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Table 1:  Total Returns (1/1/08-12/31/08) sdhfskjdflsdlfjsdlfjdkf

Standard & Poors 500 -37.00%

Barclays Capital Aggregate 5.24%

5th Percentile 6.70% 5th Percentile 9.18%

25th Percentile 2.09% 25th Percentile 6.61%

Median -3.14% Median 3.83%

75th Percentile -9.45% 75th Percentile -0.12%

95th Percentile -17.37% 95th Percentile -7.94%

Source:  Barclays Capital, Standard & Poors, eVestment Alliance jdflksjflskdjflksdjflsjd

dfsd;lfjsldkfjsdkljfsdjfl;skjdfl;ksjdfl;ksjdfl;ksjdfl;kjsdl;fkjsl;dfjsldfjslkdfjslkjf;fjsdj
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Volumes will ultimately be written on the lessons from 2008.  This paper focuses on one lesson 
that has seemingly been ignored for decades but returned to the spotlight during the past year 
– the proper role of fixed income within balanced portfolios.  Too many investors were 
disappointed with portfolio results in 2008.  And no wonder, it was the second worst calendar 
year for equities in the past 100 years.  But what was shocking was the amount of 
disappointment that came in the bond portion of portfolios.  When investors needed stability 

most and relied heavily on 
the bond portion of their 
portfolios, many were hit 
with unpleasant surprises.  
The results from Core Plus 
bond managers for 2008 
(Table 1) were dismal – 
63% of bond managers 
lost money for clients, 
50% of managers lost 
more than 3%, and more 
than 25% of managers lost 

more than 9%. Core bond managers did somewhat better, but over 25% of these managers 
produced negative returns in 2008 and the median managers lagged the Barclays Capital 
Aggregate Index by a significant 1.42%.  How did we get to this point?  Why did bond managers 
disappoint so dramatically in a year when investors needed them most? 
 
The source of the disappointment lies in the convergence of two trends.  In isolation, neither 
one is a severe problem, but together these trends combine to be a recipe for disaster.  Why do 
we have bonds in balanced portfolios?  First, bonds are there for stability and income 
generation.  A bond management approach that has strayed from these two core tenants of 
investing is Core Plus.  This type of bond management adds out-of-index sectors to the portfolio 
in an attempt to enhance return.  In addition, because these sectors have low correlation with 
investment-grade fixed income, in theory, they have the ability to generate superior risk-
adjusted returns.  But the problem with this theory is that it considers the fixed income asset 
class in isolation.  The reality is the introduction of these out-of-index sectors actually increases 
the correlation of the bond portion to stocks, which is not what investors want during a year 
like 2008. 
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Chart 1:  Quarterly Returns (1/1/84-12/31/08)

Source:  Barclays Capital
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Consider Chart 1 which displays the correlation of the four major sectors of the investment-
grade market with the Barclays Capital Aggregate Index.  The correlations of these sectors are 
tight with the Index ranging from 0.95 to 0.98.   
 

 
 
 
Now consider the correlations of the two most prominent Core Plus sectors, High Yield and 
Emerging Markets, to the same Index.  Chart 2 looks very different because the correlations are 
quite low.  Core Plus theory would suggest that this low correlation is a positive attribute of 
these sectors compared to investment-grade.  By combining this lower correlation with a higher 
expected return, Core Plus managers suggest outperformance is all but assured over full market 
cycles. 
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Chart 2

Souce:  Barclays Capital
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Chart 3

Source:  Barclays Capital, Standard & Poors
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But this theory misses an important component regarding the overall portfolio.  Both High Yield 
bonds and Emerging Market debt have higher correlations with the stock market than they 
have with the investment-grade bond market (Chart 3).  In effect, introducing these sectors to 
the bond portion of balanced portfolios introduces equity risk into the fixed income 
component.  These “Plus” sectors will invariably drag down fixed income performance when 
the stock market is performing poorly, which is exactly what cannot be tolerated during difficult 
stock markets like 2008. 
 

 
 
 
 
 
 
 
 
 
 
 
 
 

 
Historical performance data illustrates the drag from High Yield and Emerging Markets.  The 
following Table 2 explores the performance of the Aggregate Index, High Yield and Emerging 
Markets during the worst stock market quarters over the past 25 years.  During the 7 quarters 
when the stock market declined by more than 10%, the median return for High Yield and 
Emerging Markets was -4.23% and -4.68% respectively.  In contrast, the median return for the 
Aggregate Index was +4.58% representing about 9% outperformance versus the “Plus” sectors.   
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Chart 4:  Portfolio Allocation to Fixed Income

Source:  NACUBO jjflsdjflsjflsjdflksjfsfjsfjsfjslkfjslfjslkjflskjdflsjfl;
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Table 2:  Total Returns (1/1/08-12/31/08)

 S&P

Aggregate 

Bond Index High Yield

Emerging 

Markets

Dec - 87 -22.63 5.81 1.91 n/a

Sept - 90 -13.78 0.86 -10.22 n/a

Mar - 01 -11.86 3.03 6.36 2.18

Sept - 01 -14.70 4.61 -4.23 -4.68

June - 02 -13.40 3.69 -6.41 -5.20

Sept - 02 -17.30 4.58 -2.93 -1.08

Dec - 08 -21.94 4.58 -17.88 -9.31

Mean 3.88 -4.77 -3.62

Median 4.58 -4.23 -4.68

Source:  Barclays Capital, Standard & Poors jlkjljl;kjlkjl;kjljl;kjl;kjl;kjljlkjljllj

fjsdfkjsldfkjsldfkjslkfjslkdfjslfjslkdfjslkfjldfjlskdjflskdjflsjdfskjflksjdflsjkdf

Thus, Core Plus disappoints 
when investors need it most – 
during periods of economic 
and market stress.  Simply put, 
the bond portion of the 
portfolio is not an area to take 
equity risk.  Fixed income 
should be the foundation of 
the portfolio intended to 
provide stability and generate 
income. 
 
Secondly, compounding this 
flaw in Core Plus theory is the 
visible trend toward a 
substantial reduction in fixed income allocations. Modern portfolio theory has suggested that 
less and less bonds are needed in a portfolio due to the lower correlations of the other asset 
classes that are introduced to a portfolio.  Consider Chart 4 from the National Association of 
College and University Business Officers (NACUBO) detailing the decline in bond allocations 
over the past 28 years.  This trend is not limited to College and University Foundation and 
Endowments, but is rampant throughout the plan sponsor community.   Bonds are clearly a less 
attractive long-term return vehicle for long-term assets.  However, institutions that need to pay 
bills, cannot operate under the data that historically suggests that a high exposure to variable 
assets and a low allocation to fixed assets will work out just fine over the long run.  Much of this 
decline in allocation has been driven by historical correlation analysis that proves faulty during 
times of market duress.  In times like 2008, all correlations on variable assets approach 1.00, 
while high-quality fixed income stands apart as the sole source of stability in such an 
environment.  In times of market distress there are only 2 asset classes, Fixed and Variable.  If 
the trend toward lower bond allocations is here to stay, the need for a truly core approach is 
even more important.     

 
The lessons from 2008 have been 
harsh enough to warrant 
substantial change in investors’ 
approach to fixed income 
management.  The need to 
generate higher returns will 
continue to drive investors into 
other asset classes.  But the 
question of how to best manage 
the bond allocation remains.  Will 
investors add additional risk to 
their lower bond allocation 
through inclusion of “Plus” sectors 
or will investors focus on a bond 
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allocation that will not be correlated with equities during periods of market weakness?  We are 
on the cusp of a return to an era of quality bond management.  Returns and risk will then be 
contained in the portion of the portfolio where it is expected and stability and income will 
reside in the quality, fixed income portion of the portfolio.  In this “new era”, negative surprises 
will be contained to variable assets and quality and safety will dominate the fixed income 
allocation.   Managers with an ability to generate above market returns with an emphasis on 
stability and quality will be rewarded, as will their clients.   
 
 
 
 
 
 
 
 
 
 
 
 
 

 

About the Author 

Timothy Johnson, Ph.D began his investing career in the mid 1960’s. While 
working in the corporate world, Tim earned his Ph.D. in Finance from the 
University of Illinois. In 1970, with the dream of teaching and writing text 
books, Tim came to Cincinnati as a finance professor at the University of 
Cincinnati. As the author of three investment text books, Tim built our firm 
from his interest in sound, fundamental security analysis and portfolio 
management, as well as his desire to bring theory into practice. To this day, 
Tim remains a member of faculty in the graduate school of the University of 
Cincinnati.  
 
While teaching, Tim began to grow his investment management business 
through colleagues and the local community. The University soon took note 
of Tim’s investment acumen and asked him to join their endowment 
committee and was awarded all the fixed income money to manage. This 
occurred in 1976 and was our firm’s first major institutional client. We are 
proud to say this relationship is still flourishing today.  
 
Tim’s passion for the investment industry is rivaled only by his desire to help 
others. Through the years Tim has committed countless time and resources 
to various organizations dear to him. This culture of serving is the foundation 
of our business. Our academic heritage, our commitment to serve, and our 
continuous pursuit of excellence are the fingerprints of Tim Johnson and 
cornerstones of Johnson Institutional Management.  

  

  
   

 

 


