
Executive summary. The low interest rate environment of recent years, 
coupled with concerns about the prospect of continued rising rates, has 
led some investors to consider reducing their allocation to diversified, 
high-quality domestic-market bonds (for example, a U.S. investor’s 
allocation to U.S. bonds) in favour of other asset or sub-asset classes. 
Here, we consider an alternative approach that may (1) maintain an 
investor’s strategic exposure to equity and bond market risk premiums, 
(2) maintain the diversification benefit of high-quality bonds1 during high-
risk episodes, and (3) reduce exposure to local interest rate risk. The 
approach we focus on is as simple as global diversification. This strategy 
also has the benefit of being straightforward and very much under the 
control of investors everywhere.
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1 A high-quality bond is a bond whose credit quality is considered to be among the highest by independent  
bond-rating agencies.
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2 For additional details on the role of global bonds in a portfolio from a U.S. investor’s perspective, see Philips et al. (2012). 
3 Our analysis focuses on the role of fixed income from a risk perspective. For more details about bonds’ role in the context of today’s low yields and 

subsequently low average expected returns, see Davis, Aliaga-Díaz, and Patterson (2011).
4 One common and simple strategy that investors might use is to shorten duration either by rotating into a fund with a shorter duration profile or adding  

such a fund to an existing lineup. Although this can prove effective in mitigating the risks of rising interest rates, the primary challenge is that its success 
depends on rates rising. Should rates stabilize or even fall, shortening duration may not be beneficial because of short-term bonds’ lower expected return. 
Should the fund also employ tilts for or against credit, results again may differ from expectations depending on credit-spread movements. 

5 The low correlations shown in Figure 1 also make the duration of a global bond portfolio rather difficult to interpret. The weighted-average duration  
across markets in some sense assumes that all interest rates across markets will move in tandem, but as we have shown, that may not be the case.

6 Clearly, given the less-than-perfect correlations shown in Figure 1, the inverse of our finding is also true: When local interest rates are falling, a diversified 
global bond portfolio is likely to underperform over short periods. It is important to frame both these results over a longer time: Given the diversification 
benefit of adding imperfectly correlated assets to a local portfolio, a hedged global bond investment is likely to improve the overall risk profile of a  
bond allocation.

Revisiting global diversification

Previous Vanguard research has shown that global 
bonds can effectively diversify an investor’s existing 
portfolio of local-issue bonds, regardless of where  
the investor is based in the world, assuming that  
the currency risk inherent in a foreign fixed income 
allocation is hedged back to the investor’s home 
currency.2 Interest rate diversification is the primary 
source of that diversification benefit. As Figure 1 
illustrates, various local risk factors—such as inflation, 
economic shocks, and central bank policy—have 
generally resulted in less-than-perfect correlations  
of interest rates across regional bond markets. This 
suggests a benefit to including global exposure in a 
fixed income allocation: The interest rate move ments 
of many markets can cancel one another out to 
some extent, leading to a more stable return profile.

Global bonds and rising (local) rates 

To reflect today’s environment and the specific 
challenge facing investors, we have sorted the 
available history to focus only on those periods when 
local interest rates were increasing, as measured by 
a negative three-month return in the broad local bond 
market.3 Figure 2 shows that, during periods since 
1985 when local rates have increased, a hedged 

global bond investment has generally provided a 
diversification benefit, again regardless of an 
investor’s location.4 Although both an investor’s local 
bond market and the global market could have had 
negative returns (a reminder that diversification does 
not prevent loss), the distribution of excess returns 
in Figure 2 indicates that a hedged global investment 
would have produced a better outcome than an 
investor’s local bond market in the majority of rising-
rate periods across many markets since 1985. This  
is a direct effect of the imperfect correlation of  
global interest rates shown in Figure 1.5 

Even though an investor’s local fixed income market 
may have experienced a rise in interest rates (and 
therefore negative performance), it is unlikely that all 
rates across the world would increase at the same 
time or with the same magnitude. Note also that 
although the global market may have sustained a 
loss in absolute terms, relative to the experience  
in the investor’s local market, the impact of rising 
rates was buffered by the movement of interest 
rates around the world.6 Thus, global diversification 
can be a powerful tool for investors in any country  
or region. 

Notes on risk: All investing is subject to risk, including the possible loss of the money you invest. Bond 
funds are subject to interest rate risk, which is the chance that bond prices overall will decline because  
of rising interest rates, and credit risk, which is the chance that a bond issuer will fail to pay interest and 
principal in a timely manner or that negative perceptions of the issuer’s ability to make such payments  
will cause the price of that bond to decline. Investments in foreign bonds are subject to risks including 
country/regional risk and currency risk. In a diversified portfolio, gains from some investments may help 
offset losses from others. However, diversification does not ensure a profit or protect against a loss.  
Past performance is no guarantee of future results.
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Correlation of quarterly changes in government bond yields, January 1970–June 2013Figure 1.

Notes: Each cell displays the average correlation of quarterly changes in the long-term government bond yield of one country relative to the yield of each other country. 
The cells are shaded according to the magnitude of the correlation, as noted in the key. The countries shown reflect the largest developed government bond markets 
with monthly historical yield data available since 1970. 

Sources: Vanguard, using data from International Monetary Fund. 

Percentile distribution of the outperformance of a hedged global bond investment relative to a local bond investment, 
from the perspective of each market

Notes: Chart displays the range of three-month rolling outperformance of a hedged global bond market investment versus a local bond market investment, during 
periods when local interest rates increased (as measured by a negative return in the broad local bond market). Local market is de�ned as the respective country or 
currency component of the Citigroup World Government Bond Index from January 1985 until the local country or currency component of the Barclays Aggregate 
Bond Index was available. Local returns are measured in the local currency. Global market is de�ned as the Citigroup World Government Bond Index from 
January 1985 until the Barclays Global Aggregate Bond Index was available in hedged terms for each market. Global returns are hedged back to each market’s 
local currency. 

Sources: Vanguard, using data from Citigroup, Thomson Reuters Datastream, and Barclays. 

Figure 2. Range of outcomes produced by global diversi�cation during local interest rate increases, 
January 1985–September 2013
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0.41 1.00 0.43 0.28 0.73 0.60 0.40 0.49 0.38 0.60 0.24 0.44 0.56 0.53 0.42 0.48

0.44 0.43 1.00 0.30 0.50 0.52 0.27 0.31 0.40 0.53 0.03 0.25 0.33 0.43 0.40 0.80

0.28 0.28 0.30 1.00 0.32 0.28 0.19 0.27 0.17 0.32 0.10 0.19 0.31 0.22 0.20 0.27

0.42 0.73 0.50 0.32 1.00 0.60 0.43 0.49 0.43 0.61 0.15 0.44 0.54 0.51 0.45 0.50

0.45 0.60 0.52 0.28 0.60 1.00 0.43 0.33 0.49 0.83 0.14 0.34 0.44 0.64 0.51 0.60

0.31 0.40 0.27 0.19 0.43 0.43 1.00 0.30 0.28 0.30 0.06 0.18 0.27 0.33 0.68 0.25

0.32 0.49 0.31 0.27 0.49 0.33 0.30 1.00 0.18 0.35 0.19 0.24 0.47 0.28 0.29 0.24
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0.26 0.24 0.03 0.10 0.15 0.14 0.06 0.19 0.11 0.18 1.00 0.16 0.34 0.12 0.07 0.08

0.29 0.44 0.25 0.19 0.44 0.34 0.18 0.24 0.05 0.31 0.16 1.00 0.47 0.39 0.27 0.25

0.42 0.56 0.33 0.31 0.54 0.44 0.27 0.47 0.28 0.41 0.34 0.47 1.00 0.40 0.34 0.34

0.37 0.53 0.43 0.22 0.51 0.64 0.33 0.28 0.38 0.65 0.12 0.39 0.40 1.00 0.42 0.45

0.37 0.42 0.40 0.20 0.45 0.51 0.68 0.29 0.34 0.39 0.07 0.27 0.34 0.42 1.00 0.39

0.47 0.48 0.80 0.27 0.50 0.60 0.25 0.24 0.42 0.60 0.08 0.25 0.34 0.45 0.39 1.00

0.00–0.19 0.20–0.39 0.40–0.59 0.60–0.79 0.80–0.99 1.00Correlation:



Conclusion

Investors who use broad, high-quality fixed income 
holdings for diversification as part of their strategic 
asset allocation have rather limited options for 
mitigating the short-term risks of a rise in their 
domestic interest rates. One possibly underused 
option is to diversify their fixed income holdings 
even more broadly. Through a simple example, we 
have shown that during rising interest rate periods 
over the last three decades, global diversification 
could have improved the outcome for local bond 
investors. There’s no guarantee that past relation-
ships will hold going forward, but on average, 
broader global diversification can be a worthwhile 
strategy for many investors. And that strategy—
unlike trying to predict interest rate movements— 
is under every investor’s control. 
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