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Fixed income:  
security selection a key driver of outperformance
Gene Tannuzzo, Deputy Global Head of Fixed Income

  The US Federal Reserve’s aggressive response to the 
coronavirus has driven yields on safe-haven debt to near 
zero, leaving “low-risk” portfolios increasingly susceptible to 
interest rate-driven price volatility. 

  The Fed’s efforts to depress high-quality government yields 
creates a powerful source of demand for credit assets 
by forcing investors further out on the risk spectrum to 
generate income. This demand, coupled with the prospect 
of continued economic growth, supports a broadly positive 
outlook for credit assets.

		Following	a	significant	rally	that	saw	prices	recover	20%	or	
more, risk compensation is currently below the long-term 
average	across	most	fixed	income	sectors.	Relative	value	
relationships	also	appear	fair,	suggesting	that	a	diversified	
approach to sector allocation may yield better risk-adjusted 
results than a narrow focus. 

  We see an opportunity to diversify credit risk across 
corporate, consumer and sovereign balance sheets, which 
have	all	experienced	fundamental	repair	since	the	depths	of	
the crisis. 

  Our base case is that the economy continues to recover 
through	2021,	though	with	greater	differentiation	between	
the pandemic economy’s winners and losers. Changing 
demand patterns and prospects for an uneven recovery will 
impact industries and issuers in dramatically different ways. 

		Good	credit	research	that	identifies	which	trends	are	most	
likely to persist should be viewed as an indispensable tool 
in today’s lower return world. Credit selection may prove to 
be	the	most	valuable	risk	management	tool	in	fixed	income	
in	2021.
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We believe the Fed’s accommodative stance will persist for many years, 
which may prevent yields from rising materially. However, this doesn’t 
ensure that they will fall, and the risk appears asymmetric given that low 
yields fail to protect against even modestly higher rates.

As a result we recommend that investors consider balancing their interest 
rate risk by focusing on more credit-centric areas of the bond market. The 
Fed’s efforts to depress high-quality government yields creates a powerful 
source of demand for credit assets by forcing investors further out on the 
risk spectrum to generate income. This demand, coupled with the prospect 
of continued economic growth, supports a broadly positive outlook for 
credit assets.

Investors	should	remain	flexible	and	diversified.	Following	a	significant	rally	
that	saw	prices	recover	20%	or	more,	risk	compensation	is	currently	below	
the	long-term	average	across	most	fixed	income	sectors.	Relative	value	
relationships	also	appear	fair,	suggesting	that	a	diversified	approach	to	
sector allocation may yield better risk-adjusted results than a narrow focus.

We see an opportunity to diversify credit risk across corporate, consumer 
and	sovereign	balance	sheets,	which	have	all	experienced	fundamental	
repair since the depths of the crisis. Equally important is that investors 
remain	flexible	and	prepared	to	rebalance	if	and	when	relative	value	
changes. Staying nimble will likely be a key factor to enhancing returns 

in	2021,	better	enabling	investors	to	preserve	the	balance	between	
income and capital preservation.

We	expect	security	selection	to	be	a	key	driver	of	outperformance.	Our	
base	case	is	that	the	economy	continues	to	recover	through	2021,	though	
with greater differentiation between the pandemic economy’s winners 
and losers. Changing demand patterns and prospects for an uneven 
recovery will impact industries and issuers in dramatically different ways. 

Rather than passively owning market risk, we recommend that investors 
might consider focusing on security selection to avoid the potential 
downside	scenarios	that	can	significantly	impair	income	and	total	return	
opportunities.

Good	credit	research	that	identifies	which	trends	are	most	likely	to	persist	
– especially those that result in permanently reduced demand – should be 
viewed as an indispensable tool in today’s lower return world. 

Credit selection may prove to be the most valuable risk management tool 
in	fixed	income	in	2021.

The US Federal Reserve’s aggressive response to the coronavirus pandemic has driven yields on safe-haven debt to near zero, 
leaving “low-risk” portfolios increasingly susceptible to interest rate-driven price volatility. 

Staying nimble will likely be a key factor to enhancing returns in 2021, 
better enabling investors to preserve the balance between income and 
capital preservation
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Important Information: 

For use by Professional and/or Qualified Investors only (not to be used with or passed on to retail clients). 

This document is intended for informational purposes only and should not be considered representative of any particular investment. This should not be considered an offer or solicitation to buy or sell any securities or other financial instruments, or to provide investment advice or services. Investing 
involves risk including the risk of loss of principal. Your capital is at risk.  Market risk may affect a single issuer, sector of the economy, industry or the market as a whole. The value of investments is not guaranteed, and therefore an investor may not get back the amount invested. International 
investing involves certain risks and volatility due to potential political, economic or currency fluctuations and different financial and accounting standards. The securities included herein are for illustrative purposes only, subject to change and should not be construed as a recommendation to 
buy or sell. Securities discussed may or may not prove profitable. The views expressed are as of the date given, may change as market or other conditions change and may differ from views expressed by other Columbia Threadneedle Investments (Columbia Threadneedle) associates or affiliates. 
Actual investments or investment decisions made by Columbia Threadneedle and its affiliates, whether for its own account or on behalf of clients, may not necessarily reflect the views expressed. This information is not intended to provide investment advice and does not take into consideration 
individual investor circumstances. Investment decisions should always be made based on an investor’s specific financial needs, objectives, goals, time horizon and risk tolerance. Asset classes described may not be suitable for all investors. Past performance does not guarantee future results, 
and no forecast should be considered a guarantee either. Information and opinions provided by third parties have been obtained from sources believed to be reliable, but accuracy and completeness cannot be guaranteed. This document and its contents have not been reviewed by any regulatory 
authority.

In Australia: Issued by Threadneedle Investments Singapore (Pte.) Limited [“TIS”], ARBN 600 027 414. TIS is exempt from the requirement to hold an Australian financial services licence under the Corporations Act and relies on Class Order 03/1102 in marketing and providing financial services to 
Australian wholesale clients as defined in Section 761G of the Corporations Act 2001. TIS is regulated in Singapore (Registration number: 201101559W) by the Monetary Authority of Singapore under the Securities and Futures Act (Chapter 289), which differ from Australian laws.

In Singapore: Issued by Threadneedle Investments Singapore (Pte.) Limited, 3 Killiney Road, #07-07, Winsland House 1, Singapore 239519, which is regulated in Singapore by the Monetary Authority of Singapore under the Securities and Futures Act (Chapter 289). Registration number: 
201101559W. This document has not been reviewed by the Monetary Authority of Singapore.

In Hong Kong: Issued by Threadneedle Portfolio Services Hong Kong Limited 天利投資管理香港有限公司. Unit 3004, Two Exchange Square, 8 Connaught Place, Hong Kong, which is licensed by the Securities and Futures Commission (“SFC”) to conduct Type 1 regulated activities (CE:AQA779). 
Registered in Hong Kong under the ce (Chapter 622), No. 1173058.

In EMEA: Issued by Threadneedle Asset Management Limited. Registered in England and Wales, Registered No. 573204, Cannon Place, 78 Cannon Street, London EC4N 6AG, United Kingdom. Authorised and regulated in the UK by the Financial Conduct Authority. This document is distributed by 
Columbia Threadneedle Investments (ME) Limited, which is regulated by the Dubai Financial Services Authority (DFSA). For Distributors: This document is intended to provide distributors’ with information about Group products and services and is not for further distribution. For Institutional Clients: 
The information in this document is not intended as financial advice and is only intended for persons with appropriate investment knowledge and who meet the regulatory criteria to be classified as a Professional Client or Market Counterparties and no other Person should act upon it. 
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