
Fixed income’s traditional role 
as a diversifier against equity 
exposure is being challenged as 
correlations between equities 
and some higher-returning 
fixed-income assets, such as 
high-yield credit and emerging-
market debt, have risen. 
Diversification can still be found 
in higher-quality government 
bonds, but this typically means 
accepting lower returns. In such 
an environment, can investors 
derive reliable returns from a 
bond portfolio that still acts like 
a bond portfolio? 

To start with, it’s necessary 
to consider the full spectrum 
of the fixed-income universe 
and move away from a 
benchmark-focused approach. 
Investors must also be able 
to react quickly to changing 
circumstances, invest across 
markets and security types, 
and use both long and short 
exposures. We believe that, 
ideally, the portfolio should be 
split into three main parts. 

A stable core: To diversify 
against equity volatility, the 
majority of performance over 
the market cycle should derive 
from traditional fixed-income 
return sources. These core 
holdings will typically combine 
government bonds with some 
short-dated, high-quality  
investment-grade corporates 

and maintain a focus on 
low-volatility markets with 
modestly steep yield curves 
where interest rates are stable 
or being cut. This part of 
the portfolio seeks to deliver 
modest returns, with an 
emphasis on stability. 

Return-seeking positions: 
Selective return-seeking 
positions can be added to try 
to boost performance. These 
will typically be high-conviction 
investments in areas such as 
emerging-markets bonds and 
higher-yielding corporates. 
This portion of the portfolio will 
usually be quite small relative to 

the core. Fundamental research 
and security selection are 
crucial here.  

Insurance: Adding higher-
yielding assets to core fixed 
income tends to increase the 
portfolio’s overall credit and 
equity sensitivity. This can 

be balanced by introducing a 
defensive element, composed 
largely of derivatives. Liquid, 
vanilla, and exchange-traded 
derivatives can be used.  

With the core and return-
seeking positions in place, 
the portfolio’s risk profile 
can be analyzed to assess 
exposure to interest rates, 

credit market movements, 
emerging-markets risk, and 
other factors. Position sizes can 
then be modified and defensive 
hedges added. Positioning 
is guided by research views 
and the prevailing pricing and 
opportunities in derivatives 
markets, but the approach 
does not depend on timing the 
market. While in bull markets 
the cost of protection is an 
insurance premium that acts as 
a modest drag on performance, 
in a bearish environment the 
insurance component would be 
expected to perform well. 

Flexibility does not have to 
come at the expense of quality 
or bring additional transaction 
costs; it is possible to retain 
a high-quality, liquid profile 
while remaining agile enough 
to manage risk. Ultimately, the 
goal is balance: how to find the 
right mix between duration, 
country allocation, bottom-
up security selection, and 
currency exposure to achieve 
optimal returns while effectively 
managing risk and the portfolio.  

—Stephane FertatFFixed-income investors have had it good the past few years. As 
central banks cut rates to support their respective economies, the 
fixed-income market has been able to generate strong performance 
driven by duration. Everything performed. 

That is all changing, however, as bond markets start to exhibit 
more divergence. 

While the Federal Reserve is expected to boost interest rates 
in the U.S. within the next year, many other countries continue to 
lower them. Furthermore, says Arif Husain, head of international 
fixed income at T. Rowe Price, the various types of fixed-income 
instruments themselves — governments, corporates, and mortgages, 
for example — are following increasingly distinct market patterns, 
even down to individual companies. “This divergence is what will lead 
fixed-income performance going forward,” Husain says.

It is changing the very thesis of fixed-income investing, in fact. 
“Investors are now having to decide what they expect from fixed-
income allocations,” says Husain. Income investors must accept a 
level of volatility associated with higher-yielding instruments —  
“which is fine over the long term,” he notes. Others believe that 
right now the fixed-income portfolio is best used as a defensive 
instrument providing diversification in times of equity market 
stress. “Increasingly, we see investors at these extremes, based on 
their own risk appetites and investment objectives,” notes Husain.

Either way, in a fragmented market the key to success is skillful 
portfolio construction. “We have to balance risk thoughtfully and 
consider the interaction of the various elements,” says Husain. An 
unconstrained strategy offers many opportunities. “We can buy U.S. 

Treasuries, add corporate credit, trade emerging-markets currencies, 
and hedge against risk aversion scenarios by adding options,” for 
example. Increasingly, investors are embracing such absolute-return 
strategies and moving away from standard benchmarks. “Investors 
are looking for more flexible solutions,” he says.

For income-seeking investors, high-yield debt remains attractive. 
“It’s performed well this year, helped by a recovery in the energy sector,” 
notes Stephane Fertat, fixed-income portfolio specialist at T. Rowe 
Price. He expects that strong performance to continue, especially in 
Europe, where high-yield issues are less exposed to rising rates. He 
also likes U.S. bank loans, which can be a good way to generate income 
without too much risk and may protect against a possible rate hike as 
well. Emerging-markets debt, too, is gaining ground, with yields in the 4 
percent range as fundamentals are generally improving and countries 
overall display greater political stability. “This is heavily correlated to 
risk appetite, however, and they can swing very quickly,” he cautions. 

In a world of negative interest rates, investors whose goal is 
defensive must also take care. “Sure, over the long term, buying 
negative-interest-rate bonds is not profitable for investors,” 
says Fertat. But in the short term, opportunities remain. Central 
banks are still providing support to markets, and many banks are 
reinvesting the proceeds into government bonds. “We can still find 
opportunities, depending on the market, the cost of hedging, and 
the shape of the yield curve,” Fertat says.

Whether defensive or opportunistic, however, investors can 
expect fixed-income decision making to become a more complex 
matter going forward.  —Howard Moore
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