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INVESTING

Coupon Clipping, the Old-Fashioned Way

By KENBELSON

. 0ST bonds these days are never
M touched by human hands. They are
typieally bought online and plunked -

fto brokerage accounts, where they are
tegistered and tracked digltakly, Interest ts
automattcally caleulated, pald and reported
to the tax authorities.

‘Then there are bearer bonds, the old-
fashtoned kind that my 92-year-old cousin
Lou owns. Like sliver dollars made with real
silver and stock tickers that spit out prices
qn strips of paper, these bands are relics of
an earller age. They ave Impressive-looking
documents, printed on fancy, perforated col-
ored paper.

In some ways, bearer bonds are Hke cash:
the holder 1s the owner and the bonds need
not be vegistered, a feature that makes
them highly appealing to tax evaders and to
cidminais looking to steal them from thelr
holders. Worry ahout theft explains why Lou
did not want his last name or photograph
used for this artlcle, (Bearer bonds even
worked their way Into a Hollywood script, In
the first "Die Hard" movie, the villains tried
to steal hundreds of millions of dollars
worth of therm,)

* Many holders leave their bearer bonds for
safekeeping with thelr brokers, who every
slx months cllp the coupons that are at-
tiched to the certificates and collect the In-
terest payments, They also keep track of
bonds that are called or retired.

" Low, though, keeps his bonds locked in a
safe at a bank and clips the coupons himself.
A felsty natlve New Yorker, he ran a small
buskress in Marhattan, and he still Hkes to
handle his own tinances. “I had a broker, but
I got so many phaone calls, letters and dis~
tractions that T was happy to pay $50 to
transter the account,” he sald,

“But as Lou has dlgcovered, bearer bonds
aren't long for this world.

-The bonds are the victim of tighter tax
faws and the growlng digitallzation of the fi-
nancial Industry, which Increasingly shuns
piper pushing. Since 1882, when lawmakers
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Bearer bonds, fike this one from the New Yorle and Harlem Railroad Campany, have

coupons attached. Holders submit the coupona to collect interest payments.

passed the Tax Equity and Flscal Responst-
bility Act partly to foll tax evaders, few
bearer honds have been issued in the United
States. (They remiain popular oversess,
however,)

A a result, Amerlcan bearer honds wiil
all but disappear when the remaining 30-
and 50-year |ssues come due. “By 2013, most.
bearer bonds will go the way of the dino-
saur,” said John Colangelo, a managing dl-
vector at the Deposltory Trust & Clegyring

Corporatlon, a settlement company that
holds bonds on behalf of many financlal In-
stitutions,

The D.T.C. has a dozen or so employees
working full time to cllp coupons, redesm
them and transfer the procaeds o the bro-
kers, who credlt thelr customers’ accounts,
That's a far cry from the situation In 1991,
when the company handled 21 million bear-
er bonds, or 42 miltion coupens a year, and
employed 600 people to get the work done.

Since no new bonds are belng issued, the
number of bonds in the D,T.C, vault has fall-
en to about 700,060, {(Most bonds have a face
value of $5,000, so that is about $3.5 billion
worth of securltles, not Including interest.)

While the company has a well-honed sys.
tem for deallng with bearer bonds, investors
like Lou are having a harder and harder
time handling them on their own. He has
several bearer bonds Issued decades ago by
New York Clty agencies, including the New
York City Housing Authority and the Bat-
tery Park Clty Authority.

In the mid-1980's, be bought & bunch of
them at a discount — about 50 to 0 cents on
the dollar, because thelr coupen rates of 5 to
9 percent were constdered low at the time,
The bonds turned out to be a smart buy. In-
terest rates have generally fallen over the
last 20 years, ard because he lives In New
York, he has not had to pay federal, state
and tocal taxes an the municipal bonds.

*I wish I had bought more of these bands,
because when interest rates dropped, I was
doing better,” Lou safd.

Over the years, the agencles have called
many of Lou's bonds, {n order to avoid pay-
ing relatlvely high interest rates. He has
held onto as many of the securitles as he
can, but there are fewer and fewer places to
redeem thelr coupons. Until late In the
1980's, Lou took them to his local bank and
deposited them, along with blg checks and
cash, Nowadays, there are not enough bear-
er bonds around for banks to fustify the ex-
pense of handling them, :

A pensloner, Fou does not want to spend
the money to send the coupons by registered
mait to a paying agent — typically the bank
or hrolter that handled the originat {ssue —
in order to collect his interest. Besldes, like
many other people of his generatlon, he pre-
fers to do things the old fashioned way: face
to face. Or, as Mr. Colangelo put it, taking
care of your own bearer bonds is ""a throw-
back: you feel like you're engaged In han-
dling your own assets.”

Lou is still In pood shape, so he takes the
subway to the financial district twice a year
to find a teller who will take'fils coupons,
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That has become something of a quest.
Many banks that handled the bends have
merged out of business, Some of the acquir-
ing banks continue to accept coupons in per-
son, but others have shut their windows and
forced customers to send their coupons to a
processing center.

In December, ! accompanted Lou on cne
of his hearer-bend jaunts. To redeem the
coupons trom his Battery Park City Author-
ity bonds, we found the "J. P, Morgan Chase
Bank Investor Services Recelving Window,”
which was behind an out-of-the-way door on
the ground flootof 4 New York Plaza.

Lou put hls coupons, which look like ratfle
tickets, Into a special see-through envelope
and wrote his name and Soclal Security
number on the outside. The teller spent five
minutes checking a computer before hangd-
ing him a recelpt for a check that would be
sent to him in about 10 days,

That interest payment didn’t arrive. He
later recelved a note saying the bond had
been cailled slx months earller. Lou had
missed the advertlsement in The Wall
Street Journal announcing it, so, while he
got his $5,000 principal back, he missed the
chance to collect the last $215 Interest pay-
ment,

WE didn't have much more ek
around the corner, at Deutsche
Bank, There, a teller told us that
Lou must now send his five coupons —
worth §125 each — to its processing center
in Tennessee. I catled Nashville to find ut
mare. An eperater sald that Lou coutd send |
the coupons In an ordlnary envelope with a
sighed W-9 tax form.,

A lot of people are angry sbhout the
change. “We've been getting a lot of calis on
this where people have gone (o the obd win-
dow and found It’s not there anymore,” she

- sald of the Mew York tacatlon. It was smalt

cemfort te Lou, wha ended up paylng $10.32
in postage. On the ride-uptown, we pandered
technology, effictency and how bonds [ssued
by New York Clty agencies could no longer
be redeemed in person in New York City.

“It seems to me," Lou sald, “that the cou-
pons and the bords are a contract, and if
they are going to vold part of the contract
and make you send then In, they should re-
tmburse you for the expense.”

Et may be the way of the world, but that
doesn’t mean he has to ltke It “It doesn’t
seem right,” he sald, “that {'m paying more
and getting less servics,” - 0o:*
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Don’t o u,dge Bond l%&iuaz F unds” Yzeld Alone

By KareEN DaMmaTO

JUICY YIELD 13 hard {c resist, often enfic-
Ing mutual-fund investors to select one
boud fund over another.

: But hond-fund investors tempted by high cur
rent emmmm
e s%ea'I* TOWIL THE TCac. 1o 50T & Tonans
Tedlcior of nrtire fund returns, orf even of ow
TBUCIL TICOMLE & TUNG WL QeVer, new resea.rcﬁ Dy
W

C. SHOWS
“Investors shopping for funds ba.sed o713 the1r
vields are hkely to be disappointed if they think the

highest yielding funds [in a-

- FLND category] will return the
- most income over the next12
TRACK menths,” says Morningstar

" analyst Bradley Sweeney, af- .
ter studymg six years of resuits for two- categories
" of conservative, short-term bond funds.

“There were very few years when yield sald
much gbout the tetal return or the income return
that investors would expenence dccording to
Mr. -Sweeney.

That said, quoted yields shll can prcmde a
useful service to bond-fund investors in raising
red flags about funds they might want to avoid,

. aceording to the Morningstar analyst. That is .
because a higherthan-average yield can suggest
“that 4 fund is taking on more risk than peers..

- The Morningstar findings just confirm what - |

" bond professmnals have known for years: Invés- -

~ tors coming upor a bond fund with & notmeably

" higher yield than its peers sheuld respond by scru-
Hnizing~~and not sallvatmg over—the §ituation. -’=;!
. “For some investors, {the yield] is primarily - f
what they look at. Bui...they need to look at how a. ;

bend-fund manager gets that yield,” says Dave
' MacEwen, chief investment officer for fixed-ificome ')l
- investrnents at American Century Investments. .. |
“If you've got a higher yield, it is because the’ i
- Ieanager is following a sfrategy that produces that ]

yield, B Mr. MacEwen adds. “Invanably that

; — ESAns higher risk.”

" jOf course, the fact that eurrent vield'is 4 poor
‘guide to future Teturns doesn’t stop some funds *
xfrom spotlighting those numbers in advertising

&1 ofher materials. Consider Oppenheimer Ruch—
" “wgster National Mumicipals, which boasted In a’
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sha.reholder report Iast July that its yleld
was 1.34 percentage points higher than
the average for Lipper Inc.’s high-yield,

| that is below -investment-grade, mumici-

pai-bond fund category.
So far this year, the Oppenheimer
fund has posted & negative 106% total re-

turn, far worse
FUND than its peers,
largely because of
TRACK tumbling prices for

municipal  honds
backed by strugghng airlines. An Oppen-
heimerFunds spokesman declined to com—
ment.

For bis study, Mr. Sweeney looked at

| performance data for two relatively low- |

risk categories of hond pertfolios: short- :
term bond funds and short-term govern- |
.| ment-bord funds. ‘He compared -the |
finds’ yield gt the beginning of each of
-the past six vears with the total income :
distributions they paid over the course of *
the year. He also compared-the initial |
yields with the funds’ annval total reftom—
the performance measure that includes
both income and the cha,ncre m share :
price.”

-The conclusion: Investors can’t consis-
tenﬁy rely oz yield to'identify the funds
in & category that will be standouts mea-
sured ejther by income U by total return

.StableYearHelps T T

In some years, the bond fLmds that
start the year with the hlghest yields in
each category do indeed end up ag the
top performers in income and total re- -
turn. That was the' case in 1997, a calm’
period of stable short term interest rates

!

for mstance But results n other years -

with 2002 being the latest case in point,
highlight the limitations of yield ; as z tool
for selecting bond funds. :
At the start of last year, an mvestor
shopping for 4 fund in Morningstar's

- short-term bond category would have
seen widely divergent yields. The ‘top’

quarter of funds based on yield had an

- average yield of 6.29%, while the hottom
25% had an average yield of 3.87%. By

- the time the year was over, however,
the actual income thrown off by the.
four quartife groupings was quite
tightly clustered—and the 25% of funds
that had the highest initial yields
ranked third on the basis of the year s

: income payments. }
There was further bad news for inves-
tors who picked a short-terr: hond fund -
last year on the basis of yield: The 25% of

+ funds that had the highest initial vields
ended up with the lowest total returns for
the fufl year. That is probably because
those funds bought more lower-rated

bonds than their competitors; last year,

lower-rated hords dropped in pm:e m‘i, :

esca.latmg corporaie defaulfs.

/30

- sider the risks and potential returns of

E-

Default Tisk, also ‘called crogit risk,

is oniy one of several categortes of un-
certainty that await investors when
they invest in most types of bond funds.
Another is interest-rate risk, which re-
flects the fact that bond prices fail
_whenever infersst rates rise, _That inter-

_estrate isk looms largest for long

term bond funds, because long-matu-
rity bends %ill drop in price more than
shart- -Imaturity bonds for any gwen in- -
¢rease in rates.

In any given iime period, investors

may be rewarded or penalized for taking
a particular risk. To make an informed
choice among the many types of hond
funds availzble, investors should .con-

each category, with vield as just one indi- .
cation, “That is why you have money-
market funds with a vield of 0.75% and
high-yield funds up around 8%, Mr MacE
Wen Says.

Many mvestors buy bond funds ]ust
for the income, the stream of monthly or

quarterty distributions from the interest |
‘payments on the underlying bonds. But

Daniel Wiener, editor of the Independent
Adviser for Va.ng'ua.rd Investors newslet-
ter, questions the whole notion of mcc)me
investing, . . : :

Paying for Grocenes

“You don’t need ‘income’ to pay for
groceries, rent or even.a ticket to the
opera. You need cash,” he writes In the’
‘current newsletter issue. He points.out
that cash can be generafed as easily. by

selling some fund shares as by cashing |
those periodic distribution checks. As a |
Tesult, his recommended portfolio for in- |
emphasmes g

bond funds but also’ mixes iIn stock |
© funds that are mvestmg for cap1ta1

come-oriented  investors

_gains.
Mr. Sweeney of Mommgstar a.g'rees
that income-oriented investors “should

‘be indifferent between receiving income

[dmtnbutmns] and creating their owa in-' !
come” by selling some fund shares. Angd

50, besides looking at a bond fund’s

yield, he says bond-tund shoppers should |

put a lot of emphasis on a fund's total :
refizn, which reflects both income and
changes in share price. Investors.can see |

years, for example, -

- portolic management at Vanguard
Group, says there is another reasan for
bond-fund investors to be thinking about
the share-price part of total return these
days: Yields are currently at four-decade
lows and are sure to begin rising again
eventoslly, Bond-fund mvestors need to

est-rate environment.

" how a fund’s total return compared with |
| similar funds over a period of five or 10 .

Eob Auwaerter, head of fixed-income

he cognizant of how much their bond- 5
fund shares might suffer in a.nsmg inter- !

- To understand how a fund Img'ht be af- -
fected by nsmg rates, investors can look .
back to prior perfods when rates rose. .
Within the past decade, 1994 provides “a ..
fairly dramatic example” of how rising :
rates can produce negstive Teturns for |
many bond funds, notes Bill Gillen, na- .
tiona! sales director for the distribution

unit of imd company Eaton Vance Corp.



