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Future of Fixed Income
Featuring: Andy Sparks, Managing Director, MSCI Research
Interviewer: 2019 turned out to be a banner year for most asset classes. Andy Sparks, Managing Director
from MSCI’s Fixed Income Multi Asset and Real Estate Research Team joins me to take a closer look at
the evolution of fixed income and also to talk about how investors can stay ahead in changing markets.
Andy, thank you so much for joining me today.

Andy: Thank you very much. I look forward to it.

Interviewer: Well, first and foremost, let’s start out with the very basics. What are some of the key
differences between the equity and fixed income asset classes?

Andy: So one of the most basic ones has to do with risk preference and risk tolerance, and equities have
a lot more upside than fixed income does, but fixed income is the anchor in the portfolio. When the times
get tough, fixed income is often times delivering whereas equities may be going down quite a bit in price.
So you have a difference in risk reward profile, may be the expected returns in equities are higher than
fixed income, but the volatility in equity is much higher too. So for many investors, having a combination
of the two is one of the best strategies one could follow because you have some of the safety offered
by bonds, but you still have upside offered by equities.

Interviewer: Well, we know that 2020 marks not only a new year, but also a new decade as well. So let’s
start out by looking at the historical perspective when it comes to the fixed income market. How has it
evolved?

Andy: Oh, it’s evolved tremendously. I joined Wall Street in 1987 and I can genuinely say the change has
been dramatic. The models have gotten better and better and better. The sophistication of the investors
has grown, it’s become far more globalized. You have now significant electronic trading. Broker dealers,
when I joined, and I started at a broker dealer and they had-- yeah, they sort of ruled, they were the market
makers. The information, the broker dealers had lots and lots of information, but over time that
knowledge has transferred increasingly to the by-side-- hedge funds, asset managers.
And I would also say that fixed income volatility has changed quite a bit over the years as well. So back
in the late ‘70s, early ‘80s, inflation was very high. Volatility and fixed income in the early ‘80s was almost
as high as it was in equities, but since then volatility has gone down, inflation has become much tamer,
central banks have adopted inflation targeting regimes which inherently has made central banks more
autonomous from policy makers, which is maybe been good for long-term prospects for economies as
well. So there really has been a dramatic change.
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Interviewer: Now Andy, you’ve given us the overview of the evolution of fixed income, but when it comes
to portfolio construction, tell me how this fits in.

Andy: Yeah, thanks for that question, it’s a very good one. And number one, I think that portfolio
construction has been very underdeveloped in fixed income particularly compared to equities. So
equities at-- I think for quite a while there’s been a lot of focus on quantitative strategies algorithms and
so on. And I think that has been much less developed in fixed income and that is changing though. I’m
calling it the quantification of fixed income. So the goal is to create strong portfolios that can withstand
stresses and make sure that you have protection in your portfolio against those stresses, but still to
generate alpha, still to try to outperform if that is your investment style. Factors play a key role in that.
And factor investing in fixed income is still very early stage compared to equities. And that’s where a lot
of focus is among hedge funds and asset managers in some analytic and index providers such as MSCI,
but we don’t yet really have the language of factor investing in fixed income that we have in the equity
asset class. And that’s something where I think over time it’s going to be improving quite a bit. Now
something else that is very important for portfolio construction and fixed income, which is maybe a little
different from equities and that is liquidity. Bid-ask spreads can be very large in fixed income particularly
in corporate bonds and high yields and municipals. Those bid-ask really hurt you. So from a turnover, a
portfolio turnover perspective, those transactions cost and really meaningfully cut into returns. And so
from the portfolio construction perspective, you want to have models of liquidity that will tell you which
are the securities where there may be some market depth, where you can go trade 50 million or 100
million of them-- of a bond, and not drive the price to very high levels. And so ultimately, to do portfolio
construction well, you need to have a whole range of models, not just single security models to look at
things like option adjusted spreads and option adjusted durations, but you also need models of liquidity.
And stress testing tools are also highly important and so a lot of investors maybe in their portfolio they
want to ensure that if there is a repeat of say, the 2008 financial crisis that their portfolio will achieve
some minimum level of return. So using tools such as stress testing, you can look at different sectors
and how they would perform in such a sector. And you can curve out in your portfolio, you know, enough
concentration and assets that will not do too badly in that scenario to provide stability to the portfolio in
even very bad economic circumstances. So in general, portfolio construction is gaining traction in fixed
income. I still think it’s a little behind where we are in equities, but going forward, I anticipate that gap
will be narrowing. And I think factor investing will play an important role and I do believe that over the
next 5, 10 years you’re going to see much greater adoption of factor investing on the fixed income side.
And the gap will narrow versus equities.

Interviewer: Wow, I think you touched upon a lot of important points there, especially what affects the
fixed income market. But tell me about some of the challenges for innovation when it comes to fixed
income as an asset class.

Andy: So the challenges are multiple. Number one is just the data and to this day broker-- in contrast to
equities which are largely traded on exchanges. In fixed income, most sponsors still traded over the
counter through broker dealers. And that is not nearly as transparent a market as equities is. It’s been
changing over time. Absolutely, there is now much more electronic trading in fixed income. Price
transparency is also enhanced by electronic trading which has become more prominent. But one of the
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distinguishing features of fixed income historically has been-- it’s not been as transparent, prices have
not been as readily available. And from a research perspective and a modelling perspective that has
meaning because, if you go back to how the equity market has evolved, you had major academics, Fama
French for example, back in the 1990s doing some similar work on factor investing in equities. They
didn’t do it on fixed income, I’m guessing partly because they didn’t have the data because the broker
dealers had the data and they didn’t really want to make it very public. So in a way I think modelling on
fixed income, it’s been a different type of modelling. And so for single security analytics, fixed income
has always been very different from equities in that you need very strong single security analytics. So
for products such as mortgage backed securities for many parts of the corporate bond market, where
there are callable bonds or municipals have a lot of callability as well. It’s really important to have a
strong model. So fixed income has always had that modelling capability at the single security level, but
the investment strategies that we’ve seen in equities and the growth of factor investing has been very
delayed in fixed income. So in terms of some of the differences between fixed income and equities as
well as part of the evolution of the two-- two different sectors, I think a very fundamental difference has
been factor investing has really taken off in equities and it’s just-- it’s still in the early stages for fixed
income.

Interviewer: Well Andy, you are able to give us some insight into factor investing and also highlight some
of the distinctions when it comes to equity and fixed income market. But looking ahead, how is MSCI
bringing fixed income innovation to the market and moving the asset class forward?

Andy: So a great question and MSCI has been doing fixed income for decades. So MSCI has been strong
in fixed income and we continue to get stronger. So we have a large research group of fixed income
specialists. We’re constantly refining existing models, we’re constantly challenging ourselves to improve
the models. And to give you some examples, so we’re now, we built a pre-payment model for mortgage
securities which is crucial for valuing the securities and understating the risk and the reward
characteristics. We’re now using artificial intelligence. So when I started in 1987, we used the back of
an envelope to do a lot of these things and it’s gotten a lot better, but getting back to your question about
what specifically MSCI is doing, we’re doing many different things. I mentioned artificial intelligence.
We‘re looking at machine learning and how we can apply that to various and parts of the income market.
Factors are close to our hearts, so we’ve had a form of factors for quite a while, called them risk factors,
but we’ve recently introduced style factors into our fixed income repertoire. And so we’ve been very
focused on investment strategies, quantitative investment strategy using factors. In fact, we’re
launching factor indexes for fixed income that I think a lot of clients will be very interested in hearing
about. So in terms of what, you know, every different part of the fixed income market, MSCI is really
doing something. And that could include municipal securities, it could include emerging markets, it
includes factors, it includes mortgage securities, it includes credit modelling of asset backed securities.
And it’s a great thing about working at MSCI too and interacting with the MSCI client base is it’s highly
global. Which is another huge difference between the fixed income market back in 1987 when I started
versus now. It used to be highly localized, but it’s not like that anymore. So you might have an asset
manager in Japan buy US corporate bonds, or you might have a pension plan in Sweden buying CDOs,
synthetic CDOs or CLOs. You might have an individual in Houston, Texas participating in the fixed
income market via ETF purchases. That’s all a big change, but getting back to what MSCI is doing, we’re
trying to service all of those clients. And it is a challenge, but we really enjoy that interaction with clients
and I think its two way. So I believe we’re offering significant value to our clients, but they’re asking some
really good questions and they challenge us. And that forces us to work harder, it raises the bar for us.
And it’s a nice synergy between we give them something, they give up something. And it’s an example
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of 1 + 1 equaling 4 in this case. I think there are strong synergies with having this global client base that
is asking questions from all sorts of different directions. But we’re trying to create a consistent
methodology to address these questions. Sometimes it’s not completely, it‘s not completely neat to
create that consistent methodology but I think we do a pretty good job at it.

Interviewer: Well Andy, thank you so much for your insights today. I think it really helps to get this broad
overview and I think your decades of experience also help us as we look forward to the upcoming
decade.

Andy: Thank you very much. I appreciate it.
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