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For our inaugural Invesco Fixed Income Study, we
interviewed 79 fixed income specialists – typically
Heads of Fixed Income but also with representation
of CIOs and Heads of Investment Strategy. Our
respondents work across pension funds, sovereign
investors, insurers and private banks in North
America, Europe, and Asia-Pacific. They are
responsible for fixed income portfolios within asset
owners collectively holding a total US$4.4 trillion
AUM (as at 30 June 2017).
Our study reveals that fixed income investors
are anticipating the global economy continuing on
its recovery and central banks starting their journey
towards more conventional policies.
However, for the most part investors do not
envisage the typical normalisation of growth, interest
rates, and inflation which would be expected with
a post-slump recovery. Rather, investors believe
a secular shift has occurred, and many subscribe
to a ‘new normalisation’, featuring:
Slow to moderate rates of economic growth.
	Gradual increases in interest rates by central
banks, resulting in yield curves rising at the
short end faster than at the long end (a flattening
of yield curves).
	Little risk of global inflation and a breakdown
of the traditional inflation-unemployment theory.
While investors have a broadly positive outlook for
the macroeconomic environment it is a tempered
perspective with many investors remaining cautious
in light of anticipated quantitative tightening and
rate rises.

• Insurers (INS)
• Sovereign wealth funds (SWF)
• Defined benefit pension funds (DB PEN)
• Private banks (PB)
• Defined contribution pension funds (DC PEN)

Fig 1. Reasons for investing in
fixed income, by segment
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The full report looks at the regional outlook
highlighting considerable divergences across
core markets. And concludes with a look at the
objectives of fixed income in the ‘new normalisation’.
Figure 1 highlights that investors continue to seek:
	Portfolio risk (return volatility) reduction arising
from perceived lower volatility of fixed income
as an asset class, and negative correlation
to equities.
	Absolute risk reduction (capital preservation).
	Income generation.
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Sample: Insurers = 25, DB pension funds = 17, DC pension funds = 12, Sovereign wealth funds = 10, Private banks = 14. Rating on a scale of 1-10 where 10 is complete agreement with reason
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Our second theme starts by looking at the single
biggest challenge facing fixed income investors; the
low yield environment. This has deepened, extending
from treasuries to most fixed income categories (as
central bank policy has forced investors to move into
riskier assets), and has persisted much longer than
many investors expected.
Investors remain focused on adapting to the low
yield environment. However, figure 2 also indicates
that investors expect to make progress in doing so
and that the impact of the low yield environment is
expected to abate somewhat. This will create some
space to address a series of emerging challenges
which are having an increasing impact, notably ageing
populations, regulatory change, and geopolitical risk.
These future challenges vary with segments:
	All segments continue to be impacted by the
low yield environment. Pension funds are most
concerned, while sovereign wealth funds and
private banks are less so.
	Looking beyond the low yield challenge: Pension
funds are most concerned with ageing populations
given the longevity of their liabilities (DB pension
funds) or their retirement income objectives
(DC pension funds). For insurers, regulation
is the focus; the segment is experiencing a
tightening phase of the regulatory cycle, with
tougher Risk-Based Capital (RBC), asset and
liability management (ALM) and accounting
regimes expected.
	ESG is growing in importance, albeit from a low
base, particularly for pension funds with active
stakeholders.

1. Tailored solutions 4. ESG
5. Left-tail risk
2. Factor investing
3. Active to passive 6. Geopolitical risk

Fig 2. Macro factors, current and 3-year future
impact on fixed income portfolios (% citations)
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Theme three looks at the application of ESG principles
which is an issue of growing importance to investors.
When such principles are adopted, implementation
has typically commenced with equity portfolios
where data and research is most extensive.
However, implementation rarely stops with
equities, and once equities have been bedded down,
consideration is given to which asset class should be
addressed next. Fixed income usually leads that list,
and evidence indicates growing uptake in portfolios,
with 35% of respondents now incorporating ESG
strategies within their fixed income portfolios driven
by large European investors (figure 3).
We look at the significant divergences between
segments and regions in the uptake of ESG strategies
in fixed income in the full report. In doing so we
address the four key reasons driving the level of
adoption, namely:
	Culture
	Network effect
	Stakeholder pressure
	System transition to Dc
We conclude theme three by looking at the
implementation of ESG within fixed income portfolios.
Many investors currently implement ESG primarily
within corporate bond portfolios, via a relatively
basic negative screen, or simply by requiring asset
managers to adhere to the United Nations Principles
for Responsible Investment (UN PRI) framework.
Practical considerations of implementation
include the size of allocations to fixed income
asset classes and the size of the investible universe.
Implementation therefore varies across fixed income
portfolios as well as between client segments
and regions.

It remains early days in the implementation of ESG
in fixed income, with many issues to be overcome.
However while the breadth and speed of adoption
is open to question, the direction is not – penetration
of ESG in fixed income is expected to continue
its advance.

Fig 3. Investors currently considering ESG within fixed income portfolios, by size and region (% citations)
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The fourth and fifth themes of our 2018 study
look at allocations across core fixed income and
alternative credit. We start by noting that the long
period of calm and resulting low or negative yields
on many government securities has seen investors
rotate into riskier assets in their search for yield
(over the past three years).
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Fig 4. Past 3-year change to core fixed income and alternative credit allocations, by segment (% citations)
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However with most investors anticipating that yields
will rise, many expect to respond by increasing
allocations to core fixed income, with funding coming
predominantly from equities. This is reinforced by
recent developments such as pensions deregulation
(e.g. UK pensions freedom), which are leading to
increased demand for core fixed income amongst
pension funds. The positioning of core fixed income
portfolios is largely influenced by differing views on
the long end of the yield curve as well as risk of
left-tail events.
Investors overall continue to view alternative
credit favourably on a forward 3-year basis, but on
a more selective basis. Contributing to this approach
is a view that certain alternative credit exposures
are now expensive, in particular high yield debt,
structured credit, and to a lesser extent, direct
lending. An area of alternative credit which remains
notably in favour is emerging markets. Despite a
strong 2017, investors still see opportunities arising
from improving economic fundamentals, shrinking
current account deficits, and lesser direct impact
of raising US interest rates.
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Fig 5. Past 3-year change to alternative credit sub-asset class allocations
Past 3 year change (Past) Forward 3-year expected change (Future)
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Investors see a range of benefits (figure 6), with the
leading rationale for investing in alternative credit
being to increase alpha, slightly ahead of diversifying
portfolios by accessing the additional risk premia not
available in core fixed income, and generating higher
income returns.

• Increase
• Decrease

Fig 6. Effectiveness of alternative credit in meeting objectives, insurers vs. non-insurers
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Preserve capital

We conclude the report by looking at the balance
between internal and external management of
fixed income portfolios.
As most investors plan for a ‘new normalisation’
world, an implication of continued low (or even further
deterioration of) fixed income returns has increased
pressure on investment teams to improve net
performance. They have done so by seeking higher
yielding assets but also by reducing costs within the
portfolio where possible. These two approaches can
prove contradictory.
Investors seeking to reduce overall fixed income
portfolio costs have focused their attention on core
fixed income and the more mainstream alternative
credit sub-asset classes such as high yield and emerging
market debt. These investors have used two strategies
to reduce costs in these sub-asset classes:
	Greater emphasis on price and fee structures
in the external manager selection process.
	Examination of the viability of bringing the
management of these asset classes in-house.
The impact has been a rise in the number of respondents
using or considering internal teams to complement their
external holdings. Although three quarters of investors
manage some fixed income assets internally, only 21%
manage the entire portfolio internally. Over half use a
hybrid of internal and external asset management,
highlighting the ongoing importance of external
asset manager relationships.
Internalisation is not just about cost goals however,
as figure 7 highlights. An equally important reason
– particularly in light of the difficulties in achieving
specific target objectives – is to increase control over
fixed income portfolios. Respondents expressed a desire
for asset managers to work more collaboratively with
them, which helps them get a better understanding of
the idiosyncratic complexities of their asset portfolios.

In allocating responsibilities between internal and
external resources, there is a clear bias towards
managing passive and core fixed income in-house,
and issuing alternative credit mandates to external
managers. With core fixed income representing over
three quarters of total fixed income portfolios,
depending on the region, many respondents have
achieved the scale required to manage at least the
more straightforward needs of core fixed income
internally. By comparison, alternative credit strategies
have smaller allocations and require significantly
higher investment in research, portfolio management,
risk management, and monitoring costs, adding layers
of operating complexity, and increasing the level of
risk the internal team is exposed to. Collectively these
make them less viable to bring in-house, especially
if they require a significant level of diversity by region
and sector.
In the full report we look in detail at the manager
selection process and the role of consultants. We
conclude by noting by noting that the external asset
management of fixed income continues to make a
critical contribution for most investors, and as large
investors become more capable of making their own
manager selection decisions, there is scope for more
direct and strategic relationships. Many investors
clearly want this style of relationship and equally the
transparency and collaboration which is a marker of it.

Fig 7. Rationale for internalising asset management, by respondents using a mixed vs. internal only approach
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Lack of product

Important information
All data provided by Invesco as at 3 1 August 2017, unless otherwise stated.
The document contains general information only and does not take into account individual objectives, taxation position or financial needs. Nor does this
constitute a recommendation of the suitability of any investment strategy for a particular investor. This is not an invitation to subscribe for shares in a fund
nor is it to be construed as an offer to buy or sell any financial instruments. While great care has been taken to ensure that the information contained herein is
accurate, no responsibility can be accepted for any errors, mistakes or omissions or for any action taken in reliance thereon. You may only reproduce,
circulate and use this document (or any part of it) with the consent of Invesco.
This document has been prepared only for those persons to whom Invesco has provided it for informational purposes only. This document is not an offering of a
financial product and is not intended for and should not be distributed to retail clients who are resident in jurisdiction where its distribution is not authorized or is
unlawful. Circulation, disclosure, or dissemination of all or any part of this document to any person without the consent of Invesco is prohibited.
This document may contain statements that are not purely historical in nature but are "forward-looking statements", which are based on certain assumptions of
future events. Forward-looking statements are based on information available on the date hereof, and Invesco does not assume any duty to update any forwardlooking statement. Actual events may differ from those assumed. There can be no assurance that forward-looking statements, including any projected returns,
will materialize or that actual market conditions and/or performance results will not be materially different or worse than those presented.
The information in this document has been prepared without taking into account any investor’s investment objectives, financial situation or particular needs.
Before acting on the information the investor should consider its appropriateness having regard to their investment objectives, financial situation and needs.
You should note that this information:
•
•
•
•

may contain references to amounts which are not in local currencies;
may contain financial information which is not prepared in accordance with the laws or practices of your country of residence;
may not address risks associated with investment in foreign currency denominated investments; and
does not address local tax issues.

All material presented is compiled from sources believed to be reliable and current, but accuracy cannot be guaranteed. Investment involves risk. Please
review all financial material carefully before investing. The opinions expressed are based on current market conditions and are subject to change without
notice. These opinions may differ from those of other Invesco investment professionals.
The distribution and offering of this document in certain jurisdictions may be restricted by law. Persons into whose possession this marketing material may
come are required to inform themselves about and to comply with any relevant restrictions. This does not constitute an offer or solicitation by anyone in any
jurisdiction in which such an offer is not authorised or to any person to whom it is unlawful to make such an offer or solicitation.
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