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Executive Summary

• Low current interest rates reflect low inflationary expectations and extraordinary 

central bank accommodation around the globe, aka “financial repression”

• Future fixed income returns are likely to be muted, starting with such low yields 

• 2019 Performance was very good across the fixed income spectrum

• Credit exposure has been helpful, with a generalized belief we are late in cycle

• The Board is encouraged to reconsider Fixed Income benchmarks and weights, as 

part of its overall asset allocation discussion

(Special thanks to JP Morgan for the selective use of slides from their 1Q/2020 Guide to the Market)
https://am.jpmorgan.com/blob-gim/1383407651970/83456/MI-GTM_1Q20.pdf

https://am.jpmorgan.com/blob-gim/1383407651970/83456/MI-GTM_1Q20.pdf
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Yields over Time

The decline in yields over time has been the tailwind for fixed income performance

Interest Rates and Investors have enjoyed a 40 year secular decline
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Global Fixed Income Yields
rates are historically low everywhere

Rates are low 
everywhere

Falling rates 
led to good 

returns
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Inflation and inflationary expectations affect interest rates, currently muted
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US Fixed Income Yields and Returns

2019 Treasury 

Returns were 

very good, 

especially at the 

long end
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US 2 year yields ended the year well below where they started
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US 10 Year Yields dropped sharply through Q3, then drifted back up
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Consequently, the yield curve “inverted” for a time due to 

recessionary fears, but has since steepened again

The chart represents 10yr yield less 2 yr yield



US Treasury as 
huge bond issuer
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As the budget deficit widens, US Treasury issuance will continue to 

increase, and large supply may put upward pressure on rates
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Yield Curves: then and now
a low and flat yield curve represents interest rate risk

A flatter curve 
means we are not 

being paid as 
much to extend 

maturities
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Credit Spreads
smaller numbers mean being paid less to take the risk,

investors are willing to take more credit risk at lower returns 
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The Baa issue, aka “Covenant Lite”
issuance of lower grade corporates predominates, and issuers have pushed out 

maturities, adding to interest rate and credit risk
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Liquidity
Market Makers less willing to hold bond inventory

lower liquidity can mean higher volatility
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Federal Reserve
Fed remains accommodative to keep rates low

So Called 
“QE” or Fed 
purchases of 

Treasuries
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Fixed Income Benchmarks – 2019 Performance
A very strong year for fixed income returns

Global Aggregate (benchmark)

US Aggregate (former benchmark)
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FCERA Fixed Income Portfolio –

Sub Benchmarks

Global Agg (benchmark)

US Credit (Western Asset)

US high yield (Loomis Sayles)

US Tips (SSGA/Norther Trust)

S&P/LSTA (Eaton Vance)

FTSE-WGBI (Brandywine)

JP Morgan local EM (PIMCO)

US Agg (former benchmark)

FCERA 2019 

Benchmark returns 

ranged from 6-14% 
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Index Category
2019 
Perf Manager FCERA %

2019 BOY 
Fixed Inc %

Perf 
weighted

Global Agg Index 6.8% 0.0% 0 n/a

US Agg Index 8.7% 0.0% 0 n/a

US Credit Inv Grade 13.8%
Western 

Asset 4.7% 14.1% 1.95%

US High Yield High Yield 14.3%
Loomis 
Sayles 6.7% 20.1% 2.88%

US TIPS Inflation Sens 6.6% SSGA/NT 3.9% 11.7% 0.77%

S&P/LSTA Bank Loans 8.6% Eaton Vance 6.7% 20.1% 1.73%

FTSE-WGBI Sovereign Credit 5.9% Brandywine 5.5% 16.5% 0.97%

JPM EM
Emerging Local 

Currency 10.1% Pimco 4.8% 14.4% 1.46%

Securitized Mortgage Credit 6.4% RBC 1.0% 3.0% 0.19%

total 33.3% 100.0% 10.0%
Note: Bank Loans and High Yield have been trimmed for Glidepath in 
2019

Thus: actual returns are likely less than indicated above

FCERA Fixed Income Benchmark 
2019 Performance Estimates

2019 FCERA 
performance 

should handily beat 
benchmark due to 

credit tilt
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2019 Initial Fixed Income 

Performance Conclusions

• A very strong year as Fed reversed course and re-initiated 

monetary easing, lowering US rates across the curve

• Recession fears (which bring lower rates) appear to have receded, 

with global growth stabilizing and trade tensions lessening

• Credit spreads tightened, adding to returns   

• High Yield was good despite drag by energy sector weakness

• Note: regulatory and business changes have dramatically lowered 

fixed income liquidity.  Dealers now carry far less inventory.

• Note: recent disruption in Repo market was troubling development, 

but Fed has injected massive amounts of liquidity
• Repo = Repurchase agreements allow large players overnight funding
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• Rate of Return Target (7%) with likely increase in volatility, Fixed Income is a buffer

• Interest Rates:  Longer duration means higher yield but also more int rate sensitivity

• Credit spreads can add yield, related to the business cycle and growth

• Country/Currency: currency risk (at least in developed countries)  

• Liquidity/Illiquidity:  illiquidity (ie cannot sell when you want to)

• Inflation: TIPS provide protection, but rising inflation or inflationary expectations will 

raise rates and lower returns of other fixed instruments

• GeoPolitical: Trump, tariffs, China, Middle East, Brexit, North Korea (uncompensated?)

FCERA Fixed Income
Potential Risk Factors as sources of incremental return
Starting with the benchmark, what factors do we add or subtract? 
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Global Agg FCERA US Agg

(Hedged)

US % 40% 78% 100%

Sovereign (Govt) 57% 25% 39%

High Yield 0 19% 0

Emerging Markets 0 14% 0

TIPS 0 14% 0

US $ 100% 69% 100%

Bank Loans 0% 16% 0%

Investment Grade 100% 52% 100%

5 year performance 2.0% 3.0% 3.1%

FCERA Fixed Income 

Allocation as of 9/30/2019

2020 10 Year

Expected Returns
(per Verus assumptions)

(US)1.9% +/- 6.7%

4%, +/- 11%
6.4%, +/- 12%

2.2% +/- 5.4%

? 
5.8% +/- 10%

1.4%, +/- 6.2%

Geographic weight?

Currency?
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FCERA Fixed Income Portfolio 

interest rates + risk factors (think pyramid)

From benchmark as base case:  Global Agg, US Agg + ?

Add or tilt toward or away from:

❖ Western Asset-US Investment Grade Credit: Corporate credit (?)

❖ RBC Access Capital: Mortgage Securities: Mortgage credit, illiquidity (?)

❖ Loomis Sayles High Yield: Corp credit, esp. lower grades of bonds(?)

❖ Eaton Vance Senior Loans: Credit, illiquidity (?)

❖ Northern Trust (was SSGA) Tips: inflation (protection) (?)

❖ Brandywine – Global Sovereign (governments): currencies, credit, political (?)

❖ PIMCO – Emerging Market Debt: sovereign credit (monetary policy, fiscal 

condition, trade balance, forex reserves), currency, inflation (?)

❖ Carlyle – Private Credit (officially in private markets): credit, illiquidity, 

equity/private equity conditions and correlation (?)
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FCERA Board Fixed Income Considerations for 2020

• Discuss overall fixed income weighting (as a part of asset allocation/glidepath) 

current target 23% + 8% private credit or 31% of total portfolio

• Choose or affirm fixed income benchmark (US Agg or Global Agg ?)

• Discuss geographic tilt vs benchmark (Global Agg benchmark 40%, Plan is 78%)

• Decide on exposures and other tilts vs. benchmark/core 
• currency exposure?: Plan is 100% US ex. Brandywine, who makes currency bets 

• credit tilt ?

• Consider risk mitigation measures, including core bonds, Risk Parity, long UST

• Active vs. Passive? Every one of these decisions can be implemented passively

NOTE: Manager Selection is the least important decision!!
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Summary

• Fixed Income remains an important source of Plan stability & diversification

• Despite low yields to begin 2019, fixed income returns were healthy

• Expected fixed income returns are modest, supported by macro policies

• It is prudent for FCERA to revisit its fixed income benchmark

• From the benchmark as a starting point, it will be easier to add risk premia

• Country/currency

• Duration (maturity)

• Credit

• Illiquidity (particularly private credit)

• Equity/Growth sensitivity (High Yield bonds)
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Appendix
The Role of Fixed Income Types

Per Verus
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FCERA does not 

currently have an 

allocation here
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Northern Trust 
4% of portfolio
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Brandywine

5% of portfolio
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Western Asset
4% of portfolio
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Loomis Sayles

3% of portfolio
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Eaton Vance

4% of portfolio
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PIMCO
4% of portfolio


