
Rethinking Risk in Fixed Income Allocations
Is your “safe” fixed income amplifying your equity risk?

Entering 2026, investors may be facing important 
portfolio allocation decisions, with three years 
of strong double-digit equity gains leaving many 
portfolios risk-heavy and market volatility already 
picking up. Meanwhile, large cash allocations face 
increasing reinvestment risk with the Fed expected 
to bring the Fed Funds rate down an additional 50 
basis points to below 3.5% by 2027. Allocating to 
fixed income may make sense for many investors, 
but misconceptions of the types of fixed income 
strategies could inadvertently amplify risks in a 
portfolio.

Many investors allocate to fixed income because they want a defensive portfolio diversifier. Not appreciating the 
risks in a greater portfolio context, many end up in Core Plus investments. Core Plus funds typically offer more 
attractive yields than a core or high-quality portfolio because they invest in “plus sectors” like high yield, emerging 
market, and other riskier sectors. Investors should understand the makeup of these portfolios and how they might 
be unknowingly compounding their equity risks.
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A Core Plus manager with a large 
allocation to high yield may be 
amplifying the equity risk in a 
portfolio.

As of 12/31/25

Correlation measures the strength 
of the historical relation between 
the returns of two assets. The 
closer a correlation gets to 1.0, 
the more the two assets move in 
tandem. At 0.80, high yield bonds 
are highly correlated to equities.
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The impact of a high correlation to equities was apparent in two recent equity market drawdowns. Highly correlated 
bonds tracked the drawdown much more than traditional investment-grade bonds.

Market Drawdown: 2/18/2025 - 4/8/2025 Market Drawdown: 1/2/2022 - 10/12/2022
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Within corporate bonds, the yield over 
Treasuries for bonds maturing in 10 
or more years is between 90-100 basis 
points, which is roughly in the 5th 
percentile over the past decade. If these 
spreads begin to widen towards their 
historical average, investors could see 
significant price declines, and this could 
negatively impact Core Plus portfolio 
performance. Right now, intermediate 
corporate bonds offer greater value 
relative to historical averages.
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Historically tight spreads relative 
to shorter maturities and elevated 
economic and fiscal uncertainty 
add to the interest rate risk 
(duration) worries at the long end 
of the yield curve.

66.9

38.8

24.4

32.7

19.7

36.6

0.3

11.6 9.5

0.1

30.0

38.2

0

20

40

60

80

Interm Gov/Corp Aggregate Bond Core Plus Category Avg

1–5 5–10 10–20 >20

Maturity Breakdown (%)

As of 12/31/25



Rethinking Risk in Fixed Income Allocations	

	 MADISONINVESTMENTS.COM  |  3

DISCLOSURES
“Madison” and/or “Madison Investments” is the unifying 
tradename of Madison Investment Holdings, Inc., Madison 
Asset Management, LLC (“MAM”), and Madison Investment 
Advisors, LLC (“MIA”). MAM and MIA are registered as 
investment advisers with the U.S. Securities and Exchange 
Commission. Madison Funds are distributed by MFD 
Distributor, LLC. MFD Distributor, LLC is registered with the 
U.S. Securities and Exchange Commission as a broker-dealer 
and is a member firm of the Financial Industry Regulatory 
Authority. The home office for each firm listed above is 
550 Science Drive, Madison, WI 53711. Madison’s toll-free 
number is 800-767-0300.
Non-deposit investment products are not federally insured, 
involve investment risk, may lose value and are not 
obligations of, or guaranteed by, any financial institution. 
Investment returns and principal value will fluctuate.
This report is for informational purposes only and is not 
intended as an offer or solicitation with respect to the 
purchase or sale of any security and is not investment 
advice.
In addition to the ongoing market risk applicable to portfolio 
securities, bonds are subject to interest rate risk, credit risk 
and inflation risk. When interest rates rise, bond prices fall; 
generally, the longer a bond’s maturity, the more sensitive it 
is to this risk. Credit risk is the possibility that the issuer of a 
security will be unable to make interest payments and repay 
the principal on its debt. Bonds may also be subject to call 
risk, which allows the issuer to retain the right to redeem the 
debt, fully or partially, before the scheduled maturity date. 
Proceeds from sales prior to maturity may be more or less 
than originally invested due to changes in market conditions 
or changes in the credit quality of the issuer.
Basis point: one-hundredth of a percent.
Federal Funds Rate: the target interest rate range set by the 
Federal Open Market Committee (FOMC) for banks to lend 
or borrow excess reserves overnight. It influences monetary 
and financial conditions, short-term interest rates, and the 
stock market.
Duration: a measure of the sensitivity of the price of a 
bond or other debt instrument to a change in interest 
rates. Duration measures how long it takes, in years, for an 
investor to be repaid the bond’s price by the bond’s total 
cash flows.
Bond Spread: the difference between yields on differing debt 
instruments of varying maturities, credit ratings, and risk, 
calculated by deducting the yield of one instrument from 
another. 
Option-adjusted spread (OAS): the yield spread of a bond 
over a risk-free rate, usually a similar maturity Treasury, 
adjusted for the bond’s embedded options. It reflects the 
additional return investors require to compensate for the 
risks and potential changes in cash flows due to options 
such as a bond’s callability.
Yield to Maturity: measures the annual return an investor 
would receive if they held a particular bond until maturity as 
of the end of a report period. In order to make comparisons 
between instruments with different payment frequencies, 
a standard yield calculation basis is assumed. This yield is 
calculated assuming semiannual compounding.
Yield to Worst: the lowest potential yield that can be received 
on a bond without the issuer actually defaulting. The 
yield to worst is calculated by making worst-case scenario 
assumptions on the issue by calculating the returns that 

would be received if provisions, including prepayment, call, 
or sinking fund, are used by the issuer. 
Effective Duration: a measure of a portfolio’s interest-rate 
sensitivity. The longer a portfolio’s duration, the more 
sensitive the portfolio is to shifts in interest rates. 
Average Maturity: computed by weighting the maturity of 
each security in the portfolio by the market value of the 
security, then averaging these weighted figures.
Yield Curve: a line that plots yields (interest rates) of bonds 
having equal credit quality but differing maturity dates. 
The slope of the yield curve gives an idea of future interest 
rate changes and economic activity. There are three main 
types of yield curve shapes: normal (upward-sloping curve), 
inverted (downward-sloping curve), and flat.
High-Yield Bonds: Also known as junk bonds, high-yield 
bonds are bonds issued by companies that are considered 
to be at a greater risk of failing to make interest and 
principal payments on schedule.
Indices are unmanaged. An investor cannot invest directly 
in an index. They are shown for illustrative purposes only, 
and do not represent the performance of any specific 
investment. Index returns do not include any expenses, fees 
or sales charges, which would lower performance.
S&P 500 Index: a large cap market index that measures 
the performance of a representative sample of 500 leading 
companies in leading industries in the US.
Bloomberg US Aggregate Bond Index: a broad-based, 
flagship benchmark that measures the investment-grade, 
USD-denominated, fixed-rate, taxable bond market. 
The index includes Treasuries, government-related and 
corporate securities, mortgage-backed securities, asset-
backed securities, and corporate securities, with maturities 
greater than one year.
Bloomberg US Corporate High Yield Bond Index: measures 
the USD-denominated, high yield, fixed-rate corporate bond 
market. Securities are classified as high yield if the middle 
rating of Moody’s, Fitch and S&P is Ba1/BB+/BB+ or below. 
Bonds from issuers with an emerging markets country of 
risk, based on Barclays EM country definition, are excluded.
Bloomberg US Intermediate Government/Credit Bond 
Index: measures the performance of USD-denominated 
US Treasuries, government-related and investment-grade 
US corporate securities that have a remaining maturity of 
greater than or equal to 1 year and less than 10 years.
Bloomberg US Treasury Long Index: measures USD-
denominated, fixed-rate, nominal debt issued by the US 
Treasury with 10 years or more to maturity.
Morningstar Core Plus Bond category: designed for 
investment in investment-grade US fixed-income issues, 
including government, corporate, and securitized debt. 
These funds generally have greater flexibility than core 
offerings to hold non-core sectors such as corporate high 
yield, bank loans, emerging-markets debt, and non-US 
currency exposures.
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