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Traditional 60/40 portfolios are no longer delivering the returns investors were
used to over the last decade. In this blog we outline how rising interest rates
have created long-term opportunities for investors to deploy public and private
credit in 60/40 portfolios.

Key Takeaways

e From a strategic perspective, 2022 has created long-term opportunities
for multi-asset investors, particularly due to increased bond yields.

o 10-year expected return for global 60/40 portfolio currently
6.4%, up from 4.8% one year ago

o Strategically we are overweight bonds versus stocks

e From a tactical perspective, improvement in market sentiment and
stabilization of leading economic indicators have created short-term
opportunities, but lagged impact of monetary policy could begin to take
hold later in 2023, particularly in developed markets such as the US.

e Strong opportunities in private markets income space, where increased
rates and improved diversification have made alternative asset classes an
increasingly important component of multi-asset portfolios.

Most investors would probably like to put 2022 behind them, and perhaps still
might be experiencing apprehension with respect to capital allocation
decisions. However, we believe due to the sharp dislocations across asset
classes last year, there are compelling long-term opportunities for strategic
investors to diversify their portfolios with public and private debt instruments.

The negative backdrop in 2022 was driven by was a confluence of factors -
COVID's impact on economic growth, geopolitical conflict, and strong
consumer positioning from stimulus efforts and subsequent demand/supply
imbalances (e.g., housing, autos) - all leading to historically elevated inflation,
particularly in the US. Outside of the US, dollar strength exacerbated inflation
conditions globally. These factors in combination led to the steepest global
tightening regime by central banks in decades, which shocked both stock and
bond markets, and led to one of the worst years for balanced portfolios on
record. Investors felt perplexed by an environment where major asset classes
declined in tandem, and therefore delayed capital deployment decisions and
“sat on the sidelines”.

However, this sharp increase in interest rates has created strong long-term
opportunities for investors to deploy into fixed income. For investors focused
on generating income, the environment has become much more favorable as it
is easier to achieve both income and diversification investment outcomes,
without making meaningful sacrifices to accomplish one objective versus the
other. For additional context, the 10-year expected return for a global 60/40
portfolio is currently 6.4%, up from 4.8% one year ago.! The overwhelming
majority of this increase is due to increased bond yields.

While rising fixed income yields have made the forward-looking value
proposition of 60/40 portfolios better, expected returns are still meaningfully
lower than what we've experienced over the last 10 years amid increased risk,
making the achievement of core investment outcomes more challenging
(Figure 1).

This has made diversifying the traditional 60/40 opportunity set, specifically
from a fixed income perspective, more critical.
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1. Invesco Investment Solutions, data as of September 2022.
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Figure 1 - Significant drop in expected return for traditional 60/40
portfolios amid increased risk (USD)
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Source: Invesco Investment Solutions, as of September 30, 2022. These estimates are forward-looking, are not guarantees,
and they involve risks, uncertainties, and assumptions. The 60/40 Portfolio is a blend of 60% S&P 500 Index and 40%
Bloomberg Barclays US Aggregate Index.

Looking further at our long-term capital market assumptions (LTCMAs), we
expect the long-term returns from fixed income to be substantially higher
than what we have seen over the last 10 years, across most of the asset
classes we model (Figure 2). We believe this alone could give investors much-
improved conditions with which to improve their asset allocation profiles and
increase the probability of meeting long-term investment outcomes.

Figure 2 - Expected 10-year fixed income returns relative to historical
average (USD)
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Source: Invesco, estimates as of September 30, 2022. These estimates are forward-looking, are not guarantees, and they
involve risks, uncertainties, and assumptions.

In terms of portfolio income generation, the path is much more
straightforward than in past years, particularly with two-year U.S. Treasuries
currently at over 4%. This is a substantially different environment than we
were facing a year ago. If an investor wanted to achieve 4% yields in early
2021, this would require a heavy deployment of non-investment grade credit
and other risky assets. Now that the level of many government bond yields is
around the 4% mark, the key challenges are implementing a diversified
exposure that complements the rest of the portfolio and enables the investor
to address unique considerations specific to their individual needs.

For example, if you are a long-duration investor such as a pension or insurer,
you may think about income generation differently than a typical high-net-
worth (HNW) investor who is concerned about current income. We believe
ultimately investors need to take an “all of the above” approach to portfolio
construction, particularly solving for income, and leverage public and private
markets building blocks. At this point, putting together balanced multi-asset
portfolios with 5-6% yield and still exhibiting defensive characteristics from
fixed income is very achievable. Shorter-term, we believe the environment is
favorable for credit-sensitive assets such as emerging market bonds. Long-
term, we believe this is a great entry point for fixed income across the board.

From a tactical perspective, we are of the view inflation will continue to
decelerate and rates hikes will subside in 1H 2023. However, there are
obviously still upside risks to inflation, as jobs data in the US has come in
strong for January and corporate earnings remain resilient. Geopolitical risks
continue to persist, and we have yet to fully ascertain the impact of China’s
reopening on global demand. We also have concerns about steady-state
inflation eventually settling in at a higher rate than what we saw in the
2011-2019 timeframe, which could no doubt have an impact on portfolio
allocations.

In terms of investor allocations, we believe it becomes more of a balance
between mitigating inflation risks and a potentially decelerating macro
backdrop, particularly coming from the US (see most recent ISM
manufacturing survey). Although we remain opportunistic on risk assets now
and think that window will stay open for the next several months, we are of
the mindset that this current cycle is not over and investors would need to be
nimble and tactically shift portfolios according to shorter-term conditions, to
complement a sound strategic asset allocation process.
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Investment risks

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 full
amount invested.
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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 s /IEI & E AR/, 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 001693 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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