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With interest rates near historic lows for an 
extended time, speculation has mounted about 
when they might head higher. Interest rates  
and bond prices tend to move in opposite direc-
tions, so if rates rise, bond prices likely will fall. 
Against this backdrop, what should you do if 
you’re currently invested in bond funds? 

The coupon vs. the price

First of all, don’t panic. The total return of a 
bond fund comes from two sources: 1) coupon 
(interest) payments, and 2) price changes of 
the securities held by the fund. Even in a rising 
interest rate environment, a portfolio manager 
can reinvest interest payments in higher-yielding 
bonds. As bonds held by the fund mature (begin 
to pay off), principal can be reinvested as well. 

Over time, those higher yields can help to offset 
adverse price changes. How much time? That 
depends on where interest rates were to start 

with, how fast they increase and the average 
maturity of your bond fund. The higher a fund’s 
average maturity, the more sensitive it typically 
is to shifts in interest rates, and the longer it 
may take to recover from a period of rapidly 
rising interest rates. 

Also consider your bond fund’s average duration, 
which measures the percentage change in the 
value of a bond for each 1% change in interest 
rates. Although maturity and duration are calcu-
lated differently, they both measure sensitivity to 
rate fluctuations, with higher numbers indicating 
greater sensitivity. 
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Funds that invest exclusively in Treasury 
securities tend to be the most sensitive to 
interest rate changes.





If you have spare cash after paying the 
monthly bills, you might wonder about the 
wisdom of making extra payments on your 
mortgage. There are strong arguments on 
both sides of this matter, making it particu-
larly important to look dispassionately at 
your situation before making a decision.

What’s the payback?

A logical way to begin thinking about this 
issue is to consider your likely return on 
investment from extra mortgage payments vs. 
other investment options. This comparison 
isn’t as straightforward as you’d think. 

When you pay down a 5% mortgage you might 
think your return on that money is 5%. Don’t 
forget, though, that mortgage interest is an 
item you can deduct in calculating your taxable 
income. If, for example, you’re in the 35% tax 
bracket, this deduction may save you 35% on 
any mortgage interest payments you make,  
which means you’re effectively paying only 65% 
(100% minus 35%) of 5%, or 3.25%. 

Granted, these are challenging times for investors, 
but if you think you have a reasonable chance to 
do better than 3.25%, it may well make sense to 
try. (Bear in mind that past performance doesn’t 
guarantee future results. Investment returns fluc-
tuate so that an investor’s shares when redeemed 
may be worth more or less than their original 
cost. Current performance may be lower or 
higher than the performance data.) 

Consider other options

Before allocating funds for extra mortgage  
payments, consider paying down credit card or 

other higher-interest debt. After all, reducing a 
credit card balance costing you 18% (or even 
12%) annually provides a significantly greater 
benefit than making extra payments on a  
5% mortgage. Plus, unlike mortgage interest,  
nonbusiness credit card interest isn’t deductible.

Another relatively painless decision is to max out 
contributions to your 401(k) or IRA, if you’re 
not doing so already. This not only will reduce 
your taxable income and position you to reap 
the benefits of tax-deferred compounding, but 
also may allow you to enjoy additional matching 
contributions if your employer provides them. 
Given these advantages, adding to your retire-
ment account is typically a smarter move than 
paying down your mortgage.  

Along similar lines, if you work for a public 
company and your employer allows you to  
purchase shares of that stock at a discount, 
investing in it might provide a better return.  
Just be aware that large holdings in one stock 
can jeopardize your portfolio’s diversification.

FO
U

R

Accelerating your  
mortgage payoff: Good  
idea or wasted opportunity?










