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Traditional view of Global Fixed Income

Evolution of Fixed Income Markets

Evolution of Investment Process

Recipe for Fixed Income Alpha
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Traditional view of Fixed Income

Safe, necessary, boring

Efficient – less alpha than equities

Volatility is too low to generate alpha
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Traditional view of Fixed Income
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1 JANUARY 2000 – 1 DECEMBER 2001
Pr

ic
e

(%)



247196_FI_charts     10/29/2007 6FOR INVESTMENT PROFESSIONAL USE ONLY

-4

-2

0

2

4

6

8

10

14
-Ju

l-0
6

21
-Ju

l-0
6

28
-Ju

l-0
6

4-A
ug

-06
11

-A
ug-0

6
18

-A
ug-0

6
25

-A
ug-0

6
1-S

ep
-06

8-S
ep

-06
15

-S
ep

-06
22

-S
ep

-06
29

-S
ep

-06
6-O

ct-
06

13
-O

ct-
06

20
-O

ct-
06

27
-O

ct-
06

High yield bond Inflation swap

Source: Bloomberg, Merrill Lynch.

14 JULY 2006 – 27 OCTOBER 2006

Ex
ce

ss
 r e

tu
r n

(%)

Traditional View of Fixed Income
Inflation Swap vs High Yield Bond
- rolling 12 month excess returns



247196_FI_charts     10/29/2007 7FOR INVESTMENT PROFESSIONAL USE ONLY

(%)

-4

-2

0

2

4

6

8

10

14
-Ju

l-0
6

21
-Ju

l-0
6

28
-Ju

l-0
6

4-A
ug

-06
11

-A
ug-0

6
18

-A
ug-0

6
25

-A
ug-0

6
1-S

ep
-06

8-S
ep

-06
15

-S
ep

-06
22

-S
ep

-06
29

-S
ep

-06
6-O

ct-
06

13
-O

ct-
06

20
-O

ct-
06

27
-O

ct-
06

High yield bond Inflation swap, 10x leverage

Ex
ce

ss
 r e

tu
r n

Source: Bloomberg, Merrill Lynch.

14 JULY 2006 – 27 OCTOBER 2006

Traditional View of Fixed Income
Inflation Swap 10x vs High Yield Bond
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Evolution of Fixed Income Markets
Diminished opportunity in country

TEN-YEAR YIELD SPREADS BY COUNTRY 
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Evolution of Fixed Income Markets

Traditional New
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Evolution of Fixed Income Markets
Increased Sector/Security Opportunity

Source: Putnam Investments.
Sector opportunities are shown for illustrative purposes only.
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Evolution of Fixed Income Markets
Rapid growth and innovation

Sources: ISDA and Putnam Investments as of 15/6/2007.

STRUCTURED CREDIT TIMELINE
TOTAL CREDIT DEFAULT SWAP OUTSTANDING ($US BILLIONS)

2003
TRACX Index created — first standardised 
synthetic index (US IG — 100 names);
Synthetic IG index tranches begin trading 

2004
CDX Index (IG and HY) and iTraxx Index 
(Europe) become global standards;
CDX tranches and iTraxx tranches begin trading

2005
Market standard for CDS of 
ABS/CMBS established

2006
ABX and CMBX Indices begin trading;
Loan CDS standards established;
CDS on CDOs standards established

2007
LCDX (loan CDX) and 
TABX (tranches on ABX) 
begin trading
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Evolution of Investment Process
Top Down to Bottom Up
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Evolution of Investment Process
Inefficiencies to exploit

Currency – not all investors are return oriented and hence 
deviations from fair value
Term structure – real v nominal rates, mispricing of 
volatility
Credit – different models, different views on size, volatility 
and correlation of default rates
Liquidity – sensitivity to ratings or short time horizons 
creates forced sellers
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Old Recipe for Fixed Income Alpha

Historically small returns

If large:
Usually taking significant market risk (Beta)

Long duration
Overweight credit

Volatile
Unrepeatable
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New Recipe for Fixed Income Alpha

Security selection

Diversification

Risk Management

Derivative expertise

Flexible guidelines
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New Recipe for Fixed Income Alpha
Asset Backed Securities Credit Derivatives

xxxxxxxxxxxxx
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New Recipe for Fixed Income Alpha
Derivatives

Enable isolation of opportunities
Can reduce risk
Can add security selection opportunities
Are the future

Shorting
Allows a larger opportunity set
Asymmetry in your favour
Little fundamental difference from being underweight
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New Recipe for Fixed Income Alpha

Leverage
• Allows less volatile, but great risk-adjusted returns to 

be competitive with higher return more volatile sectors 
• Increasing size should equally increase return and risk
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Summary
Security selection is the best source of alpha in fixed income
Diversification is necessary to avoid typical downside risk of 
bonds
Be cautious of excess returns that were driven by large 
market moves – “big bets”
Derivatives and shorting can add to alpha while decreasing 
volatility
Investment managers need risk systems capable of 
monitoring the diverse exposures, volatilities and correlations
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Putnam Investments cannot guarantee the accuracy or completeness of any statements or data contained in this 
material. Putnam Investments disclaims any obligation to provide any updates on the subject in the future. Past 
performance is not a guarantee of future results.  Derivative instruments may at times be illiquid, subject to wide 
swings in prices, difficult to value accurately and subject to default by the issuer.  Strategies that use leverage 

extensively to gain exposure to various markets may not be suitable for all investors.  Any use of leverage exposes 
the strategy to risk of loss. In some cases the risk may be substantial. 

This material is for investment professionals only. It may not be distributed to the public.
Prepared for use with wholesale investors in Australia by Putnam Investments Australia Pty Limited, ABN,50 105 
178 916, AFSL No. 247032.  This material has been prepared without taking account of an investor's objectives, 

financial situation and needs.  Before deciding to invest, investors should consider whether the investment is 
appropriate for them. 



247196_FI_charts     10/29/2007 22FOR INVESTMENT PROFESSIONAL USE ONLY

Appendix: What happened to credit 
this year?

Not all AAA’s are the same
Leverage can amplify returns and can have more downside than 
upside
The use of quantitative models is an art and a science

V


