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Diversifying traditional 60/40
portfolios: Core fixed income

Traditional 60/40 portfolios are no longer delivering the returns investors were used to
over the last decade. Rising interest rates have created long-term opportunities for
investors to deploy public and private credit in 60/40 portfolios. In this blog we cover
the opportunities that currently exist in core fixed income.

Given recent market developments, particularly around heighted volatility due to US
bank failures and additional concerns from Europe, we thought we should address how
to think about diversifying portfolios with core fixed income assets, particularly
investment grade (IG) corporate bonds. The return-risk tradeoff for high quality fixed
income exposure has reached the most attractive levels in over a decade. Coupled
with the volatility in equities, it’s important for investors to think about bonds not only
as a source of income, but also as an important source of volatility mitigation in a
portfolio, which is an essential component in the long-term achievement of investment
objectives.

e Current 10-year long-term capital market assumptions for global investment
grade corporate bonds are at 5%; similar assumptions for global treasuries at
4.4% 1

e Expected long-term volatility of global IG corporates is 5.6% utilizing the Invesco
Vision portfolio analytics platform; 6.1% expected volatility for global treasuries

e Integration of investment grade corporate bonds can improve risk-adjusted
returns by providing levels of income above 5% i

e Current yield environment provides an attractive entry point for strategic
investors, particularly those with long-term liabilities

As investors navigated the post-global financial crisis landscape, generating yield
became an incredibly complicated journey, often leading to an “overallocation” of risk
into a portfolio through the fixed income sleeve. This was done through structural (and
sometimes unintended) overweights to credit-sensitive asset classes, which was
required for investors to achieve desired income and cash flow targets. There is a
definite place for these types of assets in investor portfolios, but we believe the
overarching goal of fixed income should be to effectively integrate both defensiveness
and stable income. Given that, in our view an investor’s allocation to fixed income
should start with core exposure - particularly investment grade-rated securities. The
largest allocation within the Bloomberg Global Aggregate Index, by far, are treasury
and government-related bonds, comprising roughly two-thirds of overall exposure. The
remaining exposure is split between corporate and securitized bond issues.

We believe the formation of a fixed income allocation should typically start with this
core exposure, with tweaks then implemented using tactical and strategic market
views to enhance portfolio returns while still providing ballast to a global equity
allocation. It’s important to note in a “60/40" portfolio, the equity allocation is going to
create over 90% of portfolio risk (Figure 1). Depending on whether an investor decides
to hedge core fixed income exposure, this will drive anywhere from 2.5% to 8.5% of a
portfolio’s total risk using this construct. v This highlights how important core fixed
income is simply for its ability to diversify equity exposure. However, in the previous
low-yield environment, the tradeoff between income and diversification was more
tenuous, with many investors opting to emphasize the former over the latter. During a
market selloff, which often is preceded by an expansion of credit spreads, credit
sensitive assets do not serve as optimal diversifiers compared to their investment
grade counterparts. Therefore, the first step in our fixed income portfolio construction
process starts with core exposure.
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public or retail investors. Please do not redistribute this document.
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Figure 1 - Factor analysis - 60/40 Portfolio
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Source: Invesco Vision, data as of 31 January 2023; risk decomposition of 60% MSCI World, 40% Bloomberg Global Aggregate (USD-
hedged) portfolio. Return estimates are based on the Q1 2023 Long-Term Capital Market Assumptions. These estimates are forward-
looking, are not guarantees, and they involve risks, uncertainties, and assumptions.

The current tradeoff between equities and high-quality fixed income, at least from a risk-adjusted
perspective, is at historic levels.

Figure 2 - Global Assets Efficient Frontier
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Source: Invesco Vision, data as of 31 January 2023. Return estimates are based on the Q1 2023 Long-Term Capital Market Assumptions.
These estimates are forward-looking, are not guarantees, and they involve risks, uncertainties, and assumptions.

Portfolio 1 Portfolio 2

Composition 100% Global Equity 60% Global Equity + 40%
Global Core Fixed Income

Return (%) 7.1% 6.3%

Absolute Risk (%) 16.9% 10.9%

Source: Invesco Vision, data as of 31 January 2023.For illustrative purposes only. There can be no assurance that any estimated returns
or projections can be realized.
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Implementing a 40% allocation to core bonds creates a portfolio with roughly 90% of the
expected returns of global equities with 65% of the risk. As a starting point, this puts
investors far ahead of where they found themselves in the last cycle. This is particularly
advantageous for liability-aware investors such as pension schemes, as the ability to
exceed liability returns with less relative risk (liabilities have a bond-like risk profile)
greatly enhance the probability of outcome achievement. However, the portfolio
construction process is far from over, and our view is that additional levers will need to
be implemented across the asset class spectrum, both public and private, to achieve
desired investment outcomes over the next cycle.

Global investment grade corporate bonds as a source of stable income and volatility
mitigation

Within the core fixed income domain, we believe investment grade corporate bonds are
an attractive building block. Given the strong expected risk-adjusted returns of the asset
class, even higher than global treasuries due to a shorter duration profile and credit
spread premia, we believe it warrants inclusion in a diversified portfolio. There is also
strong potential for active management in this space, as seasoned managers can harvest
meaningful benefits from market dislocations, which are much more commonplace than
in the equity markets. The confluence of these factors warrants strong consideration of a
standalone portfolio allocation.

! Long Term Capital Market Assumptions - Quarterly Update, Q1 2023.
! Invesco Vision, data as of 31 January 2023.

Il Long Term Capital Market Assumptions - Quarterly Update, Q1 2023.
IV Invesco Vision, data as of 31 January 2023.
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Investmentrisks

The value of investments and any income will fluctuate (this may partly be the result of
exchange rate fluctuations) and investors may not get back the fullamount invested.
Past performance is no guarantee of future returns.

Important information

This document is for Professional Clients only in Dubai, Jersey, Guernsey, the Isle of
Man, Continental Europe (as defined below) and the UK; for Institutional Investors only
in the United States, for Sophisticated or Professional Investors in Australia; in New
Zealand for wholesale investors (as defined in the Financial Markets Conduct Act); for
Professional Investors in Hong Kong; for Qualified Institutional Investors in Japan; in
Taiwan for Qualified Institutions/Sophisticated Investors; in Singapore for
Institutional/Accredited Investors; for Qualified Institutional Investors and/or certain
specific institutional investors in Thailand; for certain specific sovereign wealth funds
and/or Qualified Domestic Institutional Investors approved by local regulators only in
the People’s Republic of China; for certain specific institutional investors in Malaysia
upon request; for certain specific institutional investors in Brunei; for Qualified
Professional Investors in Korea; for certain specific institutional investors in
Indonesia; for qualified buyers in Philippines for informational purposes only; in
Canada, this document is restricted to i) accredited investors and ii) permitted clients
as defined under National Instrument 45-106 and 31-103 respectively. It is not
intended for and should not be distributed to or relied upon by the public or retail
investors. Please do not redistribute this document.

The publication is marketing material and is not intended as a recommendation to invest
in any particular asset class, security, or strategy. Regulatory requirements that require
impartiality of investment/investment strategy recommendations are therefore not
applicable nor are any prohibitions to trade before publication. The information
provided is for illustrative purposes only, it should not be relied upon as
recommendations to buy or sell securities.

By accepting this document, you consent to communicate with us in English, unless you
inform us otherwise.

For the distribution of this document, Continental Europe is defined as Austria, Belgium,
Denmark, Finland, France, Germany, Greece, Italy, Ireland, Luxembourg, Netherlands,
Norway, Portugal, Spain, Sweden, and Switzerland.

All articles in this publication are written, unless otherwise stated, by Invesco
professionals. The opinions expressed are those of the author or Invesco, are based
upon current market conditions and are subject to change without notice. This
publication does not form part of any prospectus. This publication contains general
information only and does not take into account individual objectives, taxation position
or financial needs. Nor does this constitute a recommendation of the suitability of any
investment strategy for a particular investor.

Neither Invesco Ltd. nor any of its member companies guarantee the return of capital,
distribution of income or the performance of any fund or strategy. Past performance is
not a guide to future returns.

This publication is not an invitation to subscribe for shares in a fund nor is it to be
construed as an offer to buy or sell any financial instruments. As with all investments,
there are associated inherent risks. This publication is by way of information only. This
document has been prepared only for those persons to whom Invesco has provided it. It
should not be relied upon by anyone else and you may only reproduce, circulate and
use this document (or any part of it) with the consent of Invesco. Asset management
services are provided by Invesco in accordance with appropriate local legislation and
regulations.

Certain products mentioned are available via other affiliated entities. Not all products
are available in all jurisdictions.
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- in Hong Kong by Invesco Hong Kong Limited 5t IE#E & B TR/ 1, 45/F, Jardine House,
1 Connaught Place, Central, Hong Kong. This document has not been reviewed by the
Securities and Futures Commission.

- in Singapore by Invesco Asset Management Singapore Ltd, 9 Raffles Place, #18-01
Republic Plaza, Singapore 048619.

- in Taiwan by Invesco Taiwan Limited, 22F, No.1, Songzhi Road, Taipei 11047, Taiwan
(0800-045-066). Invesco Taiwan Limited is operated and managed independently.

-in Japan by Invesco Asset Management (Japan) Limited, Roppongi Hills Mori Tower 14F,
6-10-1 Roppongi, Minato-ku, Tokyo 106-6114; Registration Number: The Director-General
of Kanto Local Finance Bureau (Kin-sho) 306; Member of the Investment Trusts
Association, Japan and the Japan Investment Advisers Association.

- in Australia by Invesco Australia Limited (ABN 48 001693 232), Level 26, 333 Collins
Street, Melbourne, Victoria, 3000, Australia which holds an Australian Financial Services
Licence number 239916.

This document has been prepared only for those persons to whom Invesco has provided
it. It should not be relied upon by anyone else. Information contained in this document
may not have been prepared or tailored for an Australian audience and does not
constitute an offer of a financial product in Australia. You may only reproduce, circulate
and use this document (or any part of it) with the consent of Invesco.

The information in this document has been prepared without taking into account
any investor’s investment objectives, financial situation or particular needs. Before
acting on the information the investor should consider its appropriateness having
regard to their investment objectives, financial situation and needs.

You should note that this information:

-may contain references to dollar amounts which are not Australian dollars;

-may contain financial information which is not prepared in accordance with Australian
law or practices;

-may not address risks associated with investment in foreign currency denominated
investments; and

-does not address Australian tax issues.

-in New Zealand by Invesco Australia Limited (ABN 48 001 693 232), Level 26, 333
Collins Street, Melbourne, Victoria, 3000, Australia which holds an Australian Financial
Services Licence number 239916.

This document is issued only to wholesale investors (as defined in the Financial Markets
Conduct Act) in New Zealand to whom disclosure is not required under Part 3 of the
Financial Markets Conduct Act. This document has been prepared only for those persons
to whom it has been provided by Invesco.

It should not be relied upon by anyone else and must not be distributed to members of
the public in New Zealand. Information contained in this document may not have been
prepared or tailored for a New Zealand audience. You may only reproduce, circulate and
use this document (or any part of it) with the consent of Invesco. This document does not
constitute and should not be construed as an offer of, invitation or proposal to make an
offer for, recommendation to apply for, an opinion or guidance on Interests to members
of the public in New Zealand. Applications or any requests for information from persons
who are members of the public in New Zealand will not be accepted.
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- in the United States by Invesco Advisers, Inc., Two Peachtree Pointe, 1555 Peachtree
Street N.E., Atlanta, Georgia 30309, USA.

- in Canada by Invesco Canada Ltd. 120 Bloor Street East, Suite 700, Toronto, Ontario
M4W 1B7.

- in Austriaand Germany by Invesco Asset Management Deutschland GmbH, An der
Welle 5, 60322 Frankfurt am Main, Germany.

- in Belgium, Denmark, Finland, France, Greece, Italy, Ireland, Luxembourg,
Netherlands, Norway, Portugal, Spain and Sweden by Invesco Management S.A.,
President Building, 37A Avenue JF Kennedy, L-1855 Luxembourg, regulated by the
Commission de Surveillance du Secteur Financier, Luxembourg.

- in Dubai by Invesco Asset Management Limited, Index Tower Level 6 - Unit 616, P.O.
Box 506599, Al Mustagbal Street, DIFC, Dubai, United Arab Emirates. Regulated by the
Dubai Financial Services Authority.

- in the Isle of Man, Jersey, Guernsey and the UK by Invesco Asset Management Limited,
Perpetual Park, Perpetual Park Drive, Henley-on-Thames, Oxfordshire, RG9 1HH, United
Kingdom. Authorised and regulated by the Financial Conduct Authority.

- in Switzerland by Invesco Asset Management (Schweiz) AG, Talacker 34, 8001 Zurich,
Switzerland.
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