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Global Fixed Income Necessary
In Well-diversified Portfolios
Low interest rates, low growth, and low yields all challenge today’s plan sponsors when it comes to fixed
income. Yet, well-diversified portfolios mean there has to
be an allocation to fixed income – it’s just “prudent portfolio construction,” says Kamyar Hazaveh, Vice-president,
Portfolio Management, and Portfolio Manager with Signature Global Asset Management.
He – along with Carlo DiLalla, Vice-president and Senior Client Portfolio Manager, Fixed Income, at CIBC Asset
Management; and Scott Colbourne, Co-Chief Investment
Officer and Senior Portfolio Manager at Sprott Asset Management LP – made the case for ‘Global Fixed Income’
as a necessary component in diversified portfolios at the
Benefits and Pensions Monitor Meetings & Events 'Global
Fixed Income' session.

“T

●●●

he challenge for a fixed income portfolio manager today is that safe haven bond yields are
very far from what they were in the ’80s so generating respectable returns in a countercyclical
fashion is not easy, says Kamyar Hazaveh, Vicepresident, Portfolio Management, and Portfolio Manager with
Signature Global Asset Management. “It’s relatively easy to
juice up the yield of a fixed income portfolio by putting the
client into 30-year energy bonds. But that makes the portfolio
correlate positively to stocks taking away from the primary
function of fixed income.”
Basic Principles
To address the challenges in fixed income, he focuses on a
few basic principles.
“We are in the lower-for-longer camp, but the camp is getting very crowded,” said Hazaveh. “We think interest rates are
going to remain low, but the lower-for-longer camp is going to
be challenged if there’s a shift in the current economic policy
approach. One such shift is in front of us with popular political
backlash against the status quo in every major economy.”
Yield is another challenging aspect of fixed income primarily
because it is misleading. He called it “an incomplete measure of
return potential and benefit in portfolio construction. Yield is a
simple measure for people who are not fixed income specialists
to choose bonds or fixed income products, but it does not tell the
whole story.”
As well, well-diversified portfolios – as most institutional
mandates are – require an allocation to fixed income, regardless of the level of rates. “There is no other choice for negative

The panel for the ‘Global Fixed Income' Benefits and Pensions
Monitor Meetings & Events session was, from left, Kamyar
Hazaveh, Vice-president, Portfolio Management, and Portfolio
Manager with Signature Global Asset Management; Carlo
DiLalla, Vice-president and Senior Client Portfolio Manager,
Fixed Income, at CIBC Asset Management; and Scott Colbourne,
Co-Chief Investment Officer and Senior Portfolio Manager at
Sprott Asset Management LP.

correlation to risky assets,” he said. “That’s just prudent portfolio construction because of the negative correlation of fixed
income to the rest of the portfolio.”
The current state of interest rates is not new, said Hazaveh.
While economists consistently have forecasted interest rates as
going higher, they have actually collapsed in the last 30 years. The
current monetary/fiscal policy approach is just throwing more debt
at the problem and “the more the unproductive global debt stock
grows under the current global economic regime, the more interest rates are pushed lower by just the mathematics of debt as debt
servicing costs have to be lowered to maintain the status quo.”
In this environment, pension plans and investors of all stripes
had to make changes to meet their targeted return objective. In
1995, to meet their 7.5 per cent return objective, they could be
100 per cent bonds. Last year, to achieve that 7.5 per cent target,
they couldn’t afford holding government bonds.
Given an environment where rates and risk premiums are low

“Fixed income investors and
portfolio allocators are facing huge
headwinds and challenges.”
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and people are exposed, investors need to go beyond yield since
“yield is only a measure of return if you mature all of your bonds,
if none of them default, and if you don’t care about mark-to-market. Then yield, mathematically, is the return you get,” he said.
Risky Asset Diversification
To construct a fixed income portfolio that goes beyond
yield, clients must define what they want from fixed income
and design the allocation accordingly. Most clients need “risky
asset diversification from fixed income. They want liquidity,
they want some income, some want inflation protection, some
want purchasing power parity, and everybody wants alpha.”
To achieve these desired fixed income attributes, long government bonds such as 30-year Canadas are needed for risky
asset diversification as well as liquidity. Yet, while government
bonds provide risky asset diversification and liquidity, there
is no income. Here credit – corporate credit, emerging market
bonds, or mortgage-backed securities – are needed even though
these correlate positively to equities, contrary to the primary
intent of fixed income. Therefore, the allocation to all these
higher yielding assets must be tactical and opportunistic, not
strategic or constant.

“Respectable
returns in a countercyclical
fashion is not easy”
And in Canada, building this collection of fixed income
levers means going global. “As much as I love Canada and our
own capital markets, the reality is that our fixed income market
and our capital markets are very, very small in the context of
global economy. A lot of things that we want to achieve in fixed
income and the risk premiums that we want exposure to really
are not available in our own market,” he said. To achieve this
diversification, the levers have to be global.
Tactical Bond Pool
One example of a global diversified portfolio for Canadian
clients is a tactical bond pool. This is a strategy that is designed
to beat the broad Canadian bond universe with more levers, more
diversification and less volatility, and, as such, a better mousetrap to diversify exposure to equities and other risky assets than
Canadian-centric bond portfolios. “We can get a lot more liquidity, a lot more diversity, and a lot more sectors in the U.S. than
our own market. This portfolio has expanded its available levers
by accessing global fixed income premiums tactically to generate better results for Canadian institutional investors,” said
Hazaveh.
●●●
One consistent theme during the career of Carlo DiLalla,
Vice-president and Senior Client Portfolio Manager, Fixed
Income, at CIBC Asset Management, as an investment manager and consultant “is the high yield asset class doesn’t get any
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respect. That’s why I call high yield the Rodney Dangerfield of
asset classes.”
High yield is a catch-all for any issue that is rated below the
investment-grade category. The rating agencies rate corporate
debt and, if an issue doesn’t meet one of the top four ratings
categories, it is considered high yield.
In DiLalla’s opinion, there are two main reasons plan sponsors have not turned to high yield – its checkered history and
classification problems.
Fallen Angel Market
In its infancy, high yield was “predominantly” a fallen angel
market, he said. These were investment grade companies that
fell on hard times and lost their status as investment grade. Over
time, the asset class became associated with the name “junk
bonds” and “why would you invest in junk bonds? Not the most
inspiring label,” he said.
Then, in the ’80s, Michael Milken, the American financier
who developed the high yield market, used the high yield market
for leveraged buyouts. “Obviously, that’s a riskier type of high
yield investment. If the transaction doesn’t go as planned, you
suddenly have a higher risk of default. It all ended with Milken
going to jail and another black eye for high yield,” said DiLalla.
The classification issues which trouble institutional plans
arise because high yield is a “grab bag” of securities – fallen
angels, rising stars, and everything else. “It becomes difficult
to allocate to the asset class when your option is a completion
market, which is what high yield is essentially. The typical
investment recommendation formula is based on a homogenous universe where managers in the category manage like strategies. The formula also assumes there’s a consistent expectation about performance relative to a clean benchmark,” he said.
“Unfortunately, for the high yield category a different lens is
required, one more consistent with an alternatives perspective.”
Today, high yield has changed. It’s a much larger, deeper
market. “There are ample opportunities to be very selective,” he
said, likening it to alternatives because of the similar features.
“If we become open-minded about the high yield category, perhaps it has a role to play on that side,” said DiLalla.
As a result, he believes this asset class offers “viable solutions.” Companies now actually target high yield to maximize
balance sheet efficiency. Some corporations don’t want to limit
their leverage ability by being considered investment grade and
need that flexibility to grow properly.
It also used to be completely U.S.-dominated. However, a
more global universe now exists.
Investment Policy
There is, however, a bit of a counterintuitive aspect when it
comes to fitting high yield into an investment policy. In the past,
not many investment policies allowed high yield and today there
are still many that don’t. Yet, they allow the purchase of equity
in the same corporations. “It is easy for investment committees
to overlook the fact that these are the same companies allowed
on the equity side. High yield securities are not this obscure company that’s coming to market. You have some serious familiar
names that are within the universe,” said DiLalla.
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High yield has a role in an institutional portfolio because it’s
a versatile asset class that can fit in everywhere. It can play a
role in a liability-hedging portfolio and a return-seeking portfolio and “not many asset classes can,” he said. With a liability-hedging portfolio, there are opportunities to enhance fixed
income allocations.
On the return-seeking side, it can serve as a lower volatility
alternative to equities. For a pension plan that is de-risking, this
has huge implications. “If the plan simply moves from equity
to bonds in the de-risking process, there could be a significant
hit to closing the funding status gap. If the plan implements a
more gradual transition and high yield is the first stop, there is
less risk versus moving directly to equity and, in some cases,
potentially similar returns,” he said.
●●●
Global fixed income has been an interesting place to be
invested over the last 30 years, says Scott Colbourne, Co-chief
Investment Officer and Senior Portfolio Manager at Sprott
Asset Management LP.
The starting point now, however, is challenging as the real
return for that 60/40 portfolio is about two per cent, meaning
fixed income investors and portfolio allocators are facing huge
headwinds and challenges.
The first is low growth. “We are in a low growth environment” with the U.S. Fed down to its terminal interest rate on a
real basis, he said.
Debt levels are high which is a huge headwind in this
demand-deficient global economy. This creates a chronic sense
of uncertainty. “As you flirt with that zero real growth level,
you’re always struggling to determine whether you’re going to
be in a recession or not,” he said.
Environment Of Volatility
The low real returns and low growth create an environment
of volatility. “While a part of it comes out of growth, it also
comes out of the environment that we’re all working in, which
is a very unconventional policy environment,” said Colbourne.
“As portfolio managers and asset allocators, we are going to
see greater volatility across the landscape of what we’re doing.
This is really a manifestation of an extraordinary policy world
and I don’t think this extraordinary environment that we’re in
in terms of a unique policy, whether it’s monetary policy or
others, is going to go away,” he said. This will result in a higherstressed environment framed with a lower yield environment
and these challenges are “part and parcel of what we all have to
face, particularly as global fixed income managers.”
However, “it’s worth reminding ourselves about why we

own bonds,” he said. Liability matching, diversification, generating real income, and hedging top the list. However, “can
bonds still do their jobs? To paraphrase Pink (an American pop
singer), bonds are not broken, but they’re bent a bit here in
terms of what they’re going to be doing.
For example, liability matching works, “but at what cost?
“Generating a real income, well, no, it doesn’t. In fact, one
of the solutions to this debt load that some people characterize as equivalent to what we came out of the Second World
War is an environment of financial repression. We’re going to
be in a long-term environment of negative real interest rates.
Do we own fixed income if we know we’re going to generate
over the next 10, 15, 20 years a negative real interest rate?”,
he asked.
As hedging vehicles, as rates continue to move closer
and closer to zero, the correlations will bounce around.
“We would like to have our bond portfolio give us a negative correlation with the risky assets, but those correlations
are rapidly changing in this unique environment that we’re
investing in,” he said.
However, while asset allocators are increasingly faced with
less and less liquidity, that can be an advantage as there are

“Our (Canadian) capital markets
are very, very small in the context of
global economy.”
liquidity premiums out there in different asset classes and different volatility strategies.
Benchmark Agnostic
They need to diversify on a global basis, yet become more
benchmark-agnostic in terms of what they focus on.
There are solutions – unconstrained global fixed income
portfolios, global credit hedge funds, and alternative income
focusing on private debt. And it’s really important to be globally
diversified in all portfolios, including fixed income.
“We are confronted by these huge challenges and I personally don’t think that these challenges are going to go away any
time soon. Our starting point, whether you agree with my two
per cent real return sort of approach to things or not, is we’re
defined by low real returns. How do you generate things? You
look for different opportunities or alternative solutions and
create lower volatility solutions, whether it’s through a global
unconstrained mandate, credit hedge fund, or a private debt.
These are all different approaches to managing global fixed
income in a rather challenging world.”
BPM
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