F UNDS

Bond funds are usually classified by the types of bonds they hold
in their portfolios. Individual bonds are typically grouped in the
following ways:
■

Type
U.S. Treasury
U.S. government agency
Corporate
Municipal (nationwide and state-specific)

■

Credit quality
U.S. Treasury
U.S. government agency
Investment-grade
High-yield

■

Average maturity (approximate)
Short-term (1 to 5 years)
Intermediate-term (5 to 10 years)
Long-term (more than 10 years)

Credit quality
The credit quality of a bond depends on the issuer’s ability to pay
interest on the bond and, ultimately, to repay the principal upon
maturity. Independent bond-rating agencies evaluate the financial
health of bond issuers and issue alphabetical credit-quality ratings.
Usually a lower credit rating means that the issuer must pay
higher interest to offset the higher risk that principal and interest
won’t be repaid on time. Figure 2 on page 10 describes the ratings
used by Moody’s Investors Service, Inc., and Standard & Poor’s
Corporation. The weighted average rating of all the bonds in a
fund is available from the mutual fund company.
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Figure 2

Bond Quality Ratings
Moody’s
Investors
Service

Standard
& Poor’s
Corporation

Investment-grade bonds
Aaa

AAA

Judged to be the best quality, carrying the smallest
degree of credit risk. U.S. government and U.S. agency
bonds have Aaa and AAA ratings.

Aa

AA

Regarded as high quality. Together with Aaa and
AAA bonds, they are known as high-grade bonds.

A

A

Possess many favorable investment attributes and are
considered to be high medium-grade bonds.

Baa

BBB

Considered medium-grade—neither highly protected
nor poorly secured.

Speculative, or “junk,” bonds
Ba

BB

Judged to have speculative elements. Their futures
cannot be considered well ensured.

B

B

Generally lack characteristics of a desirable
investment.

Caa

CCC

Considered poor quality, with danger of default.

Ca

CC

Regarded as very speculative quality, often in default.

C

C

Lowest rating; considered to have poor prospects of
repayment, though the bond may still be paying.

D

D

In default.

Note: Moody’s applies numerical modifiers (1, 2, and 3) in some rating classifications in its
corporate bond rating system. The modifier 1 indicates that the bond ranks in the higher end
of its category, 2 indicates a mid-range ranking, and 3 indicates a low ranking.
The Standard & Poor’s ratings from AA to CCC may be modified by a plus sign (+) or a minus
sign (_) to indicate relative standing within the rating category.
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Average maturity and average duration
Investors should understand how much the value of their bond
investments can change as interest rates fluctuate. Two useful
measures are:
■ Average maturity, an average of the length of time until each
bond held by the fund reaches maturity and is repaid.
■

Average duration, a measure of how much a bond fund’s share
price will change in response to rising or falling interest rates.

Bond prices and interest rates
move in opposite directions. If
interest rates rise, the share price
of a bond fund will fall. If interest
rates fall, the share price of a
bond fund will rise.
Longer maturities and durations
generally bring greater price
volatility. So the price of a longterm bond will rise or fall more
than the price of a short-term
bond when interest rates change.

Duration: an alternative
measure of volatility
Duration is a very useful tool for
investors who have a clearly
defined time horizon—the point
at which the investment will be
needed to pay for a house, a
college education, retirement, or
some other goal. By choosing a
bond investment whose duration
approximates the investor’s time
horizon (see Figure 3 on page 12),
the investor can limit—but not
eliminate—the risk in a bond
investment strategy. If the
duration does not approximate the
investor’s time horizon, a shortage
(or surplus) of funds could result
when the funds are needed.

Average duration, which is
measured in years, can be used to
estimate how much a bond fund’s
share price will rise or fall in
response to a change in interest
rates. Simply multiply a change in
interest rates by a bond fund’s
average duration to calculate the percentage change in the share
price of the fund. So an increase in interest rates will cause share
prices to fall, and a decrease in interest rates will cause share prices
to rise.
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Figure 3

Choosing a Duration
Investment Objective

Time Frame

Suggested Duration
of Bond Fund

Saving for a down payment
on a home

2 to 4 years

2 to 4 years

Saving for a college education

4 to 8 years

4 to 8 years

8+ years

8+ years

Saving for retirement

If you choose to follow a liability-based bond investment strategy (that is, choosing
a duration that approximates your time horizon), remember to reconsider your time
horizon periodically and shift funds, if appropriate, as you near your investment
goal. Note that redeeming shares of a bond fund may be a taxable event.

Consider two bond funds, one with an average duration of 4 years
and one with an average duration of 8 years (see Figure 4). If
interest rates rise 0.5 of a percentage point, the share price of the
first fund will fall 2%. The value of the second fund will fall 4%.
Similarly, if rates fall 0.5 of a percentage point, the share price of
the first fund will rise 2% and the share price of the second fund
will rise 4%.
Figure 4

Changes in the Value of Bond Funds When Interest Rates Move
Interest Rates
Increase 0.5
Percentage Point

Interest Rates
Decrease 0.5
Percentage Point

Fund 1
4-year duration
Change in interest rates
Estimated change in share price

4.0
x 0.5
–2.0%

4.0
x 0.5
+2.0%

Fund 2
8-year duration
Change in interest rates
Estimated change in share price

8.0
x 0.5
–4.0%

8.0
x 0.5
+4.0%

The average duration and the average maturity of a bond fund can be learned by
calling the mutual fund company.
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All else being equal, a bond fund with a longer average maturity or
average duration will usually generate higher interest income than
one with a shorter average maturity or duration. This basic
relationship holds true because longer-term bonds must pay higher
interest rates than shorter-term bonds to compensate for the risk
that future events (such as rising interest rates or inflation) will
erode the bond investment’s value.

How interest rates affect bond fund prices
For many new investors, one of the most confusing aspects
of investing in bond funds is the relationship of a bond fund’s
share price to interest rates. But investors should have a clear
understanding of that relationship before investing in a bond or
bond mutual fund. The key point is that bond fund prices and
interest rates move in opposite directions.
Why do prices and interest rates move in opposite directions?
Assume that a person invests $1,000 in a 20-year U.S. Treasury
bond with a 5.5% yield (interest payments totaling $55 a year).
If interest rates immediately rise to 6.5%, another person could buy
a $1,000 Treasury bond and get $65 a year in interest, so no one
would be willing to pay $1,000 for the older bond paying 5.5%,
and so it would decline in price (in this case, to $889). On the
other hand, if interest rates fell and new Treasury bonds (with
similar maturities) were offered with a 4.5% yield ($45 a year in
interest), an investor would be able to sell the original 5.5% bond
for more than the original purchase price (in this case, $1,131).
Because a bond fund’s share price reflects the value of the bonds in
the portfolio, an increase in rates would drive the share price down,
and a decrease in rates would push the share price up.
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M E A S U RE B O N D F U N D P ER F O R M A N C E

Every mutual fund has a net asset value (NAV), or share price, that
reflects the value of a fund’s total net assets divided by the number
of shares outstanding. The NAV fluctuates daily as the prices of
the fund’s investments change. When a person invests in a mutual
fund, the price per share that he or she pays is the NAV at the
close of the trade date. And when an investor sells (redeems)
existing shares, the price per share is again the closing NAV.
A mutual fund’s investment performance is best measured by its
total return—the percentage change in the value of an investment
over a specific period of time, including any change in the fund’s
share price as well as any reinvested income or capital gains.
The total return of a bond fund has two components:
■

Income return. A bond fund’s interest income expressed as
a percentage of net asset value is called its income return, or
yield. For investors relying on the fund for income, this
component of the total return is the most important. In
simple terms, a $1,000 investment in a bond fund that
provides a 6% annual income return (yield) pays $60 a year
in dividend income.

■

Capital return. A measure of the increase or decrease in a
fund’s net asset value is called its capital return. If the value
of a bond fund investment falls from $1,000 to $980, the
capital return would be –2%.

Because total return is the sum of income return and capital return,
an investment with a 6% annual income return and a –2% annual
capital return has a total return of 4% for the year. While income
return will never be negative, total return could be negative because
of capital losses.
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The importance of expenses
Regardless of the type of fund,
an investor should pay close
attention to fees and expenses
because they directly reduce a
fund’s total return. These costs
are particularly important to
bond fund investors because
they are the most important
difference between comparable
bond funds. Once an investor has
chosen a level of credit quality
and an average maturity, most
funds will have a similar gross
yield—the yield before expenses.
Because investors only receive
the net yield—the yield after
expenses—high expenses can
consume a substantial amount
of a bond fund’s yield.

Why quoted yields
can differ from the
dividend distribution
an investor receives
The actual dividend distribution
that an investor receives from a
bond fund may differ from the
yield quoted by a mutual fund
company. This difference results
from a requirement of the
Securities and Exchange
Commission (SEC) that all quoted
yields be calculated using a
formula prescribed by the SEC.
That formula assumes that all
bonds in the fund are held to
maturity, although many funds
sell bonds before they mature.
As a result, a fund’s actual
income return may be higher or
lower than the SEC yield quoted
by the fund. This system may not
be perfect, but it does provide
investors with a consistent
yardstick for comparing funds
from different companies.

For instance, if a short-term
corporate bond fund has a gross
yield of 6.5% and an expense
ratio of 0.86%,* its net yield to
the investor will be only 5.64%. If
a similar fund has the same gross yield but an expense ratio of
0.24%,** the net yield to the investor would be 6.26%. The interest
income received by an investor in the low-cost fund would be 11%
greater than that received by an investor in the higher-cost fund.
Investors should be aware that a manager of a high-cost fund may
be tempted to overcome this performance disadvantage by taking
on additional risk in the hope of receiving higher returns.
*This was the average expense ratio for short-term investment-grade corporate
bond funds for 2000, as calculated by Lipper Inc.
**The 2000 expense ratio for Vanguard® Short-Term Corporate Fund.
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Conversely, the manager of a low-cost fund may be able to provide
competitive returns with a lower level of risk than other funds.

Disadvantage of sales charges (loads)
Investors in some mutual funds may also have to pay sales
charges, or front-end loads, when they invest—and those
charges can take up to 9% of the initial investment. Another
sales charge is a back-end load that can take up to 6% of an
investment when it is redeemed—although the charges usually
decline the longer an investment is held. Finally, some funds
charge 12b-1 fees, which are used to pay marketing and
distribution costs of the funds. This can be as much as 1% of
assets, or $10 a year for each $1,000 invested. Funds that have
no sales charges but that charge 12b-1 distribution fees are
called no-load funds, while funds (such as Vanguard’s) that have
neither sales loads nor 12b-1 fees are called pure no-load funds.
Figure 5 shows how fees and expenses can vary considerably from
one fund to another, while Figure 6 illustrates how lower costs
allow an investor to retain more of an investment’s total return.
Figure 5

Mutual Fund Fees Vary
Average Commissions and Expenses for Taxable Bond Funds
Sales
Commission

Annual
Expense Ratio

Annual
12b-1 Fee

Total Fund
Expenses

Vanguard funds

None

0.23%

None

0.23%

Pure no-load funds

None

0.77%

None

0.77%

No-load funds

None

1.03%

0.29%

1.32%

Front-end load funds
(without 12b-1 fees)

4.08%

0.93%

None

5.01%

Front-end load funds
(with 12b-1 fees)

4.10%

1.04%

0.26%

5.40%

Load funds (front- or backend, with 12b-1 fees)

4.30%

1.37%

0.57%

6.24%

Bond Funds

Bond mutual funds can charge a variety of fees and expenses. Investors should
review those costs carefully, as they directly reduce the potential total return on
an investment.
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Figure 6

Costs Affect Returns
Bond Funds: Average Annual Total Returns by Expense Levels
(Three Years Ended December 31, 2000)

Category

Average Annual Total Return
Expense Expense Expense Expense
Ratio
Ratio
Ratio
Ratio
Less
0.50%
1.01%
Greater
Than
to
to
Than
0.50%
1.00%
1.50%
1.50%

Added Return of
Lowest Cost
Over Highest
Cost Fund
(Percentage
Points)

Government
Long-term
Short-term
GNMA

6.6%
6.0
5.8

5.8%
5.5
5.8

5.2%
5.1
5.7

5.0%
4.2
5.0

1.6%
1.8
0.8

Municipal
Long-term
Short-term
High-yield

4.5%
4.0
n/a

4.1%
3.8
0.1

3.5%
3.3
1.9

3.0%
2.9
0.7

1.5%
1.1
n/a

5.6%
5.8

5.2%
5.5

4.3%
4.8

3.7%
4.6

1.9%
1.2

Corporate
Long-term
investment-grade
Short-term
investment-grade
High-yield

0.2

–0.9

–2.8

–3.3

3.5

Within a category of bond funds, there is usually not a great deal of difference in
gross yield, because funds must invest in similar securities. The most important
difference is costs—which can dramatically reduce a fund’s total return. You can
see this when you compare the returns of the lowest-cost funds in the table with
the returns of the highest-cost funds.
The returns cited are not representative of the performance of any particular investment.

About risks
Bonds are generally considered safer than stocks, but all
investments carry some elements of risk. While bonds have
frequently fluctuated in value less than stocks, Figure 7 on page 18
shows that bond prices can still rise or fall more than stocks in a
short period. Before purchasing bonds or bond funds, therefore,
an investor should understand both the potential risks and the
possible rewards.
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Figure 7

The Volatility of Bonds and Stocks
Highest and Lowest Average Annual Total Returns (%) for All
One-, Five-, and Ten-Year Periods From 1980 to 2000
Long-Term
Bonds
45

IntermediateTerm Bonds

Short-Term
Bonds

Stocks

1

40
1
35
1
30
5
25

1

5

20

5

10

10

5

10

15

10
10
5
0
–5
–10
–15
Years
Long-Term
Bonds
High / Low

IntermediateTerm Bonds
High / Low

Short-Term
Bonds
High / Low

1 Year

43.71% –7.65%

31.74% –4.51%

23.63% –0.72% 36.45% –10.89%

5 Years

22.85%

6.58%

18.75%

6.21%

14.63%

6.06% 27.06%

8.82%

10 Years 16.36%

8.65%

14.12%

7.96%

11.85%

6.89% 18.11%

7.57%

Stocks
High / Low

Returns for bonds are represented by the Lehman Brothers Long, 5–10 Year, and 1–5 Year
Government/Credit Indexes. Stock returns are based on the Wilshire 5000 Total Market Index.
These figures are for illustration only and should not be regarded as an indication of future
returns from any bond or stock investment.
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Bond funds are subject to a variety of risks. Unlike bank deposits
or money market funds, the value of a bond fund goes up and
down. In 1994 investors saw that bond funds can sometimes be
as risky as stock funds, as a rapid rise in interest rates caused
long-term bond funds to lose nearly 8% of their value.
Before investing in any bond mutual fund, an investor should
consider these risks:
■

Interest rate risk. Bond funds decrease in value when interest
rates rise, and they increase in value when rates fall. The risk
that a bond fund will rise or fall in value is known as interest
rate risk, and the longer a bond fund’s maturity or duration,
the greater the interest rate risk. Investors can reduce—but
not eliminate—interest rate risk by concentrating on shortand intermediate-term bond funds. Figure 8 shows how much
the value of different bond investments would change when
interest rates fluctuate.

■

Income risk. In periods of declining market interest rates, a
bond fund’s interest income may fall, so an investor seeking
current income could see that income reduced when interest

Figure 8

Interest Rate Risk: Bond Prices Can Fluctuate
Percentage Change in the Price of a Bond Yielding 7% and Selling for Its Face Amount
Bond Maturity

Increase in Rates
+1%
+2%

Decrease in Rates
–1%
–2%

Short-term (2.5 years)

–2.2%

–4.4%

2.3%

4.6%

Intermediate-term (10 years)

–6.8%

–13.0%

7.4%

15.6%

Long-term (20 years)

–9.9%

–18.4%

11.6%

25.1%

This chart shows the percentage change in price for short-term, intermediate-term,
and long-term bonds when interest rates increase or decrease by 1% and 2%. Bond
price volatility increases with maturity—short-term bonds are relatively stable, and
long-term bonds have the greatest exposure to interest rate risk.
These figures are for illustration only and should not be regarded as an indication of future
returns from any bond investment.
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rates decline. Income risk is higher for short-term bond funds
and lower for long-term funds because as interest rates change,
short-term bonds mature and those assets must be reinvested at
the new higher or lower interest rates.
■

Call risk. This term refers to the possibility that some bonds
be called (redeemed by the issuer before they mature) when
the issuer believes that doing so would be economically
advantageous. This usually occurs when interest rates fall below
the rate specified on the bond. When a bond is called, the bond
holders must then reinvest their money—often at a lower yield.
A similar risk—prepayment risk—affects mortgage-backed
securities such as Ginnie Maes (Government National
Mortgage Association securities). When interest rates fall,
many homeowners pay off their mortgages by refinancing, so
the securities backing those mortgages must also be paid off.

■

Credit risk. Bond investors can lose money if an issuer defaults
or if a bond’s credit rating is reduced. Because a mutual fund
invests in many bonds, the possibility that a single default
would significantly hurt investors is reduced. Credit risk is
typically lowest with U.S. Treasury bonds, followed by U.S.
government agency bonds, then by corporate and municipal
bonds that have high ratings. Investors in high-yield bonds
and bond funds are subject to greater credit risks, especially in
an economic downturn.

■

Inflation risk. A bond investment can lose purchasing power
as prices rise—so inflation risk is a serious concern for anyone
relying on that income to pay for future needs. If inflation ran at
3% for five years, for example, the value of a $100 payment check
would be reduced to $86 in terms of actual purchasing power. In
the long run, inflation can have a dramatic effect on the value of
bonds, which typically include little potential for growth.

■

Manager risk. Many funds are actively managed, meaning that
the investment adviser uses economic, financial, and market
analyses when deciding which bonds to buy or sell. Manager risk
refers to the possibility that the investment adviser may fail to
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choose an effective investment strategy or to execute that strategy
well. As a result, an investor in the fund may lose money.
■

Other risks. Some bond funds also may be exposed to event
risk, the possibility that some corporate bonds may suffer a
substantial decline in credit quality and market value because
of a corporate restructuring—for example, a merger, leveraged
buyout, or takeover. Restructurings are sometimes financed by
a significant increase in the company’s debt—an added burden
that could hurt the credit quality of the company’s existing
bonds. Still more risks can arise from the use of derivatives,
such as futures or options, whose values are linked to (or
derived from) the value of another asset or commodity.
Because different derivative-trading strategies carry different
amounts of potential risk and reward, some funds limit the
use of derivatives by their portfolio managers.

Bonds with inflation protection
To address inflation risk, the U.S. Treasury and some companies offer some
bonds and notes whose principal is adjusted to offset inflation—Treasury
inflation-indexed securities. The interest rate paid on these bonds remains
constant during the life of the bonds, but the principal is adjusted semiannually
to reflect changes in the general level of prices. In periods of rising prices, the
principal of a Treasury inflation-indexed security will increase. This means that
the interest payments will also rise because they are based on a larger
principal amount. As a result, the buying power of the interest payments and
the principal should remain steady even during periods of rapid inflation.
Of course, prices don’t always rise. In a period of deflation (a time of falling
prices), the principal amount of a Treasury inflation-indexed security would be
reduced. However, when the principal amount is repaid at maturity, the investor
will receive the larger of the inflation-adjusted principal or the face amount—
even if deflation had reduced the adjusted principal amount to a sum that is
less than the security’s face amount.
The Treasury has issued inflation-indexed securities with maturities of 5, 10,
and 30 years. A few mutual funds, including Vanguard® Inflation-Protected
Securities Fund, specialize in these inflation-indexed securities.
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H OW M U C H S H O U L D A P ERS O N
I N V ES T I N B O N D F U N D S ?
The most important step in creating an investment program is
developing a strategic asset allocation, which means deciding how
to divide assets among stocks, bonds, and cash investments such as
money market funds. Studies have found that investment returns
depend largely on how assets are divided among those three
asset classes—not on the specific investments chosen within
those classes.
In creating an asset allocation, investors should first consider four
important factors—their investment goal, investment time horizon,
risk tolerance, and financial condition.
■

Goal. This is simply a purchase or series of expenditures an
investor may want to make at some time in the future. For
instance, one goal might be to make a down payment on a
house, while another might be to ensure financial security in
retirement.

■

Time horizon. This is the number of years an investor has to
invest before reaching the goal, including the period during
which the investment is being withdrawn. The time horizon
for making a down payment on a house might be two or three
years, while the time horizon for retirement might be 40 years,
including all of the years in retirement.

■

Risk tolerance. This is an investor’s ability to endure the
inevitable fluctuations that come with investing. Knowing
that one has many years to reach a goal may make him or her
more comfortable with investments, such as stocks, that are
likely to provide higher long-term returns—but that also have
higher risks. Keep in mind that all investment risks can’t be
avoided, and—if only very stable investments are selected—
one runs the risk of losing purchasing power to inflation.
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■

Financial condition. This is the stability of an investor’s job
and the state of his or her personal finances. A person with
a steady job and well-established investment programs can
afford to take on more investment risk than someone with
an unstable job and few assets.

To help guide investors, Vanguard has developed seven model
portfolios with varying asset allocations (see Figure 9 on page 24).
These model portfolios may serve as a starting point for your
asset allocation decision; you might reasonably select a different
mix—one with slightly higher or lower risk—that reflects your
personal situation. We also suggest a separate cash investment,
such as a savings or money market account, for financial
emergencies and short-term goals.
Some of the factors that might lead an investor to allocate more
or less of his or her assets to bond funds rather than stock funds
are as follows:
■

The investor needs current income.

■

The investor’s time horizon is shortening; that is, the time
is drawing near when the investment will be used to pay
for something, such as a college education or a home.

■

Financial circumstances have changed, and the investor
needs to invest more conservatively.

For more information on personal portfolio planning and
help determining an appropriate asset allocation, refer to
another brochure in the Plain Talk Library, The Vanguard ®
Investment Planner.
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Figure 9

Returns and Downside Risk
Average
Annual Return
1926–2000

Worst
Annual Loss
1926–2000

Years
With Loss
1926–2000

11.0%

–43.1%

1 in 4
(21 out
of 75

10.3%

–34.9%

1 in 4
(20 out
of 75)

60%

9.3%

–26.6%

1 in 4
(18 out
of 75)

50%

8.8%

–22.5%

1 in 5
(16 out
of 75)

8.2%

–18.4%

1 in 5
(16 out
of 75)

7.0%

–10.1%

1 in 6
(13 out
of 75)

6.2%

–6.7%

1 in 8
(10 out
of 75)

Suggested
Asset Allocation*
100%

20%
80%

40%

50%

40%

60%

20%
80%

10% 10%
80%

■

Stocks

■

Bonds

■

Cash investments

*Cash investments are represented by U.S. Treasury bills, bonds by long-term U.S. corporate
bonds, and stocks by the S&P 500 Index.
Note: The returns shown include the reinvestment of income dividend and capital gains
distributions; they do not reflect the effects of investment expenses and taxes. The returns
cited are not representative of the performance of any particular investment.
Source: The Vanguard Group.
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S ELE C T I N G

THE

RIGHT BOND F UND

What factors to consider
Once an investor has decided how much to allocate to bond
funds, the next step is to choose the types of funds in which to
invest. This process is similar to making the asset allocation
decision. Before choosing a bond fund, you should consider the
following questions:
■ What degree of risk is acceptable to you? The amount of risk an
investor can assume will dictate whether he or she invests in a
short-, intermediate-, or long-term bond fund. An investor
who is worried about bond market fluctuations will want to
consider funds with lower average maturities and durations
because those funds have lower price volatility than long-term
funds. An investor with a long time horizon who is seeking
higher returns will be more likely to choose a long-term bond
fund. As noted on page 11, an investor can help to reduce
interest rate risk by choosing a bond fund whose duration
approximates the time horizon of the investment. (In recent
years, intermediate-term bonds have provided more than
85% of the yield and more than 70% of the total return of
long-term bonds—but with less than half the risk of longterm bonds.)
■

What is more important to you—credit quality or yield? An
investor seeking the highest investment quality will consider
U.S. government bond funds; an investor who prefers higher
yields might prefer corporate bond funds. In making this
decision, an investor should remember that most bond funds
are broadly diversified, so the added credit risk associated with
the typical corporate bond fund is relatively modest.
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■

How much income do you need? The amount of income
needed from a bond investment will influence the degree of
risk that an investor accepts. If more income is needed, the
investor could choose a bond fund with a longer average
maturity—and so take on more market risk. Or that investor
could decide to invest in a fund with lower-rated securities. If
less income is needed, then the investor can invest in a fund
with higher-rated securities and/or a shorter average maturity.

■

Are you in a high tax bracket? Is the investment being made
outside of a tax-deferred retirement plan? If the answer to
both questions is yes, an investor may want to investigate
tax-exempt bond funds rather than taxable bond funds.

Taxable or tax-exempt bond funds?
Municipal bond funds—which invest in tax-exempt bonds—
can be advantageous to investors in higher tax brackets because
the interest income is exempt from federal income tax. But
municipal bond funds aren’t for everyone because they typically
offer significantly lower yields than taxable bond funds. To
compare yields, convert the fund’s tax-exempt yield to a taxableequivalent yield. If the taxable-equivalent yield of the municipal
bond fund exceeds the yield of a taxable fund, then the municipal
bond fund might be a better choice. The box on the following
page illustrates how to calculate a taxable-equivalent yield.
Some municipal bond funds invest only in bonds issued by one
state and its municipalities so the interest income received by
residents of that state is exempt from federal, state, and local
income taxes. By investing only in one state, a fund might be
vulnerable in the event of severe economic problems in that state,
but that risk can be reduced by careful selection of bonds and the
use of municipal bond insurance.
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Calculating a taxable-equivalent yield
Suppose an investor is considering two long-term bond funds—a corporate
bond fund yielding 7% and a municipal bond fund yielding 5%. The investor
would follow these steps to obtain a taxable-equivalent yield:
1. Convert the investor’s marginal tax rate to a decimal figure
(for instance, 0.31 if the investor is in the 31% bracket).
2. Subtract the decimal figure from 1.00 (1.00 – 0.31 = 0.69).
3. Divide the tax-exempt yield by the figure from Step 2
(5% ÷ 0.69 = 7.25%).
4. Compare the taxable-equivalent yield of the municipal bond fund
with the original taxable yield of the corporate bond fund (7.25%
versus 7.00%).
In this case, the municipal bond yielding 5% would likely be the better
investment.

Insurance for municipal bonds
To offset the risk of default on their bonds, some municipalities
purchase insurance against default, which can be misread as
the default makes their bonds more attractive. A municipal
bond fund may also purchase default insurance for its bonds.
If a municipality defaults on an insured bond, the insurance
company fully covers the bond’s principal value and interest
payments. By holding only high-rated bonds or bonds that
are insured, a municipal bond fund can offset the credit risks
associated with investing in a single state. However, the investor
may end up concentrating credit risk by having a relatively small
number of insurers.
Keep in mind that bond insurance affects only the creditworthiness of the bonds held in the bond fund—it does not
protect shareholders from fluctuations in bond prices. Also,
there is no guarantee that an insurer will be able to meet
its commitments.
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Actively managed funds versus index funds
Another important decision in choosing a bond fund is deciding
whether to invest in an actively managed fund or in one that
pursues an indexing strategy. There are pros and cons to both
approaches, and investors should consider them carefully in
selecting the most appropriate bond fund.
The investment manager of an actively managed bond fund
seeks superior returns by making decisions about buying and
selling bonds based on economic, financial, and market analyses
and investment judgment. In contrast, the manager of a bond
index fund simply buys and holds a representative sample of the
bonds in an index—a statistical indicator of price changes in a
financial market—in an effort to track the index’s returns. A
bond index fund might seek to track the returns of the total
U.S. bond market or of a particular segment of the market.
Indexing is best known for its advantages in stock fund investing,
but this investment strategy also offers benefits for bond investors.
Because indexing is a buy-and-hold strategy, an index fund often
has lower trading costs and realizes fewer taxable capital gains.
The lower costs mean more of the fund’s return can be paid to
shareholders; fewer realized capital gains mean lower income taxes.

What is an index?
An index is an unmanaged group of securities whose overall performance is
used as a standard to measure the investment performance of a particular
market. Bond indexes may track certain types of bonds—such as long-term or
short-term bonds or Treasury or corporate bonds—or they may track a broader
range of bonds—for example, the entire U.S. bond market.

28

The lower costs and tax advantages of indexing, however, provide
a smaller advantage for bond index funds than for stock index
funds. That’s because the income paid by a bond fund is usually
a higher proportion of the fund’s total return than capital gains,
and that income is taxed (except that of municipal bond funds)
at an investor’s marginal tax rate—not a maximum of 20% as
with capital gains. Also, because bonds mature, they must be
replaced by the fund, incurring transaction costs; a stock index
fund may hold some stocks indefinitely.
One key advantage of indexing bonds is lower costs for the
analysis of securities. Those costs can be significant for both
bond and stock funds, but some experts believe active bond fund
managers have less opportunity to increase returns substantially
through skillful investment decisions than the managers of stock
funds. As a result, some investors choose index funds because
they want to avoid paying for research they believe is unlikely
to improve returns. However, active managers sometimes do
outperform the market averages as represented by indexes—and
so some investors seek out actively managed funds in the hope
of obtaining superior returns.
Another potential advantage of an active approach is a manager’s
ability to control credit quality—to confine investments to bonds
with superior credit ratings or to those that the fund manager
believes will be upgraded by the credit rating agencies. If a bond’s
rating is raised, the price of the bond will be higher. When the
prices of bonds in a fund go up, the total return of the fund is
increased.
Finally, active managers can also control call risk—the possibility
that certain bonds may be redeemed before maturity in a period
of falling interest rates and rising bond prices. By investing only
in bonds that cannot be called, the manager can avoid having to
reinvest assets at lower interest rates when higher-yielding bonds
are redeemed.

29

T H E VA N G UA RD® F A M I LY O F
P U RE N O -L OA D B O N D F U N D S
Vanguard offers nearly 30 bond funds to suit a variety of
investment needs. Most are actively managed, while others are
indexed (that is, they seek to track the performance of the total
U.S. bond market or some sector of it). This broad selection
includes both taxable and tax-exempt bond funds that offer a
variety of average maturities.
Here are the Vanguard bond funds by category. The minimum
initial investment for most Vanguard funds is $3,000 per fund ($1,000
for an IRA or a Uniform Gifts/Transfers to Minors Act account).

Actively managed taxable bond funds
Short-Term Corporate Fund: High-quality corporate
securities; average maturity 1 to 3 years.
Short-Term Federal Fund: U.S. government agency securities;
average maturity 1 to 3 years.
Short-Term Treasury Fund: U.S. Treasury bills and notes;
average maturity 1 to 3 years.
Inflation-Protected Securities Fund: Inflation-indexed
securities; issued primarily by the U.S. Treasury and other
government agencies; average maturity 7 to 20 years.
GNMA Fund: Mortgage-backed securities of the Government
National Mortgage Association; stated maturities 25 to 30 years,
repaid within 12 years on average.
High-Yield Corporate Fund: Medium- and lower-quality
corporate “junk” bonds.
Intermediate-Term Corporate Fund: High-quality corporate
securities; average maturity 5 to 10 years.
Intermediate-Term Treasury Fund: U.S. Treasury securities;
average maturity 5 to 10 years.
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Long-Term Corporate Fund: High-quality corporate bonds;
average maturity 15 to 25 years.
Long-Term Treasury Fund: U.S. Treasury bonds; average
maturity 15 to 30 years.

Indexed taxable bond funds
Short-Term Bond Index Fund: Tracks the Lehman Brothers 1–5
Year Government/Credit Index; average maturity 2 to 3 years.
Intermediate-Term Bond Index Fund: Tracks the Lehman
Brothers 5–10 Year Government/Credit Index; average maturity
7 to 9 years.
Total Bond Market Index Fund: Tracks the Lehman Brothers
Aggregate Bond Index; average maturity 8 to 10 years.
Long-Term Bond Index Fund: Tracks the Lehman Brothers
Long Government/Credit Index; average maturity 20 to 25 years.
Actively managed tax-exempt national bond funds
(Interest is exempt from federal income tax; not suitable for IRAs.)

Short-Term Tax-Exempt Fund: High-quality municipal
bonds; average maturity 1 to 2 years.
Limited-Term Tax-Exempt Fund: High-quality municipal
securities; average maturity 2 to 5 years.
Intermediate-Term Tax-Exempt Fund: High-quality
municipal bonds; average maturity 7 to 12 years.
Insured Long-Term Tax-Exempt Fund: Insured municipal
bonds; average maturity 15 to 25 years.
Long-Term Tax-Exempt Fund: High-quality municipal bonds;
average maturity 15 to 25 years.
High-Yield Tax-Exempt Fund: Medium-quality municipal
bonds; average maturity 15 to 25 years.
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Actively managed tax-exempt state bond funds*
(Interest is exempt from both federal and state income tax; not suitable for IRAs.)

California Insured Intermediate-Term Tax-Exempt Fund:
Insured California municipal securities; average maturity 7 to
12 years.
California Insured Long-Term Tax-Exempt Fund: Insured
California municipal securities; average maturity 15 to 25 years.
Florida Insured Long-Term Tax-Exempt Fund: Insured
Florida municipal securities; average maturity 15 to 25 years.
Massachusetts Tax-Exempt Fund: Massachusetts municipal
securities; average maturity 15 to 25 years.
New Jersey Insured Long-Term Tax-Exempt Fund: Insured
New Jersey municipal securities; average maturity 15 to 25 years.
New York Insured Long-Term Tax-Exempt Fund: Insured
New York municipal securities; average maturity 15 to 25 years.
Ohio Long-Term Tax-Exempt Fund: Ohio municipal
securities; average maturity 15 to 25 years.
Pennsylvania Insured Long-Term Tax-Exempt Fund: Insured
Pennsylvania municipal securities; average maturity 15 to 25 years.

*Only residents of the respective state may invest in these funds.
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H OW VA N G UA RD C A N

H EL P

For more information about Vanguard® funds and services, to
learn more about investing, or to open an account online, visit our
website at www.vanguard.com. There you’ll find our complete
Plain Talk ® Library, Retirement Center, and our popular
Education Center. Register for immediate secure access to our
online investment-management center, and you can monitor your
accounts, conduct transactions, trade securities, and invest in both
Vanguard and non-Vanguard funds—24 hours a day.
Or you can speak with a Vanguard associate by calling us at
1-800-662-7447 on business days from 8 a.m. to 10 p.m. and on
Saturdays from 9 a.m. to 4 p.m., Eastern time. Our associates are
always pleased to answer your questions or provide information
about our funds and services.
Vanguard also invites you to take advantage of the broad
selection of programs and services we offer that can teach you
more about investing and help you stay on track toward reaching
your financial goals.
Vanguard® Personal Financial Planning Service 1-800-567-5162
At an affordable fee, this service offers customized one-time
analysis and advice on investment, retirement, and estate planning.
1-800-567-5163
Vanguard® Asset Management and
Trust Services
Individuals who have a minimum of $500,000 in investable assets
can receive comprehensive, ongoing wealth management services
at a very reasonable fee.
1-800-992-8327
Vanguard Brokerage Services®
Through Vanguard Brokerage, you can invest in individual stocks,
bonds, options, and more than 2,600 non-Vanguard mutual funds.
You can open an account and trade on our website as well.
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Retirement Resource Center
1-800-205-6189
Our experienced retirement specialists can provide a wealth of
information to help you plan or manage your retirement
investments.
Individual Retirement Plans
1-800-823-7412
Self-employed individuals and small-business owners can find out
how to establish and administer retirement plans for themselves
and their employees.

Voyager and Flagship Services

1-800-337-8476

Vanguard offers special services for clients who have substantial assets.
■

Voyager Service ®, for clients investing more than $250,000 in Vanguard
mutual funds, offers the expert assistance of a special service team.

■

Flagship Service, for clients whose Vanguard mutual fund investments
exceed $1 million, offers personal service from a dedicated representative.

Eligible clients are invited to call Vanguard for more information.

Where to buy bonds
Investors who would like to purchase individual bonds can contact
Vanguard Brokerage Services at 1-800-669-0514 on business days from
8 a.m. to 5:30 p.m., Eastern time.
For information on purchasing U.S. Treasury securities directly from the Federal
Reserve with no commissions or fees, call the Bureau of Public Debt at
1-800-722-2678, or go to the bureau’s website at www.publicdebt.treas.gov.
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Investing is easier than ever on our
award-winning website

At www.vanguard.com, you can take care of all your
investment needs. You can open an account online and
begin investing immediately in any of Vanguard’s more than
100 mutual funds. Or open a Vanguard Brokerage Services®
account to invest in individual stocks and bonds or more
than 2,600 non-Vanguard mutual funds.
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We hope you find the information in the Plain Talk Library helpful
as you chart your investment course with us.

The Vanguard Group was launched in 1975 solely to serve the
Vanguard mutual funds and their shareholders. From its start as a
single fund in an infant industry, Vanguard has become one of the
largest investment management firms in the world. Today, some
$550 billion is invested with us in more than 100 investment portfolios.
And some 11,000 crew members now serve millions of shareholders
who have entrusted their investment assets—indeed, their financial
future—to a company that they believe offers the best combination of
investment performance, service, and value in the industry.
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To request a free copy of any of these brochures, call us at
1-800-662-7447 on business days from 8 a.m. to 10 p.m. and
on Saturdays from 9 a.m. to 4 p.m., Eastern time. You can also
read or order them online at www.vanguard.com.
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The Vanguard Group traces its roots to the opening of its first mutual
fund, Wellington™ Fund, in 1929. The nation’s oldest balanced fund,
Wellington Fund emphasized conservatism and diversification in an
era of rampant market speculation. Despite its creation just before the
worst years in U.S. financial history, Wellington Fund prospered and
within a generation was one of the largest mutual funds in the nation.
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Would you like to speak with a knowledgeable
Vanguard associate? Call 1-800-420-2669.

How bond funds can fit in your investment portfolio

Post Office Box 2600
Valley Forge, PA 19482-2600
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Learn why so many investors come to Vanguard for
a mutual fund and stay for a lifetime of investing.
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