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Clients often ask us about how 
to approach the fixed income 
allocation within a broadly 

diversified portfolio in terms of sourcing 
return and risk. We encourage these 
questions because we believe that a 
deeper dive into fixed income as part of 
an asset allocation review is necessary 
to determine if a client is getting the most 
potential out of the fixed income allocation. 

At a minimum, asset allocators should 
know how each component of their 
fixed income portfolio contributes to their 

goals as well as how it does or does not 
overlap with other parts of the portfolio. 
This is particularly true given the rapidly 
expanding investible universe in sectors 
such as emerging markets debt, bank 
loans, and private credit. The range of 
nontraditional and more flexible bond 
strategies that rely less on markets and 
more on manager skill that are available to 
allocators is also meaningfully larger than 
it was only five years ago, making it much 
more difficult to categorize strategies 
based on traditional asset class labels.    

KEY INSIGHTS
	■ The evolution of fixed income markets and increasingly diverse strategies dictate 

the need to evaluate strategies along a flexibility and liquidity continuum.

	■ Asset allocators should consider a risk‑budgeting approach to allocate across the 
fixed income continuum based on their policies and guidelines.

	■ We believe that core bonds still have an important role to add diversification and 
liquidity to a portfolio, but this role is now smaller and less impactful.
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Allocating Along the Continuum

Relying primarily on core 
investment‑grade bonds with a 
modest allocation to non‑core below 
investment‑grade bonds may handcuff 
your potential to generate returns and 
mitigate risk. T. Rowe Price’s multi‑asset 
team has found that better investment 
return and risk outcomes are found using 
approaches that incorporate more flexible 
fixed income strategies. This may require 
a mindset shift for some, but the change 
can be relatively easy to implement 
and monitor. We suggest viewing the 
fixed income allocation and underlying 
strategies along a continuum.

We believe asset allocators are better 
served by increasing the breadth 
within the fixed income portion of 
their portfolios by adding exposure 
to alternative—or more flexible—fixed 
income investments that complement 
the traditional bond allocations. 

Understanding Risk Contribution 
at the Strategy Level and the Total 
Portfolio Level

Investors should aim to understand 
the risks driving the fixed income 
component strategies and their 
contribution to total portfolio risk. At 
a minimum, investors should have a 
good understanding of each strategy’s 
exposure to risk‑free rates and equities 
and each strategy’s contribution to 
these exposures at the total portfolio 
level since they are often the primary 
sources of diversification and growth.  
But we also recommend digging a layer 
or two deeper to understand additional 
exposures—including credit spreads,1 
inflation, currency, illiquidity, and active 
risk—as they can all be sources of 
growth and diversification. Not doing 
so increases the likelihood of surprises 
at the strategy or total portfolio level 
that may come from overlapping risks 
across strategies.   

In the context of a broader portfolio, 
a nontraditional, more flexible fixed 
income strategy is essentially a source of 
nondiversified alpha.2 Examining the fixed 
income components from a bottom‑up 
view and designing beta3 exposure can 
help make the fixed income allocation 
more efficient in both capturing alpha and 
managing risk exposure. Understanding 
the underlying fixed income strategies in 
a portfolio can help determine whether 
perceived changes in alpha are actually 
movements in beta. Monitoring the 
strategies over time and in different market 
environments can help differentiate 
between alpha and beta.

Understanding these risk interactions 
will inform investors about how to fund 
strategies to keep risk steady or to adjust 
it. When looking to increase a credit 
allocation, for instance, knowledge of the 
impact on overall portfolio risk will help 
determine whether to fund the allocation 
change from core or core plus fixed 
income strategies or from a combination 
of fixed income and equity exposures 
depending on the risk factors associated 
with the increased credit allocation.

Core Bond Allocation Still Plays a 
Key Role

We believe that core bonds still have 
an important role as a way to add 
diversification against a downturn in risk 
assets as well as liquidity and stability to 
a portfolio. However, this role is smaller 
and less impactful than in the past 
because we do not expect the same level 
of diversification given today’s miniscule 
yields. The size of the core component 
should be based on the client’s unique 
needs to meet short‑term liabilities or 
expenses. We suggest that investors 
consider complementing a core bond 
allocation with other types of fixed income 
strategies, such as liquid alternatives, that 
are less correlated with core bonds in a 
range of market environments. 

1 Credit spreads measure the additional yield that investors demand for holding a bond with credit risk over a similar‑maturity, high‑quality government security.
2 Alpha is the risk‑adjusted excess return of an investment relative to its benchmark.
3 Beta measures the relative volatility, or risk, of a security or group of securities relative to the risk of the broad market or a specific factor.

We believe that 
core bonds still 
have an important 
role as a way to 
add diversification 
against a downturn 
in risk assets…
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Another traditional element of a 
fixed income allocation—carry, or the 
difference in yield between a fixed 
income investment and the risk‑free 
rate—should now play an even larger 

role in a portfolio, in our view. This is 
particularly true because valuations in 
essentially all asset classes are elevated 
relative to historical standards.

WHAT WE’RE WATCHING NE X T 
A negative correlation between Treasury bond prices and risk assets 
allows Treasuries, which are a cornerstone of most core bond allocations, 
to act as an effective diversifier for sell‑offs in higher‑risk asset classes 
such as equities and high yield bonds. While the level of correlation has 
changed over time, we still believe that longer‑term Treasuries again are a 
useful hedge against a major downturn in risk assets.

General Fixed Income Risks

Capital risk—the value of your investment will vary and is not guaranteed. It will be affected by changes in the exchange rate 
between the base currency of the portfolio and the currency in which you subscribed, if different.

ESG and Sustainability risk—May result in a material negative impact on the value of an investment and performance of the portfolio.

Counterparty risk—an entity with which the portfolio transacts may not meet its obligations to the portfolio.

Geographic concentration risk—to the extent that a portfolio invests a large portion of its assets in a particular geographic area, 
its performance will be more strongly affected by events within that area.

Hedging risk—a portfolio’s attempts to reduce or eliminate certain risks through hedging may not work as intended.

Investment portfolio risk—investing in portfolios involves certain risks an investor would not face if investing in markets directly.

Management risk—the investment manager or its designees may at times find their obligations to a portfolio to be in conflict with 
their obligations to other investment portfolios they manage (although in such cases, all portfolios will be dealt with equitably).

Operational risk—operational failures could lead to disruptions of portfolio operations or financial losses.
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Important Information
This material is being furnished for general informational and/or marketing purposes only. The material does not constitute or undertake to give advice of any nature, 
including fiduciary investment advice, nor is it intended to serve as the primary basis for an investment decision. Prospective investors are recommended to seek independent 
legal, financial and tax advice before making any investment decision. T. Rowe Price group of companies including T. Rowe Price Associates, Inc. and/or its affiliates receive 
revenue from T. Rowe Price investment products and services. Past performance is not a reliable indicator of future performance. The value of an investment and any income 
from it can go down as well as up. Investors may get back less than the amount invested.

The material does not constitute a distribution, an offer, an invitation, a personal or general recommendation or solicitation to sell or buy any securities in any jurisdiction or to 
conduct any particular investment activity. The material has not been reviewed by any regulatory authority in any jurisdiction.

Information and opinions presented have been obtained or derived from sources believed to be reliable and current; however, we cannot guarantee the sources’ accuracy 
or completeness. There is no guarantee that any forecasts made will come to pass. The views contained herein are as of the date written and are subject to change without 
notice; these views may differ from those of other T. Rowe Price group companies and/or associates. Under no circumstances should the material, in whole or in part, be 
copied or redistributed without consent from T. Rowe Price.

The material is not intended for use by persons in jurisdictions which prohibit or restrict the distribution of the material and in certain countries the material is provided upon 
specific request. It is not intended for distribution to retail investors in any jurisdiction.

Australia—Issued in Australia by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer Place, Suite 50B, 
Sydney, NSW 2000, Australia. For Wholesale Clients only.

Brunei—This material can only be delivered to certain specific institutional investors for informational purpose upon request only. The strategy and/or any products associated 
with the strategy has not been authorised for distribution in Brunei. No distribution of this material to any member of the public in Brunei is permitted.

Canada—Issued in Canada by T. Rowe Price (Canada), Inc. T. Rowe Price (Canada), Inc.’s investment management services are only available to Accredited Investors as 
defined under National Instrument 45‑106. T. Rowe Price (Canada), Inc. enters into written delegation agreements with affiliates to provide investment management services.

China—This material is provided to specific qualified domestic institutional investor or sovereign wealth fund on a one‑on‑one basis. No invitation to offer, or offer for, or sale of, the 
shares will be made in the People’s Republic of China (“PRC”) (which, for such purpose, does not include the Hong Kong or Macau Special Administrative Regions or Taiwan) or 
by any means that would be deemed public under the laws of the PRC. The information relating to the strategy contained in this material has not been submitted to or approved 
by the China Securities Regulatory Commission or any other relevant governmental authority in the PRC. The strategy and/or any product associated with the strategy may only 
be offered or sold to investors in the PRC that are expressly authorized under the laws and regulations of the PRC to buy and sell securities denominated in a currency other 
than the Renminbi (or RMB), which is the official currency of the PRC. Potential investors who are resident in the PRC are responsible for obtaining the required approvals from 
all relevant government authorities in the PRC, including, but not limited to, the State Administration of Foreign Exchange, before purchasing the shares. This document further 
does not constitute any securities or investment advice to citizens of the PRC, or nationals with permanent residence in the PRC, or to any corporation, partnership, or other entity 
incorporated or established in the PRC.

DIFC—Issued in the Dubai International Financial Centre by T. Rowe Price International Ltd. This material is communicated on behalf of T. Rowe Price International Ltd. by its 
representative office which is regulated by the Dubai Financial Services Authority. For Professional Clients only.

EEA—Unless indicated otherwise this material is issued and approved by T. Rowe Price (Luxembourg) Management S.à r.l. 35 Boulevard du Prince Henri L‑1724 Luxembourg 
which is authorised and regulated by the Luxembourg Commission de Surveillance du Secteur Financier. For Professional Clients only.

Hong Kong—Issued in Hong Kong by T. Rowe Price Hong Kong Limited, 6/F, Chater House, 8 Connaught Road Central, Hong Kong. T. Rowe Price Hong Kong Limited is 
licensed and regulated by the Securities & Futures Commission. For Professional Investors only.

Indonesia—This material is intended to be used only by the designated recipient to whom T. Rowe Price delivered; it is for institutional use only. Under no circumstances 
should the material, in whole or in part, be copied, redistributed or shared, in any medium, without prior written consent from T. Rowe Price. No distribution of this material to 
members of the public in any jurisdiction is permitted.

Korea—This material is intended only to Qualified Professional Investors upon specific and unsolicited request and may not be reproduced in whole or in part nor can they be 
transmitted to any other person in the Republic of Korea.

Malaysia—This material can only be delivered to specific institutional investor upon specific and unsolicited request. The strategy and/or any products associated with the 
strategy has not been authorised for distribution in Malaysia. This material is solely for institutional use and for informational purposes only. This material does not provide 
investment advice or an offering to make, or an inducement or attempted inducement of any person to enter into or to offer to enter into, an agreement for or with a view 
to acquiring, disposing of, subscribing for or underwriting securities. Nothing in this material shall be considered a making available of, solicitation to buy, an offering for 
subscription or purchase or an invitation to subscribe for or purchase any securities, or any other product or service, to any person in any jurisdiction where such offer, 
solicitation, purchase or sale would be unlawful under the laws of Malaysia.

New Zealand—Issued in New Zealand by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer Place, 
Suite 50B, Sydney, NSW 2000, Australia. No Interests are offered to the public. Accordingly, the Interests may not, directly or indirectly, be offered, sold or delivered in New 
Zealand, nor may any offering document or advertisement in relation to any offer of the Interests be distributed in New Zealand, other than in circumstances where there is no 
contravention of the Financial Markets Conduct Act 2013.
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T. Rowe Price focuses on delivering investment management 
excellence that investors can rely on—now and over the long term. 


