Should I Own Bonds in My Investment Portfolio?
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In a recent article, asset allocation relating to stocks was discussed in some detail.  Evidence was presented that an active process of allocation using mostly passive index funds would probably provide the best long term return.  What is the evidence of using bonds in a portfolio?

Bonds are fixed income investments.  The investor loans money to a government or a corporation and in returns gets a promise to have the money repaid with interest.  There are a tremendous number of variables involved in the investment process including:

Is the interest taxable (most money loaned to local governments is not)?
Is the investment safe in terms of return of principal (generally only US government bonds are considered ultra safe)?
How long is the money loaned for?
What are the expectations for inflation and interest rates, and how could those factors affect the value of the interest income stream and value of the returned principal?
Is the interest paid regularly or all at the end (zero coupon investments and some savings bonds)?

Every one of these questions is vital to the proper valuation of a bond.  In general, the longer the term of the loan/bond-the higher the interest rate paid.  Also, bonds that are less likely to return principal than others must also pay a higher rate of interest to compensate for the risk.  

Bonds can be very sensitive to changes in interest rates.  Imagine that you have just loaned the US government money at an interest rate of 5% for 20 years.  One year from now, iinterest rates have risen to 10% with the onset of inflation.  You have some big problems now-your bond has fallen in value by as much as 50%!  What you thought was "safe", was anything but.  Why did the value change?  The rate of interest the original bond is paying at 5% is not competitive with the current 10% rate.  If you wish to sell the bond to someone else, it would need to be sold at 1/2 of the original value to return that 10%.  In addition, the value of the principal investment that you will get back in 19 years will be worth much much less in terms of buying power after a period of inflation.

The reverse is true.  Owning long term bonds when interest rates are falling makes for an excellent investment.  The United States just finished a spectacular "bull" market in bonds as interest rates dropped from over 15% in the early 1980s to under 5% within the last few years.  Future changes in interest rates cannot be much lower than they are now, throwing some caution into any expectation that bonds will return anything other than their interest paid.

Conversely, interest rate changes do not affect short term bonds much at all.  If you lend money for one year at 5%, you'll be getting your money back before rates can change much at all.  In addition, any effects of inflation would be minor in such a short time period.  The unknown risk of interest rate rises are part of the reason that long term bonds tend to pay more interest than short term bonds.  Interesting, at the time of this article, there is very little difference in rates between short and long term bonds due to the Federal Reserve raising short term rates 17 times in the last three years.

Because interest rates affect bond returns, it is difficult to generalize on bond investment returns.  However, looking back over the last 70 years, decent quality bonds have returned an average of 5-6% on an annualized basis.  After inflation and taxes, this is about a 1% net return annually.  In contrast, stock investments over the last 70 years have yielded about 3-4% after taxes and inflation.

Taking all the above into a thought process about portfolio design, I'd offer the following suggestions on using bonds.  For those investors with a time horizon of decades, bonds have a very small part to play.  They can be used to "stabilize" the volatility of a stock portfolio, but at the cost of a decreased total long term return.  Conversely, when investing money that needs to be available in less than ten years, quality bonds are a valuable addition to a portfolio.  Generally available advice that bonds should be a certain part of your portfolio based on age is misleading without knowing much more about your entire financial life.
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