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A n a l y s i s ,  I n s i g h t s  a n d  a  d i f f e r e n t  p e r s p e c t i v e  

 Don’t Overlook Bonds 

Are Stocks Always Better Than Bonds?  

With the recent strength in the stock market and relatively 

low interest rates, it may be tempting for many investors to 

abandon bonds altogether. However, we believe, Benjamin 

Graham’s advice in the 1949 book titled “The Intelligent In-

vestor,” remains applicable today; “ We have suggested as a 

fundamental guiding rule that the investor should never have 

less than 25% or more than 75% of his funds in common 

stocks, with the consequent inverse range of between 75% 

and 25% in bonds.” 

We agree with this advice and believe that bonds play a cru-

cial role within an investment portfolio. Income and in-

creased diversification are two of the main reasons bonds 

play an integral role in portfolio construction.   

What comes to mind when you think of bonds? For many in-

vestors, bonds are “boring” or “dull.” However, in many ways, 

bonds are supposed to be boring. With that said, they play an 

important role in a well-diversified portfolio. In this issue of 

Investment Insights, we will discuss two important roles that 

bonds play in a well-diversified portfolio.  

  1 Yr 3 Yr 5 Yr 10 Yr 

U.S. Large Stocks 19.88 10.25 13.72 7.65 

U.S. Small Stocks 19.30 8.64 12.30 7.71 

U.S. Bonds 1.05 2.93 2.22 4.32 

Intl Markets Stocks 21.66 3.46 6.87 1.86 

Intl Emerging Mkts Stocks 26.93 3.85 4.67 2.40 

U.S. Inflation (CPI) 1.67 0.97 1.23 1.65 

Source: Morningstar. Annualized returns for periods ended Septem-
ber 13, 2017. U.S. large stocks is the S&P 500 Index, U.S. small stocks 
is the Russell 2000 Index, U.S. Bonds is the Bloomberg Barclays US 
Aggregate Bond Index, Intl Developed Markets is the MSCI All Country 
World Index Ex-US, International Emerging Markets is the MSCI 
Emerging Markets Index.  Returns include dividends and interest. Past 
performance is not an indication of future results.  All indices are un-
managed and may not be invested into directly. The Indices men-
tioned in this report are unmanaged, may not be invested into directly 
and do not reflect expenses or fees.  

Key Points 

• Bonds play an important role in a well-diversified 

portfolio; 

• Two of these roles include potential for regular 

income and possible lessening volatility in an in-

vestor’s portfolio; 

• Bonds are, however, not without risk. We discuss 

two of the possible risks associated with owning 

bonds; and,  

• A professionally managed bond strategy may miti-

gate these risks. 



 

 

Income 

Earning income can be an important goal for many inves-

tors. Bonds are a debt investment which represents a 

loan to an issuer. These issuers, typically governments or 

corporations, in return pay back the investor their invest-

ment (par value), and in most cases also provide regular 

interest payments (coupon payments). Unlike common 

stock, which is generally assumed to have infinite life,  

most bonds have a finite life as they have a set maturity 

date. The finite life, in turn, makes bond valuations rela-

tively simple, computed as the present value of bond’s 

future cash flows. Therefore, bonds can provide inves-

tors with relative certainty as they know when they may 

be expected to receive the par value (usually $1,000) as 

well as the timetable for when they may receive the in-

terest payments. 

Exhibit 1 below shows the income and capital compo-

nents of annualized returns of US equity and US fixed 

income. While the annualized return for US equity from 

1926 to 2014 is comprised of both income and capital 

appreciation, more than 90% of annualized return for US 

fixed income during the same period was made up of 

income.  

 

Diversification 

Bonds are often said to act as a ballast for an investor’s 

portfolio during times of volatility in other asset classes.  

There is a good reason for this analogy, as bonds offer 

the potential to dampen the volatility  of a portfolio. The 

prices of bonds can fluctuate for a variety of reasons in-

cluding but not limited to changes in interest rates or 

changes in credit quality. That said, in general, the  varia-

tion in bond prices tend to be smaller relative to the vari-

ation in stock prices. The smaller variation in prices, on 

average, make bonds less volatile than stocks.  

 

Exhibit 1.  Income and Capital Components of Annualized Returns  Over 5– and 20– Year Rolling Periods, 1926-2014, U.S. Equity and Fixed Income 

 

Source: Brandes Institute, based on data from Ibbotson Associates, Global Financial Data, Inc. and Factsheet, as of December 31, 2014.  All return 
 series measure accumulated return assuming an initial hypothetical investment of $100. Past performance is not a guarantee of future results.  

The standard deviation1 can be used as a measure of volatility. 

Overall, a higher standard deviation indicates higher volatility 

whereas a lower standard deviation indicates lower volatility.  

Exhibit 2 below shows the average rolling 1-year annualized 

standard deviation for US stocks for the last 17 years is approxi-

mately 13.29%, whereas, the average rolling 1-year annualized 

standard deviation for US bonds is approximately 3.31%.2 In 

other words, on average US stocks have been about four times 

more volatile than US bonds over the last 17 years.  That’s why 

we like to say the worst years in the bond market are usually 

better than some of the worst days in the stock market!  

Exhibit 2.  Rolling 1-Year Annualized Standard  Deviation 

 

 

 

 

 

 
 

Source:  Morningstar.  Standard deviation is a measure of volatility. It 

may not be indicative of future risk, and is not a predictor of returns. 
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  The relatively less volatile nature of bonds make bonds a 

potential defensive asset in a well-diversified portfolio. An 

example of a benefit of having bonds in a portfolio can be 

illustrated using a 50/50 stock and bond blend portfolio. 

Exhibit 3 below shows various ranges of stock, bond, and 

blended total returns. A 50/50 blend portfolio comprised of 

stocks and bonds has not suffered a negative return over 

any five, ten, or twenty-year rolling period in the past 66 

years. In contrast, a portfolio comprised of 100% stocks and 

a portfolio comprised of 100% bonds have experienced neg-

ative returns over a five-year rolling period during the same 

66 years. Furthermore, the range of returns for a 50/50 

portfolio has been smaller than a portfolio comprised of 

100% stocks, or a portfolio comprised of 100% bonds for any 

one, five, ten, or twenty-year rolling period in the past 66 

years.  

Potentials Risks   

So far we have illustrated two benefits of owning bonds. 

These benefits include the potential for earning  regular in-

come and the potential to dampen volatility. With these 

benefits in mind, it is also important for investors to beware  

of potential risks involved with owning bonds. Two of the poten-

tial risks of owning bonds include credit risk and interest rate 

risk.  

Credit risk refers to a bond issuer going into default before the 

bond reaches maturity and is unable to pay some or all of par 

value or coupon payments. Credit rating agencies, such as 

Moody’s, Standard & Poor’s, and Fitch, analyze the financial 

stability of the issuer and its ability to pay par value and coupon 

payments. Based on their analysis, the credit rating agencies 

assign a bond rating. Overall, bonds with higher credit ratings 

indicate a lower likelihood of the issuer not meeting their par 

value and coupon payment obligations. Conversely, bonds with 

lower credit ratings indicate a higher likelihood of an issuer not 

meeting their par value and coupon payment obligations. Inves-

tors should keep in mind that credit ratings are not a recommen-

dation but merely an opinion of an issuer’s ability to pay par 

value at maturity and coupon payments.  

Bond investors should always be aware of potential interest rate 

risk as bond values are inversely related to interest rates. The 

inverse relationship between bond prices and interest rates can 

be confusing. Let’s examine this relationship from the perspec-

tive of the bond holder. Imagine you own a bond and interest 

rates decrease. New bonds issued in the market will have lower  

Exhibit 3.  Range of stock, bond, and blended total returns  annual total returns, 1950-2016  

 

 

 

 

 

 

 

 

 

 

 

Source: Barclays, FactSet, Federal Reserve, Robert Shiller, Strategas/Ibbotson, J.P. Morgan Asset Management. Returns shown are based on calen-

dar year returns from 1950 to 2016. Stocks represent the S&P 500 Shiller Composite and Bonds represent Strategas/Ibbotson for periods from 

1950 to 2010 and Barclays Aggregate thereafter. Growth of $100,000 is based on annual average total returns from 1950 to 2016. Guide to the 

Markets – U.S. Data are as of June 30, 2017. Past performance is no guarantee of future results. 

 



 

 

yields as compared to the older bonds you own. Therefore, the 

older bonds you own are worth more. Conversely, when inter-

est rates increase the new bonds in the market will have higher 

yields, making the older bonds worth less, resulting in lower 

bond prices. If a bond holder sells their bond before maturity, it 

may be worth more or less than its original value.  

Professional Management  

In the last section, we discussed two of the possible risks associ-

ated with investing in bonds. A professionally managed bond 

strategy may manage these risk. Starting with credit risk, the 

credit ratings provided by credit agencies are subject to review 

and can be changed at any time. A professional manager moni-

tors these ratings and may also conduct in-house credit analysis 

to manage credit risk. Next, regarding interest rate risk, the 

Federal Reserve controls short-term rates, whereas bond prices 

reflect long-term rates. These rates do not always move in the 

same direction at the same time. A professional bond manager 

continuously monitors the prevailing interest rates and deter-

mines the optimal mix of bonds for the portfolio, given the cur-

rent interest rate environment.  

While the risks mentioned above cannot be completely avoid-

ed, we believe that professional management can mitigate 

these risks. The Model Wealth Program, available through Cor-

nerstone Wealth Management, offers professionally managed 

investment portfolio for a broad range of investors. 

Important Disclosures: 
The information contained in this report is as of September 1, 2017 
and was taken from sources believed to be reliable. It is intended 
only for personal use. To obtain additional information, contact Cor-
nerstone Wealth Management. This report was prepared by Corner-
stone Wealth Management. The opinions voiced in this material are 
for general information only and are not intended to provide specific 
advice or recommendations for any individual.  

To determine which investment(s) may be appropriate for you, con-
sult your financial advisor prior to investing. Content in this report is 
for general information only and not intended to provide specific 
advice or recommendations for any individual. Economic forecasts 
set forth may not develop as predicted and there can be no guaran-
tee that strategies promoted will be successful. Investing involves 
risk including the potential loss of principal.  

No strategy can assure success or protection against loss.  

Past performance is no guarantee of future results.  

Stock investing involves risk including loss of principal.  

The payments of dividends is not guaranteed. Companies may re-
duce or eliminate the payment of dividends at any given time.  

The Standard & Poor’s 500 Index is a capitalization weighted index 
of 500 stocks designed to measure performance of the broad do-
mestic economy through changes in the aggregate market value of 
500 stocks representing all major industries.  

The Bloomberg Barclays US Aggregate Bond Index, which until Au-
gust 24th 2016 was called the Barclays Capital Aggregate Bond In-
dex, and which until November 3rd 2008 was called the "Lehman 
Aggregate Bond Index," is a broad base index, maintained by Bloom-
berg L.P. since August 24th 2016, and prior to then by Barclays 
which took over the index business of the now defunct Lehman 
Brothers, and is often used to represent investment grade bonds 
being traded in United States. Index funds and exchange-traded 

funds are available that track this bond index. 

Bonds are subject to credit, market, and interest rate risk if sold 
prior to maturity. Bond values will decline as interest rates rise and 
bonds are subject to availability and change in price.  

Government bonds and Treasury bills are guaranteed by the US 
government as to the timely payment of principal and interest and, 
if held to maturity, offer a fixed rate of return and fixed principal 
value.  

Securities offered through LPL Financial, Member FINRA/SIPC.  

 

 www.mycwmusa.com     

Alan F. Skrainka, CFA 
Chief Investment Officer 

Conclusion 

There is no question that fiscal, monetary, and geopolitical un-

certainties are on minds of many investors today. We believe 

that while the future cannot be predicted, investors can plan 

for it by diversifying their portfolios. Bonds play a crucial role in 

the diversification process within a portfolio along with provid-

ing a regular income. Indeed bonds are “boring” or “dull,” but 

they also provide the comfort of planning for uncertain or even 

exciting times ahead.  

Endnotes 

1.  Standard deviation is a historical measure of the variability 

of returns relative to the average annual return. If a portfolio 

has a higher standard deviation, its returns have been volatile. 

A low standard deviation indicates returns have been less vola-

tile.  

2.  Source: Morningstar  


