
 

 

 

 

 

Environment? 

With interest rates near historic lows, we believe it is important to understand 
the role fixed income plays in an overall diversified investment strategy. Our 
discussion is broken into 4 parts. 

1.  Historical Returns: We take a holistic look from a historical 
perspective. Returns have been robust, but there has been some 
decay as yields trend downward. 

2.  Expected Returns: We focus on looking forward and quantify 
expectations for the asset class. Positive returns are forecast in the 
range of 2.5 to 3.5% depending on the time horizon. 

Key Themes: 
1 . Historical Returns 
2. Expected Returns 
3. Role of Diversifying 
4. Value Added Through Active Management 

3.  Role of Diversifying: We layout the merits of diversifying into fixed income, especially in volatile market episodes. The 
impact of investing in low risk assets during times of turbulence is meaningful. 

4.  Value Added Through Active Management: Lastly, we walk through the levers that active managers can utilize to 
generate returns in a low rate environment. It is our belief that fixed income plays a significant role in a client's portfolio. 

1.  Historical Returns 
Looking across 30+ years of data (Figure 1), fixed income has performed well with average returns around 6%. Some interesting 
observations include: 

Investors have been compensated for taking risk as US Corporate Bonds generated the highest returns. 

US Treasuries have delivered negative performance in only 4 of the past 32 years. 
There have never been back-to-back negative return years 
Negative return years are typically followed by above average positive returns 

Fixed income returns have been trending down every decade 
'90s Average Return 7. 73% 
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'ODs Average Return 6.50% 
'1 Os Average Return 4.43% 

Available Online at FirstCitizens.com 

• 

•

• 

o 
o 

o 
o 
o 



ole of· 1xed Income i 

2. Expected Returns
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As prior data suggests, returns in fixed income have significantly changed over the past 30 years. This is mostly due to a declining
interest rate environment. The graph below depicts the historic yield of the generic 10 Year US Treasury.

Figure 2 

Forecast returns have followed suit. The Horizon Actuarial Survey 
(Figure 3) encompasses 39 of the largest consultants and investment 
managers in the world. Results of the survey illustrate the expected 
returns across a multitude of asset classes. For t11e fixed income space, 
the projected return over t11e next 1 0 years is only 1.5% for US 
Treasuries and 2.6% for US Corporate Bonds. 

An interesting observation from the survey is that moving out to the 
longer term horizon (20 years) in fixed income, return capture is up to 
1 % higher. Some of this increase is likely due to expectations of higher 
rates in the future. Rising reinvestment rates boost average yields and 
returns in portfolios. 

3. Role of diversifying

Figure 3 

We look back to data from the early days of the pandemic to see how different asset classes perform in a period of significant
stress. As depicted in Figures 4 and 5 below, the S&P 500 (yellow line) declined nearly 30% in less than 30 days. Fixed income
outperformed with US Treasuries, rallying almost 10% initially as the Federal Reserve took action to stabilize the economy. Early
declines in corporate and municipal bonds were reversed, generating positive returns for the period.
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Figure 4 

Looking back at the 2008 financial crisis, we observe the same results. Large losses in the S&P 500 with fixed income performing 
well overall. 

Figure 5 

In episodes of market stress, fixed income plays a conservative role in diversified portfolios. While the expected future returns 
may be lower than other assets classes, it is offset by steady performance and bonds inherent lower risk profile. 
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4.  Value added through active management 
For active managers, adding value in a time of lower rates and tight spreads is clearly a challenge. There are, however, a number 
of levers used in active positioning to drive relative returns. In the current rate environment we have the ability to alter portfolio 
exposure by adjusting our strategy for duration exposure, allocation, and corporate issuer selection. 

Duration Exposure: Positioning of 
securities across maturity timinq 

Allocation: Proper mix of 
treasuries and corporates 

Corporate Issuer Selection: Credit 
Analysis 
Actively managing the exposure to 
different credit ratings 

As rates are expected to rise, there 
are downside risks of duration 
exposure. 
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Historically, corporates have 
generated higher returns 

Maximize relative value opportunites 
 Emphasis on mispriced issuers Longer maturity fixed securities also 

tend to be volatile and have larger 
price change as interest rates trend 
higher . 

Current spreads are near historic 
tights. 

Focusing on well capitalized corporates  

Stronger balance sheets and free 
cash flow generation  Treasuries tend to outperform 

during market volitility Interest rate shocks alert us to 
potential stresses and aid in our 
active duration positioning. 

Identify which sub sectors in corporate 
markets will outperform 

Industry trends and consolidation 
plays a key role 

Given the universe of individual bonds 
(up to 10,000) in an index, almost 
every fixed income position in portfolios 
is overweight. This allows for deliberate 
positioning and strategic trading to add 
returns in excess of the benchmark. 
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Underweighting duration is 
appropriate in a rising rate 
environment 

Altering exposure between 
Treasuries and corporates aids 
in managing risk and capturing 
return across market cycles 

 

The path ahead in the new environment 
As we begin the new year, interest rates are already trending higher. 10, 20, and 30-year US Treasuries have moved 
approximately 15 basis points (bps} wider. At the index level, the ICE BofA US Treasury & Agency Index has returned -0.77% 
year-to-date. While we are early into 2021, consensus forecasts are predicting even higher rates as the economy improves. 
With our actively managed strategies, we have the tools to position portfolios appropriately for expected risk. The fixed income 
asset class should continue to provide steady returns and a volatility buffer in a diversified portfolio. 

Figure 1 BOAO ICE BofA US Corporate and Government Index. UOAO ICE BofA US Municipals Securities Index, COAD ICE BofA US Corporate Index, GOAD ICE 
BofA US Treasury and Agency Index 
Figure 2 USGG1 OYR O US Generic 10 Year Government Security 
Figure 3 Horizon Survey of Capital Market Assumptions 2020 
Figure 415 BOAO ICE BofA US Corporate and Government Index. UOAO ICE BofA US Municipals Securities Index, COAD ICE BofA US Corporate Index, GOAD 
ICE BofA US Treasury and Agency Index, SPDR S&P500 ETF Trust 
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The views expressed are those of the author(s) at the time of writing and are subject to change without notice. First Citizens does not assume any liability for losses 
that may result from the information in this piece. This is intended for general educational and informational purposes only and should not be viewed as investment 
advice or recommendation for a security, investment product or personal investment advice. 

Your investments in securities, annuities and insurance are not insured by the FDIC or any other federal government agency and may lose value. They are not a 
deposit or other obligation of, or guaranteed by any bank or bank affiliate and are subject to investment risks, including possible loss of the principal amount invested. 
Past performance does not guarantee future results. 

First Citizens Wealth Management is a registered trademark of First Citizens Bancshares, Inc. First Citizens Wealth Management products and services are offered 
by First-Citizens Bank & Trust Company, Member FDIC; Fi rst Citizens Investor Services, Inc .. Member FINRNSIPC, an SEC-registered broker-dealer and investment 
advisor; and First Citizens Asset Management, Inc , an SEC-registered investment advisor. 

Brokerage and investment advisory services are offered through First Citizens Investor Services, Inc., Member FINRNSIPC. First Citizens Asset Management. Inc
provides investment advisory services. 
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