Accepted Manuscript

Journal of

BANKING
& FINANCE

Investor Sentiment, Flight-to-Quality, and Corporate Bond
Comovement

Sebastian Bethke , Monika Gehde-Trapp , Alexander Kempf

PlI: S0378-4266(17)30038-9

DOI: 10.1016/j.jbankfin.2017.02.007 =
Reference: JBF 5099 =
To appear in: Journal of Banking and Finance

Received date: 12 December 2014

Revised date: 9 December 2016

Accepted date: 14 February 2017

Please cite this article as: Sebastian Bethke , Monika Gehde-Trapp, Alexander Kempf, Investor
Sentiment, Flight-to-Quality, and Corporate Bond Comovement, Journal of Banking and Finance
(2017), doi: 10.1016/j.jpbankfin.2017.02.007

This is a PDF file of an unedited manuscript that has been accepted for publication. As a service
to our customers we are providing this early version of the manuscript. The manuscript will undergo
copyediting, typesetting, and review of the resulting proof before it is published in its final form. Please
note that during the production process errors may be discovered which could affect the content, and
all legal disclaimers that apply to the journal pertain.


http://dx.doi.org/10.1016/j.jbankfin.2017.02.007
http://dx.doi.org/10.1016/j.jbankfin.2017.02.007

Investor Sentiment, Flight-to-Quality, and Corporate Bond Comovement

Sebastian Bethke*” Monika Gehde-Trapp®®* Alexander Kempf®®

% University of Cologne, Department of Business Administration and Finance, Albertus-
Magnus-Platz, 50923 Cologne, Germany

b Centre for Financial Research, University of Cologne, Germany

¢ University of Hohenheim, Department of Risk Management, Schwerzstr. 42, 70599
Stuttgart, Germany

Abstract

We examine the dynamics of bond correlation using a broad sample of US corporate bonds,
and document that bond correlation varies heavily over time. We attribute this variation in
bond correlation to variation in risk factor correlation reflecting time-varying flight-to-quality
behavior of investors. We show that risk faetor correlation increases when investor sentiment
worsens, i.e., corporate bond investors exhibit stronger flight-to-quality when their sentiment is
bad. Thus, bad investor sentiment leads to flight-to-quality behavior and, ultimately, high bond
correlation. Very good 'sentiment, in contrast, can cause risk factor correlation and bond

correlation to be negative.
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