Investors feel sting of bonds: Complaints have risen as many learn sector isn't without risk
By Bill Deener (The Dallas Morning News 2/22/04)
Too often, investors don't understand the risk in bonds. 
After the stock market collapsed in 2000, many brokers made the pitch to stock-weary investors that bonds were safe, that their principal was protected and that often they wouldn't be charged commissions. 

But lately investors have discovered that bonds are not always safe, that principal is not always protected, and that bond investors actually pay a broker's markup. 

Securities lawyers said that as a result, investors feel betrayed by the bond market, and the number of investor complaints involving bonds has dramatically increased. 

"I think this is just the beginning of a wave of investor complaints against bond brokers," said Andrew Stoltmann, a Chicago securities lawyer. 

"With bonds, most people think safety and no commission," he said, "but those are often fallacies that they get hammered on." 

The number of bond-related claims against brokers has more than doubled, from 161 in 2001 to 353 last year, according to the National Association of Securities Dealers. Claims against brokers are filed with the NASD, and a three-member panel decides whether investors were wronged. 

The 353 bond claims are relatively few compared with the more than 3,800 cases involving stocks, but the trend is disturbing, Mr. Stoltmann said. 

Investors plowed $171 billion into bond mutual funds over the last two years. And that doesn't even include the billions more on purchases of individual bonds, held outside of mutual funds. 

Some have lost a bundle. 

For example, the Strong High-Yield Municipal Bond fund lost 11.4 percent last year, and that wretched performance had nothing to do with rising interest rates. 

As the name implies, the fund manager invested in risky municipal bonds, some of which went into default. 

Many of the current bond arbitration cases resulted from the downturn in the high-yield market in 2002. 

Jay Mueller, director of fixed-income investments for Strong Funds in Milwaukee, said his firm's high-yield fund lost 6.5 percent in 2002. But it bounced back with a gain of 25 percent last year. 

"Last year was a good year for high-yield bonds, but it was not representative of the average year," Mr. Mueller said. 

Although he understands why investors chase the big returns in the high-yield market, Mr. Mueller said, the prudent course is to diversify across several bond categories. 

But Christopher Bebel, a Houston securities lawyer, said that too often investors hear the sales pitch about the high yield of a risky bond but miss the warning about the higher risk. 

"They are easy targets because they hear what they want to hear," he said. 

Areas at issue 

Current complaints against brokers involve three basic areas: 

•Excessive markups. 

•Putting investors in high-risk bonds. 

•Excessive trading. 

The first two trouble areas are somewhat interrelated, because bond salespeople typically earn the highest markups on the riskiest bonds. The markup on a high-quality $1,000 corporate bond, where the risk of default is very low, might be a very modest $5. The investor would pay $1,005 for that bond. 

However, the markup on a lower-quality, riskier corporate bond could be $70 to $80 or more. The higher markup serves as an incentive for the brokers to move the risky bonds out of their firm's inventory, Mr. Stoltmann said. 

For example, two years ago a brokerage firm holding a lot of Enron bonds would have had an incentive to sell them quickly because the company was heading for bankruptcy. But what's beneficial for the broker might be disastrous for the investor. 

"It's tempting for brokerage firms to coax people into higher-yielding, more risky bonds and then downplay the higher risk," Mr. Bebel said. 

"Many times, it is the elderly who are the victims, because they are forced to depend on the higher-yielding, more risky bonds to maintain their lifestyle." 

Mr. Bebel said his office also is receiving more calls from clients complaining of losses in their bond holdings. 

"The bond market is permeated with disappointment," he said. "And many investors just don't understand the risks." 

Excessive activity 

To make matters worse, unscrupulous brokers will talk their clients into selling their bonds after, say, six months so they can hit them with another markup. 

"That's real profitable for the broker, but the client is getting dinged each time the broker engages in excessive trading," Mr. Stoltmann said. "Bonds are not short-term investment vehicles, period." 

Some investors find bond investing confusing because there are so many types of bonds – U.S. government, municipal, investment-grade corporate and high-yield corporate, also known as junk bonds. And more than 2,000 bond mutual funds focus on these areas. 

Bonds are issued with differing maturities, such as five years, 10 years or 30 years, and at specific interest rates, such as 6 percent a year for a $1,000 bond. But the current value of a bond changes constantly with the rise and fall of interest rates. 

As interest rates rise, bond prices decline, and as interest rates fall, bond prices rise. 

If you sell a bond before it reaches maturity, its total return will be a function of both the original interest rate and its price fluctuation. 

With current interest rates at 40-year lows, many financial experts are predicting that interest rates will rise in the coming months – and that could spell trouble for bondholders. 

A need to know 

John Gannon, vice president of individual investor services for the NASD, said a recent survey showed that only 40 percent of investors understand the relationship between bond prices and interest rates. 

"Understanding this is critical right now, because with rates so low, it is likely they will rise, and bond prices will go down," Mr. Gannon said. 

Investors who buy individual bonds are guaranteed to get their principal back when the bond matures – assuming the company doesn't go out of business. 

But investors in bond mutual funds have no guarantee that they will get their principal back because bond fund managers, like stock fund managers, are constantly buying and selling bonds. 

In the current bond market, a 1 percent increase in interest rates would result in a 7.5 percent decline in the value of an investment-grade corporate bond maturing in 10 years. 

No one knows with any certainty if interest rates will rise in the coming months, but some very shrewd investment advisers, such as Minneapolis-based Leuthold Group, believe they will. 

"We expect rates to rise over the next six to 12 months, pressured higher by the soaring federal deficit, mildly rising inflation and continued economic strength," a Leuthold report said. 

That timetable jibes with Mr. Stoltmann's prediction that more than 500 bond-related claims will be filed against brokers nationwide this year. 

"Two years ago, I had virtually no bond cases," he said. "Now, of the 50 securities cases I'm handling, bonds are the issue in 15 of them."
