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During the latter part of the 20th century, the word 
“bonds” seemed to disappear from the investing lexicon. 
There was so much money to be made in stocks with so 
little apparent equity risk, that bonds simply fell off the 
popular radar screen. Even many financial advisors who 
had preached the value of asset allocation conceded 
that bonds did not necessarily have to occupy a place 
in everyone’s investment portfolio. Yes, they said, it is 
appropriate for some people to place 100% of their assets 
in stocks, especially if they have a high risk tolerance 
and a long time horizon. Bonds offer limited growth, 
and they typically don’t lend to inflation protection, 
so they really aren’t appropriate for everyone. Besides, 
who would settle for single-digit returns when potential 
double-digit returns are available for the asking?
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The Bond Revival
Then bonds came back, and many people remembered those other features, namely income 
and stability, that often make bonds strategic companions to stocks in a well-rounded 
investment portfolio. The purpose of asset allocation came back to us (before some investors 
obsession with short-term returns almost made us forget). Bonds cover all our bases through a 
variety of market environments. The first step in the asset allocation process is to determine the 
appropriate mix across different assets such as stocks, bonds, and cash. Once that allocation 
has been made, based on your risk tolerance, time horizon, and income needs, you can focus 
on each asset class, choosing investments and further diversifying according to your needs. 
When it comes to allocating the bond portion of the portfolio, you must take into consideration 
several attributes, primarily tax status, quality, and maturity.

Tax Status
The tax question is fairly cut and dry. Are you investing in retirement or other tax-sheltered 
funds? If so, taxes aren’t an issue, and you may want to choose taxable bonds with the highest 
yields consistent with your other criteria. If you’re investing after-tax money, you’ll need to 
know your current tax situation (both state and federal) and do some yield comparisons to 
decide whether you’ll focus on the taxable or tax-free universe of bonds. If the kind of money 
you’re investing is open to question — that is, you’re wondering whether to buy bonds in your 
retirement account or in a regular investment account — consider these general guidelines 
(which are not cast in stone and do not account for individual client circumstances). 

Are you growth-oriented? Then you may choose to buy taxable bonds in the retirement ac-
count. 

• Capital gains are wasted in a retirement account since distributions at retirement are 
taxable as ordinary income. You may want to save capital gains opportunities (i.e., 
stocks) for the taxable account and buy bonds in the retirement account. 

• Bonds are less likely to generate losses; put stocks in the taxable account so the client 
can take advantage of the tax break if (when) losses occur. 
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If you are income-oriented, then you may choose to buy either taxable or tax-free bonds in the 
taxable account. 

• If you plan to hold the bonds to maturity, capital gains and losses aren’t an issue; con-
sider the yield differential between taxable and tax-free bonds based on the client’s 
tax bracket. To do this, subtract the combined State and Federal tax bracket from 1 to 
obtain the inverse tax bracket. (Example for a client in the 35% tax bracket: 1 - .35 = 
.65) Next, divide the current tax-free yield by this number and compare it with the tax-
able yield on bonds having the same quality and maturity characteristics. (Example for 
municipal bonds yielding 5%: .05/.65 = .0769) In this example, a client in the 35% tax 
bracket would have to earn at least 7.7% in an equivalent taxable bond to net the same 
after-tax yield as a 5% muni.

*Income from municipal bonds may be subject to the Alternative Minimum Tax (AMT), and capital appreciation from discounted bonds may be subject to state or local taxes. 
Capital gains are not exempt from Federal income tax.

*(Note many of the calculations and comparisons explained above are complex and best left to a qualified financial advisor)

 

Quality
One of the beauties of bonds is the clear inverse relationship between quality and yield. 
(Wouldn’t it be great if stocks were so clear!) When you buy the highest-yielding bonds, there’s 
a greater chance that the issuer will not be able to make good on its promise of timely interest 
and principal payments. You see this in the ratings, which are readily available at www.sandp.
com and www.moodys.com. Since you know about this inverse relationship going in, you can 
plan for it by diversifying among many issuers or perhaps even uncovering positive information 
about a low-rated issuer that the rating agencies don’t know about (if you have time for such 
in-depth research). If you are risk-averse you may choose to focus on investment grade bonds 
and skip high-yield bonds entirely to help manage the overall risk. However, depending on 
the financial situation of the issuer, ratings may change over time and the risks associated with 
the issuer’s ability and willingness to pay may increase.
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Maturity
The fact that bonds have a set maturity date is probably their greatest value in financial 
planning. For those who have liquidity needs, such as a down payment on a house or college 
tuition, they should consider bonds that mature around the date they’ll need the money. 
With this part of the portfolio in place, you may be able to feel more comfortable to use more 
aggressive investment opportunities for the rest of your portfolio.

Allocations
Increasing bond allocation as retirement approaches requires a shift in attitude, especially if 
you’ve been a big risk-taker in the past. Not having as much leeway to speculate whenever the 
mood strikes may be hard for some pre-retirees to accept, because they don’t see themselves 
as getting older or see the need to become more fiscally conservative. But whether you choose 
to retire at 45 or 75, the challenge is the same for everyone: to make the retirement nest egg 
last for life. 

Two years ago, if someone told you that you should sell some of their profitable stocks and 
invest in bonds, you might have resisted. Many investors were in love with their stocks and 
reluctant to say good-bye to assets that had been so good to them. And if you would have said 
good-bye, you might have faced a serious tax problem. 

Now, two things make it a perfect time to review your current asset allocations. First, after 
the past years rollercoaster ride your love for many of your stocks has probably turned to 
hate (or at least an intense dislike). Secondly, what was once a serious tax problem may now 
be a tax bonanza.

Wade into Bonds
Investors within 10 years of retirement who have more than 80% of their assets in stocks 
are prime candidates for portfolio repositioning. Why so soon? Starting now gives you the 
opportunity to wade into a more conservative portfolio rather than being thrown into the 
deep end. It also gives you time to plan stock sales so that you’ll take maximum advantage of 
price targets and tax implications, before moving the money into the most appropriate areas 
of the bond market.
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Portfolio Weightings
What should you sell first? Consider starting with 
the stock(s) having the highest weighting in the 
portfolio— often investors own company stock. If 
you have extremely unhealthy concentrations of 
company stock, you may want to gradually sell off 
those shares and develop a more balanced portfolio. 
Other than company stock, look at regular stock 
positions and rank them by weight in the portfolio. 
Consider establishing a rule of thumb for stock 
weightings, such as no more than X% of the portfolio 
in a single stock and no more than Y% in all stocks. When deciding which stocks to sell, also 
look at risk factors as part of your overall portfolio. For instance if your goal is to reduce overall 
volatility you may want to sell the riskiest first, leaving the more stable ones. 

Consider all accounts, including IRAs, 401(k) s, and regular investment accounts. If you own 
mostly mutual funds, you won’t need to worry about single-issue concentrations, but you 
should consider the stock/bond allocation. Decide which stock funds should be sold if you 
want to move the money into bonds or bond funds for a more conservative allocation.

Taxes & Price Targets
Before you sell the stocks or funds you’ve decided 
should be sold, consider two things: tax impact and 
desired price targets. These must be considered 
in conjunction. There’s no magic formula except 
to look at a combination of factors, including the 
holding period, net gain (or loss), tax bracket, and 
the outlook for the security in question. If the tax 
impact is negligible or non-existent (such as when 
stock in a retirement account is being sold), then 
you need only consider the timing of the sale. You 

may want to sell large positions gradually over six months to a year. This helps to spread out 
the sale price, a strategy to help clients who fear getting out at the wrong time.
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Proceed with Caution
Enticing as it may seem, however, there are some risks to consider carefully. You may be able 
to live well on $40,000 now, but what happens when inflation compounds at 3% a year? In 10 
years, you will need $54,000 a year. In 20 years, you will need $73,000; in 30 years, $98,000—
assuming your expenses go up at the same 3% rate. And what will you do when the bonds 
mature? In the old days, most retirees could count on being dead. But today, a healthy, active 
65-year-old could easily live another 30 years, at which time the buying power of $800,000 
would dwindle to the current equivalent of $443,000, assuming the same 3% compounded 
inflation rate. 

Simply put, retirement shouldn’t halt the process 
of planning for the future. Granted, you may stop 
saving for the future when you retire, but you should 
never stop planning. And this is why having a good 
financial advisor is so important. The following are 
some factors to consider when planning your post-
retirement investments:
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• Changing expenses. Income requirements change. Many investors rely on the antiquated 
rule of thumb stating that they’ll need 60%–80% of their current income in retirement. 
But if you plan to travel, play golf, or otherwise enjoy their golden years, you may need 
more. A better way to estimate retirement income needs is to design an actual budget 
as part of your comprehensive financial plan, incorporating realistic estimates of travel, 
entertainment, and health care costs, along with basic living expenses. Part of the exercise 
should be to identify those expenses likely to remain fixed (i.e. mortgage payments) and 
those subject to inflation (nearly everything else). 

• Three stages of retirement. Your income requirements will very likely change as your 
retirement years progress. Generally speaking, retirement can be divided into three 
phases: the healthy, active phase; the slowing-down phase; and the phase characterized 
by declining health. Expenses tend to remain high during the first phase, drop a bit during 
the second, and pick up again during the third. 

• You’ll never be able to calculate potential income needs with any exact measure of 
precision. But if you invest part of your portfolio to grow, you can be confident knowing 
that you’ve implemented strategies to address your possible growth needs. This means 
it’s important to resist the temptation to put everything into fixed-income investments 
— no matter how much you want to maximize current income. 
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• Investing for growth and income. Investing for growth doesn’t necessarily mean buying 
growth stocks. Investors with very low risk tolerance may prefer an alternative approach. 
Rather than subjecting your principal to the fluctuation of common stocks, you might 
invest it in vehicles offering fixed rates of return and only modest growth potential. As 
long as some of the income is being reinvested, your portfolio has potential to grow. 

•  Moving out on the risk spectrum. Investors with higher risk tolerance may prefer a more 
traditional bonds-for-income, stocks-for-growth approach. If you employ this strategy, 
consider providing for at least five years’ worth of income (plus a healthy emergency fund) 
apart from your stocks. Retired investors can usually handle losses if they’re only on paper, 
but should avoid being forced to sell at a bad time to meet your income needs. 

• Remember, providing for the next five years of income is a rolling proposition; you may be 
shifting your money from stocks to bonds to a money market fund on a continuing basis. 
To start, you may consider investing two years’ worth of income in a money market fund, 
and the rest of the bond portion in three- to five-year bonds or a short-term bond fund. 
As opportunities arise in the stock market, you can choose to sell selected stocks and buy 
five-year bonds or add to the short-term bond fund. Every year, transfer one year’s worth 
of income to the money market fund to replace what was spent that year. 
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• Long-term bond investing. What if all this money-shifting seems like too much trouble? 
Consider higher yields available in longer maturities; invest the fixed-income portion 
of your portfolio in long-term bonds whose credit quality and tax status match your 
objectives. If you can live off the income for at least five years, the growth portion will 
likely get a head start, compounding at rates usually higher than those found in short 
term bonds. The reason why investors can expect higher coupon yields is because they’re 
getting compensated for giving up their capital for longer periods of time. If necessary, 
you will be able to liquidate part of the growth portion later to supplement some bond 
income. This, however, may come at a loss if interest rates have risen or if the credit rating 
of the company has changed. Note that long-term bonds do pose greater risks including 
interest rate and inflation risks.



Back-of-the-envelope financial planning may work for younger investors or retirees with 

lots of assets. But another way to plan in efforts to create lifelong assets is to sit down 

with a qualified financial advisor and get help mapping out your current and future 

income sources, incorporating realistic inflation assumptions and lifestyle goals into the 

mix. Bonds can be appropriate investment vehicles for retirees seeking income, but you 

should have a firm grasp of the numbers before embarking on the journey.

913-393-1000  |  barberfinancialgroup.com
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Let Reality Be Your Guide
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NOTES



Mutual Funds are sold by prospectus. Please consider the investment objectives, risks, charges and expenses of the investment company carefully before investing. The 
prospectus, which contains this and other information about the investment company, can be obtained from your financial professional. Be sure to read the prospectus 
carefully before deciding whether to invest.

* This material is provided for general illustrative purpose only. It is not intended to provide specific advice or recommendations for any individual. Investments are 
inherently risky. Consideration should be given to the possible loss of principal invested. To determine which investments may be appropriate for you, consult with your 
financial professional. Please remember that investment decisions should be based on an individual’s goals, time horizon, risk tolerance, tax situation, and unique 
circumstances

Investment advisory services offered through Barber Financial Group, Inc., an SEC Registered Investment Adviser.
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