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Income
One of the main features of bonds is that they typically provide 
regular cash flows, and regular income is an important goal for 
many investors. Bonds are simply a loan to an issuer. In exchange 
for borrowing investor’s money, issuers (typically governments or 
corporations) agree to pay back investors their investment (par 
value) and, in most cases, also provide regular interest payments 

The Role of Bonds in a Portfolio
Bonds represent the largest asset class in the financial 
markets globally and are in portfolios of many investors. 
Income and diversification are two of the main benefits of 
bonds in a diversified portfolio.  This issue of Investment 
Insights discusses these benefits along with possible risks 
associated with bonds.

KEY POINTS
• Bonds play an important role in a 

well-diversified portfolio.

• Two of these roles include the 
potential for regular income and 
possible lessening volatility in an 
investor’s portfolio.

• Bonds are, however, not without 
risk. We discuss two of the possible 
risks associated with owning 
bonds.

• A professionally managed bond 
strategy may mitigate these risks.

Analysis, Insights and a Different Perspective

1 Yr 3 Yr 5 Yr 10 Yr

U.S. Large Stocks 21.68 14.54 12.37 13.97

U.S. Small Stocks 9.21 7.28 8.23 11.88

U.S. Bonds 9.64 4.62 3.01 3.79

Intl Markets Stocks 9.94 7.62 4.96 5.21

Intl Emerging Mkts 
Stocks

3.81 7.88 4.48 3.78

U.S. Inflation (CPI) 2.14 1.92 1.93 1.73

Source: Morningstar. Annualized returns for periods ended January 31, 2020. U.S. large stocks is the S&P 500 
Index, U.S. small stocks is the Russell 2000 Index, U.S. Bonds is the 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 unmanaged and may not be invested into directly. The Indices mentioned in 
this report are unmanaged, may not be invested into directly and do not reflect expenses or fees. 



Diversification
Bonds are often said to act as a ballast for an investor’s portfolio during times of volatility relative to 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, including but not limited to changes in interest rates 
or changes in credit quality. That said, in general, the variation in bond prices tend to be smaller relative to the 
variation in stock prices. The smaller variation in prices, on average, make bonds less volatile than stocks.1 

(coupon payments). The coupon payments typically make up a large portion of bond returns. Exhibit 1 below 
shows the income and price return of U.S. stocks and bonds since the year 2000. As you can see, more than 88% of 
the bond returns were due to income, whereas less than half (about 46%) of the stock returns were due to income.

Unlike stocks, which are generally assumed to have an infinite life, most bonds have a finite life as they have a set 
maturity date. The finite life, in turn, makes valuing a bond relatively simple. It is the current value of the bond’s 
future cash flows. Therefore, bonds can provide investors with some degree of predictability, as they know when 
they are expected to receive the par value (usually $1,000) as well as the timetable for when they may receive the 
interest payments.

1  Disclosure: There is no guarantee that a diversified portfolio will enhance overall returns or outperform a non-diversified portfolio. Diversification does 
not protect against market risk.



The relatively less volatile nature of bonds can provide diversification benefits when combined with other assets. 
An example of the diversification benefit of having bonds in a portfolio can be illustrated using a 50/50 stock and 
bond blend portfolio.

Exhibit 3 on the next page shows various ranges of stock, bond and blended total returns. As the chart shows, 
a 50/50 blend portfolio composed of stocks and bonds has not suffered a negative return over any five, ten, or 
twenty-year rolling period in the past 69 years. In contrast, a portfolio comprised of 100% stocks and a portfolio 
comprised of 100% bonds has experienced negative returns over a five-year rolling period during the same 
69-year time period. 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 69 years. 

2  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 are said to be volatile whereas a low standard deviation indicates historical returns have been less volatile. 

3  Source: Morningstar Direct

The standard deviation2 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 that the average 
annualized standard deviation for U.S. stocks for the last 19 years was approximately 13.1%, while the average 
standard deviation for U.S. bonds was approximately 3.2%.3 In other words, on average, U.S. stock returns have been 
four times more volatile than U.S. bond returns since the year 2000. That’s why it is often said that the worst years in 
the bond market are usually better than the worst days in the stock market!



Potential Risks  
So far, we have illustrated two possible benefits of owning bonds. These benefits include the potential for earning 
regular income 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 potential risks of owning bonds include credit 
risk and interest rate risk. 

Credit risk is the risk of bond issuer going into default before the bond reaches maturity and being 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 issuers not meeting their payment obligations. Conversely, bonds with lower credit ratings indicate a 
higher likelihood of issuers not meeting their payment obligations. Investors should keep in mind that credit ratings 
are not a recommendation but merely an opinion of credit rating agencies about an issuer’s ability to pay par value 
at maturity and coupon payments. 

Bond investors should also 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. To clarify, let us examine 
this relationship from the perspective of the bondholder. Imagine you own a bond, and interest rates decrease. New 
bonds issued in the market will have lower yields as compared to the older bonds you own. Therefore, the older 
bonds you own are worth more. Conversely, when interest rates increase, the new bonds in the market will have 
higher yields, making the older bonds less valuable, resulting in lower bond prices. If a bondholder sells their bond 
before maturity, it may be worth more or less than its original value. 



Important Disclosures:

The information contained in this report is as of February 25, 2020 and was taken from sources believed to be reliable. It is intended only for personal use. To obtain 
additional information, contact Cornerstone Wealth Management. This report was prepared by Cornerstone 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, consult 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 guarantee 
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 reduce 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 domestic economy 
through changes in the aggregate market value of 500 stocks representing all major industries. The Bloomberg Barclays US Aggregate Bond Index, which until August 
24th 2016 was called the Barclays Capital Aggregate Bond Index, and which until November 3rd 2008 was called the “Lehman Aggregate Bond Index,” is a broad base 
index, maintained by Bloomberg 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. Investment advice offered through Cornerstone Wealth Management, a registered investment advisor and 
separate entity from LPL Financial.

Professional Management 
In the previous section, we discussed two of the possible risks associated with investing in bonds. While the  
risks mentioned above cannot be completely avoided, we believe that professional management can mitigate 
these risks.

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 monitors 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 can continuously monitor the prevailing interest rates and help determine the optimal mix of bonds for 
the portfolio, given the current interest rate environment.

Conclusion
Geopolitical, fiscal and monetary uncertainties 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. Due to their potential for regular 
income and possible volatility dampening benefits, bonds play an important role in a well-diversified portfolio. 
These benefits are, however, not without potential risk, which includes credit and interest rate risks. 
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