
EXECUTIVE SUMMARY

An increasingly correlated bond market means new strategies are needed.

Bond market sectors are becoming increasingly correlated—and this is bad news for 
fixed income investors seeking to manage risk through sector diversification. In the 
past, different types of bond sectors—such as Treasuries and credit—have displayed 
low correlation to each other, making it possible to diversify by investing across them. 
In recent years, however, some bond instruments have moved increasingly in tandem, 
significantly reducing their diversification benefits. 

Rising correlations mean that investors seeking diversification within their fixed 
income portfolios will need to reach more widely and deeply across the bond 
universe to find products that continue to move independently of each other. In effect, 
this will mean abandoning tried-and-tested strategies in favor of bolder approaches 
that embrace sectors and instruments which may have previously been considered 
too risky or unconventional. How investors go about meeting this challenge will go a 
long way to determining how successful they are in navigating the difficult investment 
environment of the next few years.
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HIDDEN PATTERNS 

It is not immediately obvious from a 
cursory glance at correlation data that 
bond markets are becoming increasingly 
positively correlated—a standard 
matrix of correlations would reveal a 
mixed picture, with no clear patterns. 
However, if we look at how correlations 
have changed over time, a different 
picture emerges.

Figure 1, for example, tracks the 
relationship between U.S. Treasuries 
and U.S. investment-grade corporates 
from March 2008 to September 2015, 
using monthly return correlations over 
a three-year time horizon. It shows that 

correlation between U.S. Treasuries and 
U.S. corporates was less than 0.5 in 
March 2008 and then fell to below 0.1 
in March 2011 before beginning to rise 
sharply in 2013. It currently stands at just 
under 0.9—almost perfectly correlated. 
The correlation between Treasuries and 
U.S. high yield bonds is much lower, 
but Figure 2 shows that it also spiked 
significantly in 2013 from around -0.3 
to 0.3 before settling back to its current 
level of around zero. 
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And it is not just in the U.S. that 
correlations between sovereign bonds 
and credit are rising. The pattern is the 
same in Europe, where the correlation 
between government bonds and 
investment-grade credit also spiked 
dramatically in the autumn of 2013 
before settling at its current level of 
just over 0.8 (Figure 3). The correlation 
between European government bonds 
and European high yield bonds also rose 
dramatically in 2013, but it has since 
fallen back to around -0.3.

What’s more, rising correlations are 
not just confined to different types of 
bond instruments: Correlation levels 
between bonds and currencies are also 
rising. Figure 4 shows the relationship 

between U.S. Treasuries and the U.S. 
dollar index over the same time period 
explored above. It reveals that the 
correlation between the two rose from 
-0.4 in 2008 to more than 0.4 in October 
last year. The relationship between U.S. 
corporates and the U.S. dollar reveals 
a broadly similar pattern, with the 
correlation rising from around -0.5 in 
2008 to 0.3 by October 2015. In Europe, 
the correlation between the euro and 
European sovereign bonds rose from 
zero at the beginning of 2013 to 0.5 in 
September last year. 

QE WIPES OUT DIFFERENTIATION

The primary reason for rising correlations 
over the past few years is that central 

bank quantitative easing (QE) programs 
have tightened credit spreads to such 
an extent that quality differentiation 
has been all but lost. The yield on a 
corporate bond comprises two parts: 
the risk-free element and the credit 
premium (the extra return available for 
additional risk). When central banks 
purchased large numbers of government 
bonds through quantitative easing 
programs, they effectively squeezed 
private investors out of the sovereign 
market, forcing them to purchase larger 
quantities of riskier credit debt in their 
search for yield. The subsequent surge 
in demand for corporate bonds pushed 
spreads between credit and Treasuries 
down to very low levels, effectively 
removing the credit premium and 

FIGURE 1: U.S. Treasuries vs. U.S. Investment-Grade Credit, 
2008–2015
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FIGURE 2: U.S. Treasuries vs. U.S. High Yield Bonds, 2008–2015
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FIGURE 3: European Government Bonds vs. European 
Investment-Grade Credit, 2008–2015
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FIGURE 4: U.S. Treasuries vs. DXY Index, 2008–2015
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sending correlations between Treasuries 
and credit surging higher.

It is evident from the data that the U.S. 
bond market is a few years ahead of the 
European market. This makes sense 
when we consider the respective stages 
in the two regions’ economic cycles. 
The U.S. Federal Reserve resumed 
hiking interest rates in December and 
is expected to continue hiking—albeit 
gradually—over the next few years. By 
contrast, the European Central Bank 
(ECB) announced an extension of its 
QE program in December and appears 
unlikely to consider tapering until mid-
2017. The higher correlations currently 
seen in the U.S. could occur in Europe 
within the next few years, which will have 
major implications for bond investors 
whose strategies involve diversifying 
across government bonds and credit.

One approach under threat is the barbell 
strategy, which can take different forms 
but typically divides the portfolio into 
two heavily concentrated buckets of 
lower- and higher-risk assets in order to 
generate better risk-adjusted returns. 
Barbell strategies are a hugely popular 
investment approach, and with good 
reason: Since the 2008 financial crisis, 
various forms of barbell strategies have 
helped large numbers of investors to 
successfully negotiate a volatile and 
difficult period in markets.

THE END OF THE FIXED INCOME 
BARBELL STRATEGY?

A widely used fixed income barbell 
strategy of recent years has involved 
combining government bonds (low risk) 
on one side and credit (higher risk) on 
the other, and it is an approach that has 
worked very well. In 2008, for example, 
demand for government bonds surged 
as high yield bonds sold off, resulting in 
net gains for users of the Treasury/credit 
barbell strategy. In 2009/2010, demand 
for credit recovered strongly as Treasury 
yields continued to fall, meaning that 

both sides of the barbell worked at the 
same time.

For a barbell strategy to succeed over 
the long term, however, the two sides 
of the barbell need to maintain low 
correlation to each other. When two 
sides of a barbell are highly correlated—
as is the case at present—it ceases to be 
an effective way of managing risk and 
becomes instead a highly risky strategy. 
In this case, if both Treasuries and credit 
decline simultaneously, major losses 
will follow. A more flexible approach is 
likely to deliver better results over the 
long term—one that considers the full 
spectrum of the fixed income universe, in 
particular regions and countries that are 
less correlated to major markets.

In countries where interest rates are 
rising, for example, steepening yield 
curves can offer income opportunities, 
while rising volatility on foreign 
exchange markets can lead to currency 
opportunities. Emerging markets can 
offer the higher yields that investors look 
for but may come with added risk, while 
lower-yielding, less risky securities still 
offer benefits in a period of highly volatile 
equity markets.

Greater choice does not necessarily 
make the job of fixed income investors 
any easier—with more options comes the 
need for more research, due diligence, 
and risk management. However, 
investors who actively embrace this 
wider opportunity set are ultimately 
likely to find their efforts rewarded, 
while those who do not seek access 
to different bond markets could miss 
potential performance enhancement 
and diversification.

GETTING TO THE CORE

One way to accomplish this is to divide 
fixed income holdings into three core 
components: core stable positions, 
return-seeking positions, and defensive 
positions (Figure 5). Core stable 
positions are those with small but 
steady income or gain potential and a 
low risk profile, and may include high-
conviction positions in markets with a 
low fat-tail risk, as well as shorter-dated 
investment-grade corporate products. 
Return-seeking positions include high-
conviction investments that have strong 
potential for capital gains or high income 
characteristics. They may include locally 
denominated emerging market debt 

FIGURE 5: The “Egg” Approach 
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and select high yield names. Defensive 
positions are typically those that are 
unlikely to perform unless in a risk-
averse environment, such as inflation-
linked products and short positions in 
vulnerable currencies and sectors.

A bond allocation managed in this way 
can provide a number of benefits to 
investors, including stable predictable 
income, downside protection, capital 
preservation, and diversification to equity 
markets. An unconstrained approach to 
fixed income is the best way to achieve 
this—investors should be prepared for the 
unexpected and able to react quickly to 
changing circumstances, which means 

investing across markets and different 
types of bonds, on both the long and 
short side. Traditional approaches to 
fixed income market investing are often 
constrained by benchmarks that are 
dominated by the largest issuers of debt. 
Such approaches could potentially fail to 
deliver optimal results, especially when 
interest rates are on the move. In a world 
of multispeed economic growth and 
differing interest rate cycles, the ability to 
shift strategy focus quickly can make a 
huge difference to performance.

It is important to stress that adopting 
an unconstrained approach need 
not come at the expense of quality or 

bring additional transaction costs—it is 
possible to retain a high-quality, liquid 
profile while still being agile enough 
to manage risks. A portfolio that is not 
constrained by a benchmark, but still 
contains the best investment ideas, 
should fulfill fixed income’s role as a 
diversifier and a provider of sustainable 
income and capital preservation. 
Ultimately, the goal is balance: how to 
find the right mix between duration, 
country allocation, bottom-up security 
selection, and currency preservation 
to achieve optimal returns while 
effectively managing risk and protecting 
the portfolio. 
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