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Almost all of a typical bond 
portfolio’s outperformance or 
underperformance is explained by 
duration and yield curve positioning. 
In the second in our new series on 
fixed income investing techniques, 
we explain that a better approach is 
to spread risk more widely.

Which is preferable: a better return 

or a better risk-adjusted return? Bond 

investors cannot target both outcomes 

at the same time. They must aim for one  

or the other, and for many institutions 

the prudent choice is risk-adjusted  

returns. In other words, they need to  

optimise performance within the 

amount of risk they are willing and/or 

able to take.

Beware the dominance of duration and yield curve positioning

Risk management in bonds

Due to intrinsic qualities of bonds 

that we will discuss in this article, 

risk in fixed income tends to be 

concentrated in certain risk factors. 

The most important are the portfolio’s 

duration – ie, its price sensitivity to 

changes in interest rates – and its 

yield curve positioning, ie, its exposure 

to steepness changes between bonds 

of different maturities.

Manipulating these factors can be 

an effective way to add risk – and 

potentially achieve outperformance. 

But is it the most efficient way? We 

think a more advanced approach, 

which diversifies risk over many risk 

factors, is more likely to achieve the 

best risk-adjusted returns.

Why adjust for risk?

Considered in aggregate, bonds are 

traditionally – and rightly – viewed 

as a low-risk asset class. By this we 
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mean that within a typical investor’s 

strategic asset allocation, bonds are 

expected to provide a steady stream 

of returns with relatively low volatility.

It is important for institutional investors 

that the bonds in their portfolios 

behave in this way. Pension schemes 

have a responsibility to meet the needs 

of their beneficiaries; insurers must 

cover the cost of claims; central banks 

must manage their reserves in the best 

interests of the country.

If they are to achieve these goals, 

investors cannot pursue the best 

returns at any cost – an approach 

that could expose them to significant 

volatility in their bond holdings. 

Rather, they want the best return  

per unit of risk.

This risk tolerance can be expressed 

in terms of tracking error – the 

difference in performance between a 

portfolio and its benchmark.1 It is the 

investment manager’s job to achieve 

the best possible return within an 

agreed tracking error target. 

Risk in fixed income 
– where duration comes in

It follows that a prudent investment 

approach will examine the sources 

of risk in fixed income. An obvious 

one is default risk – investors must 
guard against issuers failing to pay 
them what they are owed. Others 

include currency risk, liquidity risk and 

political risk.

However, among all these risk factors, 

there are two that have overwhel-

mingly the most influence on a typical  

portfolio’s returns: duration and  

yield curve positioning. Duration, 

as mentioned, expresses how a 

portfolio will respond to changes in 

interest rates.2 Yield curve positioning 

expresses how a portfolio will respond 

to changes in the yield curve’s shape.

We know about the importance of 

these twin elements thanks to an 

academic study published in 1991 

that examined the returns of US 

Treasuries.3 The researchers looked 

at weekly returns of a portfolio of 

Treasuries between 1984 and 1988 to 

identify the components influencing 

excess returns. They reached the 

startling conclusion that an average 

of 97% of the total variance was 

explained by three factors of the yield 

curve: its level, slope and curvature. 

(While slope and curvature refer to 

shape, the level of the curve reflects 

the interest rate and is therefore 

linked to duration.)

It’s not that other risks had no effect. 

But according to the research, 

“specific risks that influence securities 

individually” tend to have a negligible 

effect on a diversified portfolio, 

while systematic risks relating to the 

yield curve have a general and more 

significant impact.

Duration and yield curve, 
the only game in town?

No wonder bond managers spend 

so much time thinking about interest 

rates and yield spreads. The study 

confirms what bond managers 

already know – that the easiest way 

to achieve outperformance is to make 

accurate calls on duration and yield 

curve positioning. You could say these 

are the most effective weapons in the 

bond investor’s arsenal.

But these same weapons also 

have the potential to introduce 

significant volatility. And if the 

goal is risk-adjusted returns, high 

volatility is unwelcome. So, we think 

investors should consider a different 

approach – one which does not treat 

duration and yield curve positioning 

as the only game in town. Rather than 

spend all the risk budget on these 

twin elements, this more advanced 

approach would seek diversification 

across risk factors – such as sector, 

currency, quality and spread – within 

an investor’s agreed tolerance.

(Note that the study mentioned above 

does not say that duration and yield 

curve positioning must account for 

97% of risk in a bond portfolio. It is 

possible to construct a portfolio where 

these factors account for as little as 

5% of the risk budget.)

We believe such an approach has a 

better chance of achieving the steady 

and stable returns that institutional 

investors expect and require of their 

bond holdings. In the third and final 

instalment of this series, we will 

examine this approach in detail. 

Read the first article in this series: 

The art of avoiding defaults:  
why credit risk is crucial for  
bond investors
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Footnotes
1)	 Tracking error is calculated as the standard deviation of the difference between the returns of the portfolio and the benchmark.

2) One way to think about duration, which is measured in years, is that it reflects how long it will take to receive all cash flows from the bonds 

in a portfolio. A portfolio of mainly long-dated bonds such as 30-year Treasuries will have a higher duration than one invested in short-dated 

bonds. Because a long-duration portfolio has more exposure to future cashflows, it will be more impacted by a change in interest rates.

3)	 Litterman, Robert; Scheinkman, José (1991), “Common factors affecting bond returns”. The researchers found that in the period 

studied, their three-factor approach explained “no less than 94% of the total variance of returns. On average, it explains about 97%.”

The document is for use by qualified Institutional Investors (or Professional/Sophisticated/Qualified Investors as such term may apply in local 
jurisdictions).

This document or information contained or incorporated in this document have been prepared for informational purposes only without regard to the 
investment objectives, financial situation, or means of any particular person or entity. The details are not to be construed as a recommendation or an 
offer or invitation to trade any securities or collective investment schemes nor should any details form the basis of, or be relied upon in connection with, 
any contract or commitment on the part of any person to proceed with any transaction. 

Any form of publication, duplication, extraction, transmission and passing on of the contents of this document is impermissible and unauthorised. No 
account has been taken of any person’s investment objectives, financial situation or particular needs when preparing this content of this document.  The 
content of this document does not constitute an offer to buy or sell, or a solicitation or incitement of offer to buy or sell, any particular security, strategy, 
investment product or services nor does this constitute investment advice or recommendation. 

The views and opinions expressed in this document or information contained or incorporated in this document, which are subject to change without 
notice, are those of Allianz Global Investors at the time of publication. While we believe that the information is correct at the date of this material, no 
warranty of representation is given to this effect and no responsibility can be accepted by us to any intermediaries or end users for any action taken on 
the basis of this information. Some of the information contained herein including any expression of opinion or forecast has been obtained from or is 
based on sources believed by us to be reliable as at the date it is made, but is not guaranteed and we do not warrant nor do we accept liability as to 
adequacy, accuracy, reliability or completeness of such information.  The information is given on the understanding that any person who acts upon it or 
otherwise changes his or her position in reliance thereon does so entirely at his or her own risk without liability on our part.  There is no guarantee that 
any investment strategies and processes discussed herein will be effective under all market conditions and investors should evaluate their ability to 
invest for a long-term based on their individual risk profile especially during periods of downturn in the market.

Investment involves risks, in particular, risks associated with investment in emerging and less developed markets. Any past performance, prediction, 
projection or forecast is not indicative of future performance.  Investors should not make any assumptions on the future on the basis of performance 
information in this document. The value of an investment and the income from it can fall as well as rise as a result of market and currency fluctuations 
and you may not get back the amount originally invested.

Investing in fixed income instruments (if applicable) may expose investors to various risks, including but not limited to creditworthiness, interest rate, 
liquidity and restricted flexibility risks. Changes to the economic environment and market conditions may affect these risks, resulting in an adverse effect 
to the value of the investment. During periods of rising nominal interest rates, the values of fixed income instruments (including short positions with 
respect to fixed income instruments) are generally expected to decline. Conversely, during periods of declining interest rates, the values are generally 
expected to rise. Liquidity risk may possibly delay or prevent account withdrawals or redemptions. 
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