Market Insight | August 2021

Would You Buy Your Fixed Income Portfolio Today?
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Executive Summary: Will the Next Decade Look Like the Last?

Chris Wilson, CFA

■

Help Needed—Traditional Approaches Can No Longer Do It All:
While traditional core and core plus fixed income strategies have historically served
as a “one-stop shop” allocation to balance risk-seeking allocations, more than a
decade of extraordinarily accommodative global central bank policy has ushered in
a persistent low-rate environment that has made it challenging for investors to
achieve their expected rates of return while balancing risks in their portfolios

■

More Risk, Less Reward: Traditional core and core plus strategies have historically
helped investors meet their capital preservation, diversification and income goals,
but the low yield and extended duration profile of the Bloomberg U.S. Aggregate
Bond Index (“Agg”) make this allocation less efficient today

■

A Broader, “Solutions Lens” Approach to Fixed Income: The changing
landscape requires a fresh approach to building fixed income solutions for clients.
We believe that analyzing other fixed income allocations within the context of
investors’ specific goals and objectives will serve as a blueprint for the future of
fixed income investing.
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Would You Buy Your Fixed Income Portfolio Today?
Over the last 30 years, index yield has
accounted for nearly all of the index’s
future total return. As the index yield has
trended lower, so has the index’s total
return. With the index yield currently at
all-time lows it’s clear that, over the next
decade, traditional fixed income strategies
can no longer do it all.
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Don’t Let the Anchor of Your Portfolio Get Stuck in the Past
The next decade is unlikely to play out
like the last. A new environment calls for
a new approach to fixed income portfolio
construction.
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Track the Agg? Sure, I Don’t Know Why I Would Stop…
The investment landscape has changed dramatically in the last 30 years. While most investors would agree, when pressed, it’s unlikely
they would associate this “change” with their fixed income portfolio. And for good reason. If you have spent the last 30 years simply
allocating to traditional fixed income strategies that track the Bloomberg U.S. Aggregate Bond index, you probably have not noticed the
tectonic shift occurring underneath your feet. As Figure 1 shows, performance for traditional “Agg-tracking” strategies has been strong.
Figure 1. Tracking the Agg Has Paid Off…But Can 3+ Decades of Market Tailwinds Really Last Forever?
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Of course, the performance of the Agg shown in Figure 1 has been on an undeniable downward trend. Positive in each period for sure,
but less and less total return as each decade passed. Why is that? Well, there is an old saying, sometimes it’s better to be lucky than
good. The performance of the Agg is heavily tied to the direction of interest rates. As interest rates go down, the Agg goes up. Lucky for
investors in traditional Agg-tracking strategies, interest rates have been going down…and down…for a very long time (Figure 2).
Figure 2. Falling Interest Rates Have Driven the 4+ Decade Bond Rally…But How Much Lower Can Rates Go?
Bloomberg U.S. Aggregate index vs. 10-Year Treasury Yields 06/30/21
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More Risk, Less Yield: As the Agg Turns
The downward trend of interest rates has been fueled by the Federal Reserve’s unprecedented response to help navigate the U.S.
economy through two major crises: The 2008 financial crisis and the COVID-19 global pandemic. To keep the economy afloat, the Fed
has adopted and maintained extremely accommodative monetary policy, a stance that has accelerated the downward trend of interest
rates and has held them at unusually low levels for a prolonged period of time.
Why is this relevant for investors in traditional fixed income strategies that track the Agg? As Figure 3 shows, this backdrop has forced
fixed income investors to take on significantly more risk without a commensurate increase in reward, i.e., yield. In 1990, the Agg had a
duration of 4.55 years and yielded 8.5%. Today, not only does the Agg have a riskier duration profile at 6.22 years, it yields significantly
less, with a yield of only 1.50%.
Figure 3. Now and Then: The Agg Has More Duration Risk and Less Yield
Bloomberg U.S. Aggregate index Duration versus Yield 06/30/21
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Indeed, interest rates have been on a downward trend for more than three decades, which has translated to strong performance for
traditional fixed income strategies that track the Agg. However, there is not much room left for interest rates to continue falling. And what
happens when interest rates rise? Spoiler alert: it’s not pretty.
While the general direction of interest rates has certainly been lower, there have been pockets over the last 30 years when rates have
spiked. Figure 4 provides a glimpse of what a longer-term upward trending rate environment might mean for traditional fixed income
strategies that track the Agg.
Figure 4. The Ghost of Interest Rates Future: What Could Happen if Rates Reverse their 30+ Year Downward Trend
Performance of Agg During Interest Rate Spikes
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Conclusion: Don’t Let the Anchor of Your Portfolio Get Stuck in the Past
So…would you buy your fixed income portfolio today? Answering
this question should reinforce the primary role of fixed income
in a broader portfolio. Fixed income allocations are not about
immunizing your portfolio against one specific type of risk.
Fixed income allocations should protect portfolios from risk on
multiple fronts. In this regard, adding flexibility can significantly
enhance the risk profile of a fixed income portfolio.
For more than 30 years, conventional wisdom has prescribed
Agg-tracking strategies as a “one-stop shop” for the three primary
roles of fixed income in a broader portfolio: capital preservation,
diversification and income. However, the current make-up of the
Agg (more risk, less reward) makes this approach to the asset
class unsustainable. To successfully navigate the path ahead,
investors should consider a new blueprint for fixed income, one
that maximizes efficiency and diversifies against multiple risks.

For example, to manage volatility in fixed income portfolios driven
by interest rates, we believe investors should complement
Agg-based strategies with a more flexible unconstrained strategy
that can add diversification through exposure to an array of credit
sectors. Meanwhile, allocations to high-quality GNMA bonds that
are backed by the full faith of the U.S. government can also add
a layer of diversification to help investors prepare for “event risk”
and bolster the ever-important capital preservation function of
their fixed income portfolio. In addition, with yields for traditional
fixed income currently so low, increased allocations to spread
sectors such as securitized credit, high yield and emerging market
debt can help support investors’ income objectives.
The combination of these ingredients will vary based on
investors’ specific objectives but as a foundation, we believe
this disaggregated approach is the blueprint for the future of
fixed income.
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Disclosures
Past performance does not guarantee future results.
This commentary has been prepared by Voya Investment Management for informational purposes. Nothing contained herein should be construed as (i) an offer to sell or solicitation of an offer to
buy any security or (ii) a recommendation as to the advisability of investing in, purchasing or selling any security. Any opinions expressed herein reflect our judgment and are subject to change.
Certain of the statements contained herein are statements of future expectations and other forward-looking statements that are based on management’s current views and assumptions and
involve known and unknown risks and uncertainties that could cause actual results, performance or events to differ materially from those expressed or implied in such statements. Actual
results, performance or events may differ materially from those in such statements due to, without limitation, (1) general economic conditions, (2) performance of financial markets, (3) interest
rate levels, (4) increasing levels of loan defaults (5) changes in laws and regulations and (6) changes in the policies of governments and/or regulatory authorities.
The opinions, views and information expressed in this commentary regarding holdings are subject to change without notice. The information provided regarding holdings is not a
recommendation to buy or sell any security. Fund holdings are fluid and are subject to daily change based on market conditions and other factors.
The distribution in the United Kingdom of this presentation and any other marketing materials relating to portfolio management services of the investment vehicle is being addressed to, or
directed at, only the following persons: (i) persons having professional experience in matters relating to investments, who are “Investment Professionals” as defined in Article 19(5) of the
Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (the “Financial Promotion Order”); (ii) persons falling within any of the categories of persons described in Article 49
(“High net worth companies, unincorporated associations etc.”) of the Financial Promotion Order; and (iii) any other person to whom it may otherwise lawfully be distributed in accordance with
the Financial Promotion Order. The investment opportunities described in this presentation are available only to such persons; persons of any other description in the United Kingdom should
not act or rely on the information in this presentation.
The Capital Markets Authority and all other Regulatory Bodies in Kuwait assume no responsibility whatsoever for the contents of this presentation and do not approve the contents thereof or
verify their validity and accuracy. The Capital Markets Authority and all other Regulatory Bodies in Kuwait assume no responsibility whatsoever for any damages that may result from relying on
the contents of this presentation either wholly or partially. It is recommended to seek the advice of an Investment Advisor.
Voya Investment Management does not carry on a business in a regulated activity in Hong Kong and is not licensed by the Securities and Futures Commission.
This insight is issued for information purposes only. It is not to be construed as an offer or solicitation for the purchase or sale of any financial instruments. It has not been reviewed by the
Securities and Futures Commission.
Voya Investment Management accepts no liability whatsoever for any direct, indirect or consequential loss arising from or in connection with any use of, or reliance on, this insight which
does not have any regard to the particular needs of any person. Voya Investment Management takes no responsibility whatsoever for any use, reliance or reference by persons other than the
intended recipient of this insight.
Any prices referred to herein are indicative only and dependent upon market conditions. Past performance is not indicative of future results. Unless otherwise specified, investments are not
bank deposits or other obligations of a bank, and the repayment of principal is not insured or guaranteed. They are subject to investment risks, including the possibility that the value of any
investment (and income derived thereof (if any)) can increase, decrease or in some cases, be entirely lost and investors may not get back the amount originally invested. The contents of this
insight have not been reviewed by any regulatory authority in the countries in which it is distributed.
The opinions and views herein do not take into account your individual circumstances, objectives, or needs and are not intended to be recommendations of particular financial instruments or
strategies to you. This insight does not identify all the risks (direct or indirect) or other considerations which might be material to you when entering any financial transaction. You are advised to
exercise caution in relation to any information in this document. If you are in doubt about any of the contents of this insight, you should seek independent professional advice.
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