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The Case for Systematic Investing
in Credit

We believe that now is the time for systematic investing
in credit. Only more recently with the advances in
technology, electronic trading, portfolio trading and
market efficiency in credit have we finally seen an
enabling environment for the capture of value-add from
a systematic, factor-based investing approach.

Historical backtesting of quantitative signals suggests that a factor-based, systematic approach
to investing in credit can drive outperformance relative to a broad benchmark index. In addition,
systematic investing can provide significant benefits to investors, such as consistent signal-
driven excess returns, a diversifying return profile as compared to active fundamental managers,
and a clear and transparent process. An important contributor to this outcome includes the
availability of frequent signal updates across broad universes of securities. Credit market
innovations such as electronic trading and portfolio trading have led to greater transparency

in corporate bond trading and lower transaction costs over time, facilitating the successful
implementation of systematic strategies today. Management of systematic portfolios relies on
data analysis and implementation skill to achieve three objectives:

* Aims to maximize exposure to high scoring bonds;
* Adhere to defined risk constraints; and

« Control costs by balancing limits on turnover with expected benefits of each transaction.

Strong Evidence

for Factor-Based
Signals Driving Alpha
Generation in Credit

Within the investment grade corporate universe, some issuers and bonds have more (or less)
desirable characteristics than others. For example, some companies may exhibit fundamentals
such as profitability or indebtedness that are not fully reflected in their pricing. Alternatively,
market sentiment may favor a different set of companies. Each characteristic that could
potentially lead to outperformance (or underperformance) can be identified as an alpha factor
and can be applied to create a portfolio tilt. A systematic strategy takes an algorithmic approach
that evaluates all securities in an investment universe based on their exposures to these factors
to best position the portfolio. Three alpha factors that are often identified in the investment grade
corporate bond market include value, momentum, and sentiment.
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A Focus on Value

Figure 1

Bonds That Score
High on Value Have
Outperformed

Hl | ow Value Portfolio (Q1)
I High Value Portfolio (Q5)
Il US |G Corporate Index

80

As an illustration of value as an alpha factor, we looked at its performance over time. Value
addresses how attractive (rich or cheap) a bond is relative to a group of peers with comparable
issuer fundamentals and bond characteristics (such as quality, sector, and maturity). To capture
relative value for corporate bonds, the Barclays Quantitative Portfolio Strategy (QPS) team
developed a relative value signal based on an innovative methodology.' It assigns numerical
scores to each bond in the relevant investment universe according to its relative valuation versus
peers, adjusted for company fundamentals. A high score indicates attractiveness.

In a simple performance test, over a series of months, we partitioned the bond universe into
quintile portfolios based on their value scores and measured their returns. Figure 1 shows the
cumulative excess return performance (versus like-duration Treasuries) going back to 1993 of
the top-quintile portfolio, the bottom-quintile portfolio, and the index.

This analysis demonstrates the predictive power of the value signal. High-value bonds have
delivered consistently better performance than low-value bonds, resulting in both higher average

excess returns and higher information ratios.
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Source: Barclays QPS Research. Analysis uses monthly data from January 1993 to December 2022. Performance is
shown as cumulative excess return over US Treasuries of identical duration, before transaction costs. Past performance
is not a reliable indicator of future performance. Index returns are unmanaged and do not reflect the deduction of any fees
or expenses. Index returns reflect all items of income, gain and loss and the reinvestment of dividends and other income
as applicable.

Similarly, we can use momentum and sentiment signals as alpha factors to complement the
relative value signal. A composite signal that combines relative value, momentum and sentiment
has been shown to deliver stable and significant alpha in corporate bond markets.
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Harnessing the
Strength of Signals:
ALessonin
Systematic Investing

Historical backtesting shows that maximizing exposure to value and other quantitative signals
with demonstrated efficacy is likely to result in positive outcomes for investors. Systematic
strategies rely on data analysis and implementation skill to incorporate these quantitative signals
into portfolio construction. This approach aims to outperform an index by seeking opportunities
to allocate to attractive securities, and away from those deemed unattractive according to

these signals. These strategies aim to take a rules-based approach to decision-making, with a
three-fold objective:

 Maximize exposure to high-scoring bonds, continuously evaluating opportunities across a
broad investment universe of securities.

« Perform highly disciplined risk management, limiting issuer concentration and deviations
from benchmark risk exposures, avoiding unintended risks, and restricting the possibility of
large unexpected deviations from benchmark returns.

« Control costs by balancing limits on turnover with the expected benefits of
each transaction.

Guardrails ensure that portfolio outcomes are driven by issuer and security selection, rather than
by unintentional exposures to market risk.

Why Now: Advances in
Data and Technology
Enabling the Rise of
Systematic Investing
in Credit

Figure 2

Innovations Including
Portfolio Trading
Continue to See
Rapid Growth
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The key reason why systematic investing has been much more widely adopted in equity markets
than in credit markets is that equities are far more liquid. However, recent innovations in fixed
income markets make it possible to overcome this liquidity barrier. The proliferation of electronic
trading and fixed income ETFs, giving rise to basket and portfolio trading, has improved price
transparency and increased the efficiency of trading in credit, even in the face of more recent
upticks in volatility. Figure 2 shows the growth of electronic trading and the rapid rise in the
volume of portfolio trading inquiries over time, which have helped facilitate greater transparency
and efficiency in the corporate bond market.
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Sources: Greenwich Coalition, as of December 31,2022. Past performance is not a reliable indicator of future performance.
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The key to a systematic strategy is breadth, or the ability to spread risk among a large number of
small active risk exposures to issuers and bonds that score highly on various signals. This was not
practical when only a thin layer of the most active corporate bonds could be traded on a liquid
basis. The technological innovations in credit markets now make it more feasible to transact
more bonds, allowing for greater portfolio breadth. Armed with these new tools, as well as
expertise in substituting hard-to-trade bonds with more investable equivalents, an experienced
execution team can finally make systematic investing in credit economically viable.

Concluding Thoughts

The systematic approach provides several benefits to investors:

« Algorithmic Excess Returns Quantitative signals, powered by Barclays QPS and based
on alpha factors, can help investors differentiate between attractive and unattractive
opportunities in credit, and therefore drive above-benchmark index returns.

« A Diversifying Return Profile By drawing on multiple algorithmic signals to drive outcomes,
systematic strategies can offer a differentiated return profile free of biases. The performance
of the systematic strategy can be complementary to many fundamental active strategies,
whose performance tends to be highly correlated with corporate bond index excess returns.

e Clear Transparency and Process Awareness of how the data is being used to derive
signals leads to greater transparency of portfolio construction parameters. The result is
greater clarity on precisely how investment outcomes are achieved.

With clear rules-based signals and implementation processes in place, systematic strategies
offer transparency; a complementary, diversifying return profile relative to fundamental active
strategies; and attractive economics to investors.

Endnote

1 Simon Polbennikov, Albert Desclée, and Mathieu Dubois, “Implementing Value and Momentum Strategies in Credit
Portfolios,” The Journal of Portfolio Management, Quantitative Special Issue, 47, no. 2 (2021): 82-98,
https:/doi.org/10.3905/jpm.2020.1.190.
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About State Street
Global Advisors

For four decades, State Street Global Advisors has served the world’s governments, institutions
and financial advisors. With a rigorous, risk-aware approach built on research, analysis and
market-tested experience, we build from a breadth of index and active strategies to create
cost-effective solutions. And, as pioneers in index, ETF, and ESG investing, we are always
inventing new ways to invest. As a result, we have become the world’s fourth-largest asset
manager* with US $3.8 trilliont under our care.

* Pensions & Investments Research Center, as of December 31,2022.
t This figure is presented as of June 30,2023 and includes approximately $63 billion USD of assets with respect to SPDR
products for which State Street Global Advisors Funds Distributors, LLC (SSGA FD) acts solely as the marketing agent.

SSGA FD and State Street Global Advisors are affiliated. Please note all AUM is unaudited.
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Investing involves risk including the risk of loss
of principal.

The views expressed in this material are the
views of the Systematic Active team through the
period ended August 2023 and are subject to
change based on market and other conditions.
This document contains certain statements that
may be deemed forward-looking statements.
Please note that any such statements are not
guarantees of any future performance and
actual results or developments may differ
materially from those projected.

All information is from SSGA unless otherwise
noted and has been obtained from sources
believed to be reliable, but its accuracy is not
guaranteed. There is no representation or
warranty as to the current accuracy, reliability
or completeness of, nor liability for, decisions
based on such information and it should not
be relied on as such.

The whole or any part of this work may not be
reproduced, copied or transmitted or any of its
contents disclosed to third parties without
SSGASs express written consent.

The views expressed are the views of Arkady Ho
through August 7,2023, and are subject to
change based on market and other conditions.
This document contains certain statements that
may be deemed forward-looking statements.
Please note that any such statements are not
guarantees of any future performance, and
actual results or developments may differ
materially from those projected.

Barclays is not affiliated with State Street Global
Advisors Funds Distributors, LLC.

Barclays Index License Disclaimer

Neither Barclays Bank PLG (“BB PLC”) nor any of
its affiliates (collectively “Barclays”) is the issuer
or producer of the products referenced herein
and Barclays has no responsibilities, obligations
or duties to investors in such products.

The Barclays Indices referenced herein
(collectively, the “Indices”), together with any
Barclays indices that are components of such
Indices, are trademarks owned by Barclays and,
together with any component indices and index
data, are licensed for use by State Street Global
Advisors as the producer of the products
referenced herein (the “Product Provider”).

Barclays’ only relationship with the Product
Provider in respect of the Indices is the licensing
of the Indices, which are administered, compiled
and published by BB PLC in its role as the index
sponsor (the “Index Sponsor”) without regard

to the Product Provider or the products
referenced herein or investors in such products.
Additionally, State Street Global Advisors as
Product Provider may for itself execute
transaction(s) with Barclays in or relating to

the Indices in connection with such products.
Investors acquire such products from the
Product Provider and investors neither acquire
any interest in the Indices nor enter into any
relationship of any kind whatsoever with
Barclays upon making an investment in such
products. The products referenced herein are
not sponsored, endorsed, sold or promoted by
Barclays and Barclays makes no representation
regarding the advisability of such products or
use of the Indices or any data included therein.
Barclays shall not be liable in any way to the
Product Provider, investors or to other third
parties in respect of the use or accuracy of the
Indices or any data included therein.

Barclays intends to engage Bloomberg Index
Services Limited as the official index calculation
and maintenance agent of the Indices, which
are owned and administered by Barclays.
Bloomberg Index Services Limited does not
guarantee the timeliness, accurateness, or
completeness of the calculations of the Indices
or any data or information relating to the
Indices. Bloomberg Index Services Limited
makes no warranty, express or implied, as to the
Indices or any data or values relating thereto or
results to be obtained therefrom, and expressly
disclaims all warranties of merchantability and
fitness for a particular purpose with respect
thereto. To the maximum extent allowed by law,
Bloomberg Index Services Limited, its affiliates,
and all of their respective partners, employees,
subcontractors, agents, suppliers and vendors
(collectively, the ‘protected parties) shall have

no liability or responsibility, contingent or
otherwise, for any injury or damages, whether
caused by the negligence of a protected party
or otherwise, arising in connection with the
calculation of the Indices or any data or values
included therein or in connection therewith and
shall not be liable for any lost profits, losses,
punitive, incidental or consequential damages.

The information provided does not constitute
investment advice and it should not be relied
on as such. It should not be considered a
solicitation to buy or an offer to sell a security.
It does not take into account any investor’s
particular investment objectives, strategies,
tax status or investment horizon. You should
consult your tax and financial advisor.

The information contained in this
communication is not a research
recommendation or ‘investment research’
and is classified as a ‘Marketing
Communication’ in accordance with the
Markets in Financial Instruments Directive
(2014/65/EUV) or applicable Swiss
regulation. This means that this marketing
communication (a) has not been prepared
in accordance with legal requirements
designed to promote the independence of
investment research (b) is not subject to
any prohibition on dealing ahead of the
dissemination of investment research.

This communication is directed at professional
clients (this includes eligible counterparties

as defined by the appropriate EU regulator)
who are deemed both knowledgeable and
experienced in matters relating to investments.
The products and services to which this
communication relates are only available

to such persons and persons of any other
description (including retail clients) should

not rely on this communication.

Past performance is not a reliable indicator of
future performance.

Bonds generally present less short-term risk
and volatility than stocks, but contain interest
rate risk (as interest rates raise, bond prices
usually fall); issuer default risk; issuer credit risk;
liquidity risk; and inflation risk. These effects are
usually pronounced for longer-term securities.
Any fixed income security sold or redeemed

prior to maturity may be subject to a substantial
gain or loss.

Sample portfolio returns shown above are
hypothetical and are based on the returns of
the underlying market indices in the proportions
shown above. The methodology used was
taking the Bloomberg US Corporate Index,
dividing it into quintiles from lowest to highest
Value score, and measuring the returns.

The Value score is a proprietary relative value
score from Barclays OPS. Market indices are
unmanaged and not subject to fees and
expenses, which would lower returns. Neither
index performance nor sample portfolio
performance is intended to represent the
performance of any particular mutual fund,
exchange-traded fund, or product offered

by SSGA. SSGA has not managed any accounts
or assets in the strategies represented by the
sample portfolios. Actual performance may
differ substantially from the hypothetical
performance presented. Past performance

is not a guarantee of future results.

All the index performance results referred
to are provided exclusively for comparison
purposes only. It should not be assumed
that they represent the performance of
any particular investment.

The trademarks and service marks referenced
herein are the property of their respective
owners. Third party data providers make no
warranties or representations of any kind
relating to the accuracy, completeness or
timeliness of the data and have no liability

for damages of any kind relating to the use

of such data.

This document provides summary information
regarding the Strategy. This document should
beread in conjunction with the Strategy’s
Disclosure Document, which is available from
SSGA. The Strategy Disclosure Document
contains important information about the
Strategy, including a description of a number
of risks.

© 2023 State Street Corporation.

All Rights Reserved.
ID1724009-55601295.24.GBL.RTL 0823
Exp. Date: 08/31/2024

STATE STREET fovistes

The Case for Systematic Investing in Credit


http://ssga.com
https://www.ssga.com/us/en/intermediary/ic/footer/state-street-global-advisors-worldwide-entities

