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When investors decide to add fixed 

income exposure to their portfolios, 

they often default to an aggregate  

approach, such as a fund based on 

the Bloomberg Barclays US Aggre-

gate Index1 (the Agg). However, in 

an environment starved for yield, 

there’s a strong case to be made  

for considering credit strategies—

those focused primarily on bonds of 

corporations. Choosing a portfolio 

benchmarked to the Bloomberg 

Barclays US Corporate Index2  

Focus on income: The case for credit exposure  
in fixed income portfolios

(as a proxy for the corporate bond 

market) might be appropriate for  

investors seeking a yield boost 

while maintaining robust diversifi-

cation benefits. 

It makes sense that investors could 

expect higher potential returns for 

accepting more risk versus invest-

ing in the Agg, which is dominated 

by safe-haven U.S. Treasuries and 

lower-yielding mortgage-backed 

securities (Figure 1). Presumably,  

QUICK READ

> A fixed income portfolio 

that tilts towards credit may 

offer advantages, including 

potentially attractive risk-

adjusted returns.

> There are many different 

types of fixed income 

securities in which the 

investor undertakes some 

kind of credit risk, but 

throughout this paper  

when we use the word 

“credit,” we refer to fixed 

income obligations issued  

by corporations. 

> A fixed income portfolio 

focused on higher-yielding 

credit does not necessarily 

come at the expense of 

diversification benefits 

typically associated with  

the Agg. 

*   Annual price performance of the Bloomberg Barclays US Agg Total Return Value Unhedged USD 
beginning 12/31/1994.

†  Annual price performance of the Bloomberg Barclays US Corporate Total Return Value Unhedged 
USD beginning 12/31/1994.

investors get compensated with 

higher returns for their additional 

credit risk. But if there’s greater 

credit risk, does that mean that 

default risk also is in play? Is  

the potential for added yield of  

credit worthwhile?

Scrutiny of the rolling five-year  

forward-looking cumulative loss  

experience for investment-grade 

credit indicates that five-year losses 

are actually quite small. When com-

pared to option-adjusted spreads 

(OAS)³ for credit, investors are 

more than compensated—many 

times over, in fact—for any default 

risk (Figure 2). 

Source: Bloomberg Barclays.

Past performance is no guarantee of future results. 
The performance shown is hypothetical and does not represent the performance of any actual fund, 
account, portfolio or investment. Index returns do not reflect the deduction of advisory fees, brokerage 
or other commissions and other expenses. One cannot invest directly in an index. Returns shown do not 
reflect actual trading and may not reflect the impact of material economic and market factors that might 
have influenced the adviser’s decision-making had the adviser been managing clients’ money. 

Past performance is no guarantee of future results. 
Index performance does not reflect the deduction of advisory fees, brokerage or other commissions and 
other expenses. One cannot invest directly in an index.
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*   Rolling 5-year forward looking cumulative loss experience for investment grade credits according to 
Moody’s data.

†   Rolling 5-year backward looking cumulative Option Adjust Spread to Treasuries for the Bloomberg 
Barclays US Corporate Total Return Value Unhedged USD.

FIGURE 1: Growth of hypothetical $10k 
December 1994‒December 2019

FIGURE 2: Historically, credit investors have been over-compensated  
for risk of credit losses
December 1994‒December 2019
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The returns that  
credit investors aim  
to capture are not just 
compensation for credit 
risk, but also reflect the 
structural nature of fixed 
income trading.

Sources: Bloomberg Barclays and Moody’s.

3  Option-adjusted spread (OAS) is the yield spread which has to be added to a benchmark yield 
curve to discount a security’s payments to match its market price. It’s used to help investors 
compare cash flows and, ultimately, valuations.
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How can investors have the poten-

tial to be so well-compensated for 

what amounts to only a marginal 

increase in risk when investing in 

credit? That is akin to investors 

getting a “free lunch” when port-

folio management theory teaches 

us that there is no such thing. The 

answer lies in the tremendous ineffi-

ciencies of the fixed income market. 

The returns that credit investors 

aim to capture are not just com-

pensation for credit risk, but also 

reflect the structural nature of 

fixed income trading. 

Consider that the U.S. fixed income 

market is vast—with an investable 

universe of over three million indi-

vidual securities outstanding versus 

just thousands of publicly traded 

U.S. equity securities. The neces-

sary analysis that prudent bond 

investors need to undertake is 

significant, not to mention the fact 

that fixed income securities trade 

mostly over the counter in limited 

pools of liquidity.

This higher return from investment 

grade credit portfolios comes in 

the form of higher initial yield (the 

“starting yield”),  particularly as one 

targets a specific duration for the 

portfolio. Duration is a measure of 

interest rate risk for the price of a 

bond or fixed income portfolio. An 

investor can choose a particular 

level of rate sensitivity for his or her 

fixed income investment—that is to 

say, a particular duration target—

and then the portfolio with the higher 

starting yield is likely to be the one 

with that also delivers the higher 

overall return over time. 

Of course, extending duration is 

one way of bringing more income 

to the starting yield. This would 

involve taking more interest rate 

risk, and greater risk (of any nature) 

should receive compensation in 

the form of greater return. But 

accepting greater duration should 

only be done knowledgeably, and 

it comes with some very real uncer-

tainties. The challenges include the 

difficulty in forecasting interest 

rates, the need for a steeper yield 

curve (to provide the necessary 

returns from extending further along 

the curve), and the higher attendant 

volatility that comes from the impact 

of fluctuations in interest rates on 

the portfolio (i.e. the rate sensitivity).

FIGURE 3: Bloomberg Barclays US Aggregate Bond Index rolling 6-year 
returns vs. Starting yield to worst (ytw)
March 1996‒March 2020
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*   Rolling 6 year price return of the Bloomberg Barclays US Aggregate Bond Index Total Return Value 
Unhedged USD Index. Each data point represents the annualized return on an investment made 6 
years prior.

†  The YTW of the Bloomberg Barclays US Aggregate Bond Index Total Return Value Unhedged USD 
Index at T-6.

Source: Bloomberg, Long-Term Bond Returns under Duration Targeting.

Andrew Whyte
Fixed Income Research 
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FIGURE 4: Correlations between S&P 500, the Bloomberg Barclays  
US Aggregate Bond and Bloomberg Barclays US corporate indexes 
March 1990‒March 2020
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a credit tilt in many fixed 
income portfolios.

Past performance is no guarantee of future results.  
Index performance does not reflect the deduction of advisory fees, brokerage or other commissions and 
other expenses. One cannot invest directly in an index. 

Past performance is no guarantee of future results.  
Index performance does not reflect the deduction of advisory fees, brokerage or other commissions 
and other expenses. One cannot invest directly in an index.

Source: Bloomberg Barclays.

20200714-1224410 20200714-1224410



5   6

Ample diversification

One of the key arguments for the 

Agg is its diversification, given that  

it covers a wide swath of invest-

ment-grade dollar-denominated 

bonds, including Treasuries, gov-

ernment-related and corporate 

securities, and an array of MBS, 

ABS and CMBS securities. Most 

investors inherently understand 

the tangible benefits in holding 

different types of fixed income 

securities that move in different 

directions from the same market 

forces. This serves to stabilize  

returns and insulate a portfolio 

from volatility.

However, it may surprise investors 

that both credit and Agg portfolios 

perform similarly with respect to 

equities over the long term. Both 

have a low and negative correla-

tion to equities and so, in that  

respect, offer similar diversifi-

cation benefits. Examining daily 

changes in the valuations of the 

S&P 500 and comparing them 

with those in the Bloomberg Bar-

clays US Corporate Total Return 

Value Unhedged and the Agg 

Zach Winters, CFA
Senior Fixed Income  
Research Analyst

…income, as we know, 
is the primary driver of 

long-term returns.

1  The Bloomberg Barclays US Aggregate Bond Index is a broad-based 
flagship benchmark that measures the investment grade, US dollar- 
denominated, fixed-rate taxable bond market. The index includes 
Treasuries, government-related and corporate securities, Mortgage Backed 
Securities (agency fixed-rate pass-throughs), Asset Backed Securities and 
Commercial Mortgage Backed Securities (agency and non-agency).

2  The Bloomberg Barclays US Corporate Bond Index measures the invest-
ment grade, fixed-rate, taxable corporate bond market. It includes USD 
denominated securities publicly issued by US and non-US industrial, 
utility and financial issuers.

Footnotes
3  Option-adjusted spread (OAS) is the yield spread which has to be added 

to a benchmark yield curve to discount a security's payments to match 
its market price. It’s used to help investors compare cash flows and, 
ultimately, valuations.

4  The S&P 500® Index is a stock market index that measures the stock 
performance of 500 large companies listed on stock exchanges in  
the United States. It’s a widely followed proxy for the performance of 
domestic stocks.

The inclusion of credit to an 
overall investment portfolio 
may bring overall higher 
risk-adjusted returns while 
also offering appropriate 
diversification benefits.

FIGURE 5: During recent equity market turmoil, fixed income has  
acted as a portfolio ballast
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Source: Bloomberg Barclays.

indicate that the latter two move 

very closely together (Figure 4). 

Similarly, research shows that over 

the past decade during sudden 

equity market sell-offs in which 

the S&P 500 falls by 10% or more 

in price, with at least a 50% recovery 

before the next correction, credit 

can help to provide ballast to the 

portfolio, in addition to that pro-

vided by the Agg. (Figure 5). 

Of course, credit does not provide 

quite as much stability as does the 

Agg given the corporate exposure 

that is common to both corporate 

credit and equity. However, any 

gap may be compensated for by 

the potentially higher returns  

from credit.

Ultimately, we believe there’s a 

strong case for a credit tilt in many 

fixed income portfolios.

Its inclusion suggests higher po-

tential income based on a higher 

expected starting yield. And in-

come, as we know, is the primary 

driver of long-term fixed income 

returns. The inclusion of credit to 

an overall investment portfolio 

may bring the potential for overall 

higher risk-adjusted returns while 

also offering appropriate diversifi-

cation benefits. u
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Consider the investment objectives, risks, charges 
and expenses of the USAA Mutual Funds carefully 
before investing. To obtain a prospectus or summary 
prospectus containing this and other important 
information visit www.usaa.com/prospectus. Read 
it carefully before investing.

All investing involves risk, including potential loss  
of principal. 

As of July 1, 2019, Victory Capital Management Inc. is the 
investment adviser for the USAA Mutual Funds.

Fixed income securities are subject to interest rate, 
inflation, credit and default risk. The bond market is 
volatile. As interest rates rise, bond prices usually fall, 
and vice versa. The return of principal is not guaranteed, 
and prices may decline if an issuer fails to make timely 
payments or its credit strength weakens.

This material represents an assessment of the market 
environment at a specific time and is subject to change. 
It is not intended to be a forecast of future events or a 
guarantee of future results. This information should not be 
relied upon by the reader as research or investment advice 
regarding the funds or any security in particular. You 
should obtain relevant and specific professional advice 
before making any investment or other decision.

Victory Capital means Victory Capital Management Inc., 
the investment adviser of the USAA Mutual Funds. USAA 
Mutual Funds are distributed by Victory Capital Services, 
Inc., member FINRA, an affiliate of Victory Capital. Victory 
Capital and its affiliates are not affiliated with United 
Services Automobile Association or its affiliates. USAA 
and the USAA logo are registered trademarks and the 
USAA Investments logo is a trademark of United Services 
Automobile Association and is being used by Victory 
Capital and its affiliates under license.

©2020 Victory Capital Management Inc.
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Do you want to learn more about fixed income products from  

USAA Investments, A Victory Capital Investment Franchise?  

Please contact your financial advisor, visit www.vcm.com,  
or call the sales desk at 800.991.8191.
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