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Index investing in fixed income markets is different than in equity markets. By their nature, bond
markets are more fragmented and not as well structured as their equity market counterparts,
resulting in them being relatively less efficient. For fixed income index managers with the skillset
and experience to navigate through such challenges, there are ample opportunities to add value
throughout the investment process.

The Alpha
Opportunity for
Fixed Income
Index Investors

In fixed income markets, the same issuer can have multiple bonds, with each of them having
their own characteristics (e.g. coupon, maturity, price). This gives rise to a very different
market structure and liquidity profile than in equity markets. Furthermore, the decentralised
OTC (over-the-counter) nature of fixed income market trading causes a variable liquidity
profile to exist through time at the individual security level.
This presents challenges and opportunities for fixed income investors — from both portfolio
construction and exposure management perspectives — and these are as relevant to index
managers as they are to active managers, despite their different objectives and constraints.
When properly understood and controlled, these can be exploited very effectively by index
managers to deliver highly reliable sources of incremental excess returns, or what we at State
Street Global Advisors call our ‘implementation alpha’.
For fixed income index strategies that seek to closely track the performance of the reference
benchmark, both the approach taken on portfolio construction and the techniques employed
within that are important. Essentially, the variable liquidity dynamics of the fixed income market
make full index replication, in most exposures, either impossible or just so expensive that they
essentially guarantee a performance shortfall over the long run. The question for index managers
is how can they overcome these difficulties.

Adding Incremental
Value via
Implementation Alpha

To mitigate the challenges around replication, sophisticated fixed income index managers such
as State Street have traditionally employed a top-down portfolio construction technique known
as stratified sampling. However, at some stage in the portfolio construction process, the index
manager, just like an active manager, has to make a bottom-up security selection decision.
While the degrees of freedom afforded to the index manager around such decisions are very low,
it does still provide sufficient latitude and opportunity for an experienced index manager to add
incremental value via implementation alpha and in this way offset the inherent cost of managing
the relevant exposure.

Interestingly, it is in the more complex and liquidity-challenged fixed income exposures where
the opportunities to add incremental value are greatest. Markets such as credit or emerging
markets have higher idiosyncratic risks and higher turnover, while liquidity is not as abundant
as in more ‘vanilla’ exposures such as developed market government bonds. This translates
into higher trading costs as is clearly illustrated in the chart in Figure 1. Therefore, any highlyreplicated approach in these exposures is guaranteed to deliver a performance shortfall
versus the benchmark that will compound itself over the long run. To avoid this, and as already
highlighted, at State Street Global Advisors we have developed a more pragmatic approach
that employs sophisticated techniques to deliver the performance of fixed income benchmarks
more effectively.
Figure 1
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Source: State Street Global Advisors, Bloomberg Finance LP as of 31 December 2021. The information contained above is for
illustrative purposes only.

Employing an
Active Mindset in
Portfolio Construction

Given the fragmented nature of the fixed income market and its variable liquidity dynamics, an
active mindset is necessary throughout the portfolio construction process — whether you are
an active or an index (or “passive”) manager. Because of the higher inherent costs and turnover
associated with the more complex exposures, in particular, some investors question whether
index managers can closely track the performance of their reference benchmarks. The reality is
that index managers need to adopt a pragmatic approach to achieve benchmark returns, given
the aforementioned difficulties around full index replication.
At State Street Global Advisors, we like to think of ourselves as an active manager operating
within very tight risk constraints or, alternatively, as an active manager with a very low risk budget.
As a highly experienced index manager that is comfortable operating within tight constraints
along each risk dimension, we seek to exploit some of the inefficiencies that persist in fixed
income markets for the ultimate benefit of our client portfolios.

Leveraging
Innovative Techniques

To achieve our goals requires a sophisticated investment process alongside advanced
quantitative techniques and technological platforms, something we have worked diligently to
develop and refine over more than 25 years.1 Supported by advanced investment management
systems that integrate proprietary analytical tools we have been able to identify, harvest,
and scale these micro inefficiencies in a very effective way. Additionally, our ongoing drive to
innovate has resulted in the launch of our internal investment platform that further enhances
and systematises portfolio construction decisions while helping our portfolio managers to
evaluate multiple factors simultaneously. This underpins the application and effectiveness
of these techniques.
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Delivering
Implementation Alpha

The techniques that we employ are highly effective in exploiting the liquidity and structural
inefficiencies of fixed income markets that give rise to a highly reliable source of added value. We
lay out below how those techniques are utilised. When this is done well, it results in what we call
implementation alpha.

Reducing Drag From
Transaction Costs

We seek to minimise turnover by being thoughtful about when, whether, and how we trade.
We typically achieve significantly lower turnover than the reference indices by holding on to
bonds that may have fallen out of the index but still offer value. For example, in our flagship Euro
Corporate Bond Strategy, turnover was 15.3% in 2021 compared to 35.9% for the benchmark
Bloomberg Euro Corporate index.2 Knowing when not to trade can be as important as knowing
when to trade as it reduces overall transaction costs and can also add incremental value from
the bonds we retain.
When we decide to trade, strong trading execution is essential in controlling and minimising
transaction costs. Unlike some firms that utilise only one trading location for all their trades,
our trading operation is decentralised — we have three regional fixed income trading desks in
North America, Europe and Asia. Each is responsible for trades within its geographic region and
is staffed by specialist trading professionals with deep knowledge of local markets and sectors
and interact directly with local counterparties.
Our dedicated traders leverage their large counterparty panel of relationships as well as
buy-side to buy-side electronic trading platforms and venues in order to minimise portfolio
transaction costs. In addition, our large ETF business allows us valuable insights into bond market
liquidity dynamics and positioning through the management of intraday flows (in-kind baskets).
Furthermore, being a manager of predominantly indexing strategies our flows are therefore
broad, diversified and highly granular. This makes us a desirable counterparty to trade with and
because of this we are also better able to execute inside the full market bid/offer as these small
ticket sizes are more easily managed in the market.

Exploiting Fixed Income
Market Inefficiencies

As already noted, inefficiencies still exist in fixed income markets today despite tremendous
improvements in liquidity from electronic trading. A skilled index manager can take advantage
of the multitude of micro inefficiencies at the bond level, rather than the broad and less reliable
macro inefficiencies at the sector or country level. We will always aim to keep risk alignment
very tight at the broader levels, but we find that opportunities arise constantly at the issuer and
security level.
New Issue Premia We know that the new issue premium represents a key source of potential
excess return. In our experience, we estimate that on average over the last few years, each
new issue in the Euro Investment Grade Corporate bond market has delivered price benefits of
0.30–0.80% from launch date to index inclusion date.3 The contribution to portfolio performance
is a function of our degree of participation and allocation in new issues, as well as the volume of
new issues. We participate in the majority of new issues that are due to enter the benchmark.
Unlike unconstrained/active managers that can inflate their orders far above what they ultimately
receive, we have typically achieved allocations in line with our application — this is largely due
to the consistency of our orders and the nature of our business in providing almost permanent
funding as a predominantly index manager. This new issue premium is therefore a highly reliable
and low-risk source of excess returns that we also seek to exploit prudently and consistently
within our tight risk constraints for the benefit of our client portfolios.
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Security Selection This process seeks to continuously match the portfolio exposures to the
index as efficiently as possible. As index investors, we hold most bonds in the index and have long
intended holding periods. Therefore, as market conditions change and existing holdings become
rich, we are generally well positioned to exploit these persistently-occurring micro opportunities.
We can execute relative value trades to improve portfolio yield and exploit pockets of richness
in our portfolios across the securities of the issuer. We estimate that we can reliably add a
few basis points to our portfolios’ performance through a variety of security selection relative
value strategies.
Proactive Management of Index Events Proactively managing index changes such as
upgrades/downgrades or corporate actions enables us to achieve more optimal outcomes for
our clients’ portfolios. For example, we will monitor and manage downgraded issuers’ exposures
and market liquidity very carefully to assess when downgraded bonds should be sold in relation
to when they are dropped from the index.

Delivering
Returns Efficiently

While our investment approach is highly process-driven to ensure tight risk alignment,
human judgement is ultimately behind every investment decision. We deliberately allow small
degrees of latitude to our investment team and traders to add incremental value throughout the
process — but all within the objective of delivering the index returns as efficiently as possible.
Figure 2 illustrates the key sources of our value add techniques and how they can lead to a
positive outcome.

Figure 2
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Source: State Street Global Advisors, Bloomberg, Barclays Live as at 31/12/2021. The information contained above is for
illustrative purposes only.
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In Conclusion

Delivering benchmark returns in fixed income exposures requires far more that a ‘passive’
mindset. As we have illustrated, it requires a more pragmatic approach and active mindset in
order to overcome the implementation challenges and costs that arise in the more fragmented
and less efficient fixed income market.
At State Street Global Advisors, our experience of managing fixed income indexing strategies
through multiple market cycles, crises, and conditions have enabled us to continuously refine
and enhance our indexing investment process. This approach, and the advanced portfolio
construction techniques employed within it, recognise both the challenges of fixed income
implementation and the highly reliable opportunities that exist to also add incremental value. We
achieve this within very tight risk constraints, even in the more complex exposures like credit and
emerging market debt. We therefore like to approach fixed income indexing pragmatically and
with an active mindset but of course within the very tight risk constraints of an index approach.

Endnote
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State Street Global Advisors began managing fixed
income index assets in 1995.
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Source: State Street Global Advisors, Bloomberg as of
31 December 2021.
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Source: State Street Global Advisors, Bloomberg
Finance LP as of 31 December 2021.
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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/EU) 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.
Investing involves risk including the risk of loss
of principal.
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.
Diversification does not ensure a profit or
guarantee against loss.
Bonds generally present less short-term risk
and volatility than stocks, but contain interest
rate risk (as interest rates rise bond values and
yields 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.
ETFs trade like stocks, are subject to investment
risk, fluctuate in market value and may trade at
prices above or below the ETFs net asset value.
Brokerage commissions and ETF expenses will
reduce returns.
International Government bonds and corporate
bonds generally have more moderate shortterm price fluctuations than stocks, but provide
lower potential long-term returns.
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Investing in high yield fixed income securities,
otherwise known as “junk bonds”, is considered
speculative and involves greater risk of loss of
principal and interest than investing in
investment grade fixed income securities. These
Lower-quality debt securities involve greater risk
of default or price changes due to potential
changes in the credit quality of the issuer.
Investing in foreign domiciled securities may
involve risk of capital loss from unfavourable
fluctuation in currency values, withholding
taxes, from differences in generally accepted
accounting principles or from economic or
political instability in other nations.
Investments in emerging or developing markets
may be more volatile and less liquid than
investing in developed markets and may involve
exposure to economic structures that are
generally less diverse and mature and to political
systems which have less stability than those of
more developed countries.
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