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Building Blocks of Fixed Income: A Macro Framework

For years, the emphasis within fixed income investing has been to seek security-specific alpha in an
illiquid bond market where no single security significantly impacts portfolio returns. This was likely due
to the favorable secular macro backdrop of falling interest rates. But as we have experienced in recent
years, that macro backdrop has changed, and so too should fixed income investing.

The bulk of fixed income returns can be explained through two macro drivers: credit exposure and
interest rates exposure. For each of these return drivers, investors must make critical decisions around
allocation (how much exposure) and selection (how you get those exposures), depending on the macro
backdrop.

When underlying cash flows (profits in the case of corporate bonds) are improving and spreads are wide,
investors should want higher credit allocations. And when they are falling, and spreads are tight, lower
allocations. Similarly, investors should want lower interest rate allocations (duration) when interest rates
are rising (when growth and/or inflation are accelerating) and higher allocations when interest rates are
falling.

Today’s fixed income investors are faced with two dilemmas:
1. Because corporate profit growth has been so strong, fixed rate corporate bond spreads are
historically tight, which creates little opportunity from an overweight allocation. (Chart 1)

2. Interest rates may be rangebound due to (1) unclear economic growth, (2) a potential Fed
cutting cycle and (3) structurally sticky inflation. (Chart 2)

Chart 1: US IG Corporate bond spreads (bp) are hovering at  Chart 2: 10y Treasury Yields (%) have been rangebound

26y lows, leaving little room for upside between 4% and 5% for a year
400 5.5
350
300 5.0
250
4.5
200
150 4.0
100
50 35
1998 2003 2008 2013 2018 2023 Jul-23 Oct-23 Jan-24 Apr-24 Jul-24
Source: Bloomberg Source: Bloomberg

WEBSITE: RBAdvisors.com PHONE: 212-692-4088 TWITTER: @RBAdvisors © 2024 RBALLC 1



Until this dynamic changes, traditional allocation opportunities within fixed income appear somewhat
limited. So, what is an investor to do? This is where selection comes into play. Through the
optimization of interest rate and credit risk, as well as by leveraging investments outside the
conventional Bloomberg Aggregate Index, we have identified three attractive ways to take advantage
of credit and duration selection opportunities:

1. Gain exposure to healthy corporate profit growth and higher yields through BBB CLOs. BBB
CLOs have default risk of single-A corporates but are relatively cheap and deliver the potential
for both income and price appreciation.

2. Get interest rate exposure where income is highest. By owning the long end and the short end
(the two highest yielding parts of the treasury curve) simultaneously, we can maximize yield
without taking too much or too little duration.

3. Position for further curve steepening. We believe yield curve normalization over time will
generate alpha — either as the Fed cuts interest rates, sending the curve steeper —or as
inflation accelerates, sending the curve steeper. By owning steepeners through Exchange
Traded Funds (“ETFs”) that utilize options, we can also capture an increase in volatility.

Today is a time where emphasizing selection within fixed income is necessary to capture alpha.
Eventually, when spreads widen and economic growth begins to break one way or the other, we
anticipate that our return will increasingly stem from sector allocation decisions. Until that time,
however, fixed income portfolios need to be nimble and creative to weather what could be a tricky
second half of 2024.

Michael Contopoulos
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appetite for risk, and ability to withstand a potential loss of some or all of an investment's value. Graphs, charts, and tables are provided for
illustrative purposes only. Investing is subject to market risks. Investors acknowledge and accept the potential loss of some or all of an investment's
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