
 
 

 

The purpose of this document is to introduce you to the world of investing and the three major asset classes: stocks, bonds and cash. We focus on 
the first two and explain the different potential risks and returns associated with each. Understanding what these instruments are can help you make 
an informed decision about the type of investor you are and how to allocate your assets.  

Using historical data, you will be presented with both facts and opinions about the different asset classes as we go into detail explaining the risks 
associated with investing. Ultimately, the goal of this publication is to inform your discussions with your investment advisor about how to begin 
investing in the markets, with the hopes of generating returns in a way that suits your style. The right asset allocation can minimize remorse associated 
with volatility across the different asset classes, which is the key to structuring a portfolio that is right for you. We provide specific considerations 
relating to the equity and bond portions of your portfolio so you can be more informed about the factors behind your asset allocation.  
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Welcome to the exciting world of investing! In this section, we provide a brief overview of the major asset classes, the potential risks and returns 
associated with each one, and ways to help you understand which mix between cash, stocks and bonds suits your needs and goals.  

You can invest your money in one (or all) of the major asset classes. Your decision on how much to allocate to each, known as your asset mix, will 
depend on your risk tolerance, your time horizon, and your overall goals as an investor.  

Before determining your asset mix, it is important to understand the differences between the two major asset classes: stocks and bonds. We do not 
cover cash in this report. Bonds – commonly referred to as fixed income – are typically lower-risk investments; while stocks – otherwise known as 
equities – are assumed to carry higher risk. When a government or company needs to raise funds, they may turn to the capital markets to raise that 
money in the form of debt, borrowing from investors by issuing bonds. At the time of its issuance, the bond will have three major components: the 
price you pay for it (i.e. the amount loaned), the maturity (i.e. when you get your money back) and the coupon (i.e. the interest you are paid in return 
for loaning money). Should the issuer go bankrupt, bondholders are paid before equity shareholders because bonds are contracts that give them 
priority in these situations.  

Comparatively, stocks are rights to ownership in a company, with 
buyers and sellers trading these ownership positions on a daily 
basis. Stockholders, as a part owner of the company, are last to be 
paid out in the event of bankruptcy. 

Between these two broad categories, there are many different 
breakdowns.  For example, not all stocks or bonds carry the same 
level of risk. The risks and returns associated with each depend on 
the institution in question, the overall economy, and several other 
factors (see Figure 1).  

Unfortunately, there are no truly risk-free investments; however, 
some securities have risks that are so small they are considered to 
be “risk-free.” Such investments are typically short-term 
government bills (i.e. a maturity of less than one year). Aside from 
these bills, Federal and provincial bonds (maturities greater than 
one year) are usually considered to have the lowest amount of risk, 
as the chances of the federal or provincial governments going 
bankrupt over the investment term are low. Of course, not all 
government bonds are created equal, as evidenced by the 
European Sovereign Bond Crisis in the early 2010’s, and investors 
should conduct the appropriate due diligence before investing.  

As you can see in Figure 2, from 1960-2021, Canadian bonds only 
had five calendar years with a loss. 

Corporate bonds are normally thought of as the next level up in 
terms of risk. Investors loan corporations money via bonds and, in 
return, the company pays a fixed level of interest over the life of 
the bond. As a bond investor, you’re legally entitled to interest and 
the return of your principal upon the bond’s maturity. There are 
also high-yield bonds that carry an additional risk premium above 
corporate bonds. These will not be covered in this publication, but 
these instruments are also known as “junk” bonds due to their 
higher probability of default.  

Stocks carry a higher potential return, but also higher potential risk. Shareholders are part-owners of the company and, as such, investors have no 
guarantees on their investments: should the company go bankrupt, shareholders are paid last, after all other creditors (like bond investors) have 
been paid. Investors are compensated for the higher risk of owning shares in the form of higher returns.  

As shown in Figures 3 and 4, stocks have provided the highest returns over the long run compared to bonds and government treasury bills in both 
the U.S. and Canada.  
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Based on this information, you may ask why anyone would invest in government or corporate bonds when the returns for stocks are clearly superior?  

One major reason is volatility. When investing in stocks, the ride is not typically very smooth. It is bumpy, filled with upswings and downturns, as 
shown in Figures 5 and 6. So, when you’re determining your asset mix, you need to think about how well you will be able to handle a potentially wild 
ride, in addition to any potential needs you may have for the money. If the thought of losing money scares you to a point of distress, perhaps you 
should consider a higher allocation towards less volatile investments such as government bonds and cash.  
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Furthermore, it is important to note that the different regions around the globe experience different levels of volatility, driven by the political and 
economic climates in their respective countries. As you’ll see, investors can also buy international assets for access to potentially superior returns. 
However, with higher potential returns comes higher potential risk. Figure 7 and 8 show that international stocks have outperformed those in Canada, 
but it has generally been more closely aligned with the U.S. market, which is generally more diversified and liquid. 
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Below we discuss specific risks that apply to stocks and bonds. In general, once you begin investing, you are exposed to general market risk (i.e. the 
risk of your asset values moving up and down due to broad factors such as government policy; also known as systemic risk).  

Source: BMO Nesbitt Burns, Ontario Securities Council 



 

 

To determine the type of investor you are, it is important to consider both your ability and willingness to take on risk. What this boils down to is how 
well you can handle an investment loss.  

Your ability – also known as risk capacity – to take on risk depends on your wealth. Wealth refers to both your financial wealth (investments and 
savings) and your ability to generate income from work. This future income, called your “human capital,” can help you make up for investment losses.  

Your willingness – also known as risk tolerance – to take on risk has more to do with the emotional component of investing. If the level of investment 
risk in your portfolio causes you stress, you may have accepted more risk than you are willing to tolerate. To reduce your stress levels, you might 
consider de-risking your portfolio. To be sure, it is easy to overestimate your willingness to tolerate risk. In fact, research shows that an investor’s 
stated belief in risk-taking is not the same as risk-taking behavior! Behavior is more influenced by past investment experience and beliefs about the 
future, so it’s best to think about the last time you dealt with an investment loss – how did you react? If you had trouble accepting the loss, then 
perhaps high-risk investing is not for you. 

Finally, keep in mind your time horizon. Empirical evidence shows that volatility’s effects smooth out over time as the daily ups and downs net each 
other out. We recommend that equity investors have a time horizon of at least five years. As shown in Figures 9 through 12, the longer your holding 
period, the lower the volatility.  
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We have four investor profiles to broadly cover the different types of investors: Income, Balanced, Growth, and Aggressive Growth. While we do 
not officially have a Conservative Income profile, it is shown in Figure 13 as an even lower-risk way of being invested. Please note that the allocation 
for each profile is as of November 2022 (the time of writing). Together with your Investment Advisor, you will determine which profile suits you along 
with any minor changes that may be required. 
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Risk can be managed with diversification, which can be achieved by (i) dividing your assets among the different classes, (ii) your investment style, 
and (iii) specific security selection. In general, investors who have a longer time horizon have the goal of growing their capital, and, a longer time 
horizon typically allows for the investor to take greater risks by investing in equity securities.  

But why should investors diversify? After all, if one of your investments goes up by 20% but another only goes up by 5%, you’ve underperformed 
compared to if you had been more heavily invested in the one that went up by 20%! Of course, it’s easy to see that the reverse is also true, and 
different investments perform well at different points in the economic cycle. A past example is the classic Tech bubble of the late 1990s. If you 
invested only in the Technology sector in March of 1999, the return on your portfolio in March of 2000 would’ve been an outstanding 80%. Hold 
another year, to March of 2001, and your initial investment would be down 30%. If you had a diversified portfolio and rebalanced in March of 2000, 
you would’ve seen less volatility and a greater ending return in your portfolio. 

Different sectors are leveraged to changes in various economic factors such as interest rates, exchange rates, and inflation. By building a diversified 
portfolio, investors minimize the risks associated with their individual holdings without sacrificing return.  

Depending on where you fit in the mix, your allocation to stocks versus bonds may change over time. Furthermore, as you expand your investing 
horizon, we recommend some exposure to foreign equities such as those in Europe and emerging markets. These asset mix recommendations are 
based on our macroeconomic views which incorporate a variety of factors including, but not limited to: fundamental analysis on individual stocks; 
earnings growth; economic cyclicality; general economic growth; inflation; and technical analysis. 

A well-diversified portfolio provides reasonable protection under normal market conditions. Diversification works because, in general, asset prices 
do not move perfectly together. However, diversification becomes less effective in extreme market conditions, or when something unexpected occurs 
such as a political or financial event. While relatively rare, when this happens, markets can become illiquid and the prices of most investments drop 
in tandem.  



 

 

As of November 2022 
Benchmarks: Canadian Equity: S&P/TSX Composite Index; U.S. Equity: S&P 500; EAFE: MSCI EAFE (we specifically recommend Continental European Equity); Emerging Equity: MSCI Emerging Markets.   
Source: BMO Nesbitt Burns Private Client Strategy Committee 

When constructing an equity portfolio, the sector weights of broad market indices can act as a guide to industry weights within the portfolio.  

It is important to include a number of different industries to reduce the portfolio’s reliance on, and therefore sensitivity to, any given segment of the 
market. We recommend that investors do not use the S&P/TSX Composite Index sector weights as a guide for industry exposure when building a 
stock portfolio, as the index is very concentrated, with roughly 65% of its market capitalization in just three sectors: Financials, Energy, and Industrials. 
Because of this, an equity investor who does not diversify into other global equity markets is exposed to higher potential portfolio volatility and the 
potential for unsatisfactory returns if the Financial, Energy, and Industrials sectors do not fully participate in an equity bull market.  

As shown in Figure 16, the dark blue bars show the weighting of the S&P/TSX across sectors compared to the S&P 500 (light blue) and the MSCI World 
Index (purple). As you can see, the Canadian market is clearly quite concentrated compared to other equity markets. International diversification can 
help control the effect of being exposed to potential weakness in the Canadian market. It also provides exposure to market sectors, industries and 
companies that are simply not available domestically. Please note that international markets outside of the U.S. and Western Europe are considered 
to carry higher risk because of less developed economies and political instability.   

Source: Bloomberg, MSCI, (as of October 2022) 

Typically, investors turn to bonds when they are looking for a predictable income stream while protecting the principal amount invested, unlike 
equity investors who are typically looking for capital appreciation.  However, investors still need to consider diversifying the bond allocation of their 
portfolio across issuers, as the level of financial protection will vary depending on the general credit worthiness of the borrower (i.e. issuer of the 
bond).  

For example, governments (federal, provincial, and municipal) are considered the most creditworthy borrowers due to their ability to collect and 
raise taxes or even print money to honour their obligation. Other important factors that determine a government’s ability to repay debt include the 
size of its tax base and the stability and growth potential of its economy. In times of market turmoil, government bonds typically outperform other 
investments as investors seek a safe haven for their money.  For corporations, the level of protection provided to investors is based on financial 
factors such as liquidity, cash flow, earnings, guarantees (if they exist), and interest coverage ratios, as well as its ability to withstand adverse 
economic cycles. In Canada, different rating agencies such as Dominion Bond Rating Service (DBRS), Standard & Poor’s (S&P) and Moody’s Investors 
Service use these factors to determine issuers’ credit ratings. The credit rating assigned overall should reflect an objective opinion as to the ability of 
the issuer to pay back their debts to bondholders. 
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Broadly, this is all referred to as “credit risk” and this risk will vary over time depending on economic conditions and other factors. Like equities, all 
fixed income investments should be continuously monitored to ensure they remain suitable investments for your portfolio. While defaults are rare 
for investment grade bonds (those rated BBB or higher), over time, some issuers’ credit quality can decline as their situations worsen. Ratings 
agencies may issue downgrades to sub-investment grade as the potential for default increases. Even governments can default on their debt, as seen 
by Puerto Rico in 2016, and Argentina’s US$93 billion default of foreign debt in 2001.  

The bonds with the highest credit risk are those that are sub-investment grade, known as High Yield or Junk bonds. These are issued by entities with 
low credit ratings (i.e. BB and lower). They pay higher interest, but there is a higher risk you will not receive your interest payments or get back your 
original investment.  

The common benchmark used for fixed income investments in Canada is the 
FTSE TMX Canada Bond Universe Index. Just like the S&P 500 in the U.S. and the 
S&P/TSX Composite Index in Canada, it is divided into major weightings: Federal, 
Provincial, Corporate, and Municipal. Their relative weights are illustrated in 
Figure 18.  

The maturity of a bond is another key factor to consider. A bond’s time to 
maturity is the primary factor determining its sensitivity to interest rate 
movements, with longer bonds generally being more sensitive than shorter 
bonds. Maturities range from short term (one to five years), medium term (five 
to ten years) and long term (over ten years). A bond’s maturity dictates when 
the full principal (and any outstanding interest) is expected to be repaid.  

The final factor to consider is the yield environment. Different maturities have 
different yields as investors demand higher rates to be compensated for holding 
longer-dated bonds. The added interest rate risk is reflected through these 
higher yields.  

Again, diversification is your friend because by choosing a mix of bonds with different features, you increase the chance that some of your bonds will 
perform well at times when others do not. Consider buying a mix of bonds that fit your financial goals and tolerance for risk. This could include a mix 
of government and corporate bonds, bonds that mature at different times, or more complex bonds.  

It is important to consider the mix that is right for you in terms of how much risk you can tolerate, your personal circumstances at the time of 
investing, and your overall financial goals; which should be outlined in a financial plan. Your mix can certainly change over time as your circumstances 
change and you should assess whether it is right for you as you enter different life stages.  

There are other factors to consider that are not covered in this publication such as taxes, legal, and other unique circumstances that are specific to 
you.  

Please speak with your BMO Nesbitt Burns Investment Advisor to outline your financial goals.  
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The information and opinions in this report were prepared by BMO Nesbitt Burns Inc. Portfolio Advisory Team (“BMO Nesbitt Burns”). This publication is 
protected by copyright laws. Views or opinions expressed herein may differ from the views and opinions expressed by BMO Capital Markets’ Research 
Department. No part of this publication or its contents may be copied, downloaded, stored in a retrieval system, further transmitted, or otherwise 
reproduced, stored, disseminated, transferred or used, in any form or by any means by any third parties, except with the prior written permission of 
BMO Nesbitt Burns. Any further disclosure or use, distribution, dissemination or copying of this publication, message or any attachment is strictly 
prohibited.  If you have received this report in error, please notify the sender immediately and delete or destroy this report without reading, copying or 
forwarding.  The opinions, estimates and projections contained in this report are those of BMO Nesbitt Burns as of the date of this report and are subject 
to change without notice. BMO Nesbitt Burns endeavours to ensure that the contents have been compiled or derived from sources that we believe are 
reliable and contain information and opinions that are accurate and complete. However, BMO Nesbitt Burns makes no representation or warranty, 
express or implied, in respect thereof, takes no responsibility for any errors and omissions contained herein and accepts no liability whatsoever for any 
loss arising from any use of, or reliance on, this report or its contents. Information may be available to BMO Nesbitt Burns or its affiliates that is not 
reflected in this report. This report is not to be construed as an offer to sell or solicitation of an offer to buy or sell any security. BMO Nesbitt Burns or its 
affiliates will buy from or sell to customers the securities of issuers mentioned in this report on a principal basis. BMO Nesbitt Burns, its affiliates, officers, 
directors or employees may have a long or short position in the securities discussed herein, related securities or in options, futures or other derivative 
instruments based thereon. BMO Nesbitt Burns or its affiliates may act as financial advisor and/or underwriter for the issuers mentioned herein and may 
receive remuneration for same. Bank of Montreal or its affiliates (“BMO”) has lending arrangements with, or provides other remunerated services to, 
many issuers covered by BMO Nesbitt Burns’ Portfolio Advisory Team. A significant lending relationship may exist between BMO and certain of the issuers 
mentioned herein. BMO Nesbitt Burns Inc. is a wholly owned subsidiary of Bank of Montreal. Dissemination of Reports: BMO Nesbitt Burns Portfolio 
Advisory Team’s reports are made widely available at the same time to all BMO Nesbitt Burns investment advisors.  Additional Matters TO U.S. RESIDENTS: 
Any U.S. person wishing to effect transactions in any security discussed herein should do so through BMO Capital Markets Corp. (“BMO CM”) and/or 
BMO Nesbitt Burns Securities Ltd. (“BMO NBSL”) TO U.K. RESIDENTS: The contents hereof are intended solely for the use of, and may only be issued or 
passed onto, persons described in part VI of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2001. BMO Wealth Management 
is the brand name for a business group consisting of Bank of Montreal and certain of its affiliates, including BMO Nesbitt Burns Inc., in providing wealth 
management products and services. 

BMO Nesbitt Burns Inc is a Member-Canadian Investor Protection Fund and a Member of the Investment Industry Regulatory Organization of Canada..  

BMO CM and BMO NBSL are Members of SIPC. ® BMO and the roundel symbol are registered trade-marks of Bank of Montreal, used under license. ® 
"Nesbitt Burns" is a registered trade-mark of BMO Nesbitt Burns Inc. If you are already a client of BMO Nesbitt Burns, please contact your investment 
Advisor for more information. 
 


