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The Current View 

The Case for Bonds 

There is an old saw in investments that bond buyers mature their mistakes and it turns out 
that this is always a viable “plan B”.  Unlike stocks, one knows with reasonable certainty the 
return one will earn on a bond when it is purchased.  The yield to maturity calculation 
accounts for the accretion of the discount or the amortization of the premium, if any, along 
with the coupon interest and terminal value of the bond.  Unless the issuer defaults on 
payment, the return is known at the date of purchase.  Of course the price of the bond will 
change as interest rates change in the economy and prospects for the issuer change, but the 
terminal value is known in advance.  Given this algebraic certainty, many investors devote a 
portion of their portfolio to income and stability, which are the essence of a bond held to 
maturity.  Indeed, globally, the total market value of bonds outstanding dwarfs that of stocks. 
 
Today, talking heads frequently advise the individual investor against buying bonds.  They 
claim the low yields and the certainty of rising rates make bonds unattractive.  To be sure, 
interest rates have been in a decline for more than three decades and today offer puny 
nominal yields. It is undeniable that interest rates have more room to move up than to move 
down.  Notwithstanding this, it is not a given that interest rates must rise from here (recall 
the 10 year Japanese Government bond that has traded below 2½% for nearly twenty years).  
One may also argue that the current low rates fairly discount a future of tepid growth, 
deflation or worse.  Should one’s circumstances or outlook change, most bonds are highly 
liquid.  Bond investors are no more locked-in to holding a bond until maturity than stock 
investors are committed to holding a stock to infinity.  Finally, the talking heads often confuse 
the listener by ignoring the investment objectives of using bonds in a portfolio.  While 
speculators are interested in trading strategies, most investors are relying on the tried and 
true characteristics associated with bonds.            
 
We do not have a clear view into the future.  It seems likely to us that our economy continues 
to gain strength, and as growth accelerates interest rates move up.  Likewise, we believe it is 
probable that stocks outperform bonds over the next five years.  On the other hand, we 
recognize the case for lower interest rates and lower stock prices and the continuing role of 
bonds in many portfolios.  Where portfolios include bonds our strategy has been to use 
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strong credits, emphasize premium bonds that are less sensitive to rising rates and manage 
the duration of the bond portfolios to be shorter than normal.  Portfolios structured with 
maturities each year for the next ten or so years will smooth the effect of lower or higher 
interest rates as the total portfolio adjusts a little at a time to changing interest rates.  
 
We may indeed mature bonds into a rising rate environment and suffer some give-back from 
the high-water mark in value.   Such is the sacrifice for being unable to predict the future, not 
an indictment of including bonds in the portfolio.  However, we expect the bonds we 
purchase to meet their objective of adding stability and income to the portfolio along the 
way.  As to performance, over the last fifteen years few were able to predict the six years in 
which bonds outperformed stocks.   
 

 

Another View 
 

Bonds Are Not Appropriate for Everyone 

Asset classes such as stable value, bonds, stocks or alternatives each have certain 
characteristics.  Effective portfolio management uses the various tools to form portfolios 
designed for the particular client’s objectives and constraints as well as anticipated market 
conditions.  Some asset classes, such as bonds, may not be appropriate for a particular client.  
Beginning with the client’s circumstances, then incorporating one’s expectations for the 
market often results in a different strategy than advice from the popular pundits.  The key is 
having a strategy tailored for you. 
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