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Investors are warming up to systematic 
processes in bond markets. In this new 
approach, a dynamic multifactor pro
cess drives the investment decisions, using 
predictive factors with demonstrable links 
to outperformance.

A quantitative and AIdriven decision 
process ranks each bond in the market 
based on its alignment with these predictive 
factors, aiming to generate outperformance 
(alpha) through bottomup security selec
tion. This contrasts with traditional active 
fixedincome approaches, which mostly 
prioritize duration and creditmarket expo
sure (beta) and sector tilts.

The attractions: systematic fixed income 
investing represents a different and comple
mentary approach to traditional active bond 
investing. It creates the potential for attrac
tive, consistent active returns and has de
monstrated both low correlations with 
traditional active fixed income approaches 
and lower volatility, in our analysis.

The potential pitfalls: systematic fixed
income investing needs specialist skills and 
resources that are hard to acquire. In our 
view, the key drivers of success in systema
tic bond investing are: 1) abundant, reliable 
data, 2) factor management skills, and 3) 
cuttingedge liquidity analysis and trading 
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Systematic fixed income investing is attracting 
increased attention, but it requires specialist skills and 
resources. Does your manager have what it takes?

Seven questions 
for your 
systematic fixed 
income manager

By Bernd Wuebben, Scott DiMaggio and Timothy Kurpis

tools. These can take many years to 
develop.

In such a highly specialized area, insightful 
manager selection is key. We think there are 
seven questions investors should raise with 
their prospective investment manager.

1) Does your process manage  
factors dynamically, and how many 
factors does it use?
Because the choice of predictive factors 
drives systematic investment performance, 
and because factor efficacy changes over 
time, investment managers need to demon
strate skill in factor management.

We find that systematic strategies using a 
dynamically weighted and wide range of 
factors are positioned to deliver better 
outcomes than those that rely on fewer 
factors and that use static factor weights.

2) Have you embedded liquidity 
analysis in your investment 
process?
Systematic managers that can execute bond 
trades successfully and at speed have a 
significant advantage.

Compared with equity trading, fixed in
come is much more problematic: more 
manual, less transparent and less liquid. 
That’s a problem, especially for equity 
managers attempting to transition to bond 
investing.

Consequently, it’s important to assess liqui
dity at the start. Advanced systematic ap
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‘Inahighlyspecializedarealike
fixedincomeinvesting,insightful

managerselectioniskey.’
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proaches incorporate liquidity information 
to help source the exact bonds their model 
selects to buy. Overly basic approaches may 
send a list of bonds that meet certain criteria 
to their trading desk and buy those they can 
source – even if they’re not their model’s top 
choices. And if there aren’t enough source
able bonds to buy, trading may be delayed as 
the process starts over again.

3) How extensive are your data?
Abundant, clean data compiled rigorously 
and covering many years of history are the 
foundation of robust systematic investing. 
Beware managers that have short data 
histories and/or have bought in lowerquali
ty data sets.

4) How do you integrate AI into 
your process?

Managers can add value with machine 
learning techniques at many levels of a 
systematic process. AI enhancements range 
from timesaving and efficiency gains 
(identifying price patterns to impute mis
sing data quickly and reliably) to qualitative 
advances (improving analytics across multi
ple valuation factors to help find new sig
nals and make existing signals more effec
tive). Managers that don’t harness the power 
of AI will quickly be left behind.

5) Is your investment approach  
exclusively quantitative?

We believe that integrating quantitative 
experts within a broader fixed income team 
that includes fundamental active bond 
professionals, such as portfolio managers 
and traders, can bring big benefits. This 
broader experience can improve execution, 
thus lowering transaction costs, and provide 
a wider perspective, practical insights and 
sanity checks to help evaluate factors and 
finetune models. The team can also high
light risks and opportunities that might not 
have been previously backtested, such as 
the benefits of incorporating the newissue 
market into a systematic process.PH
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SUMMARY

Systematic fixed income 
investing represents 
a different and 
complementary approach 
to traditional active bond 
investing.

It is an active approach 
that depends on discovery, 
selection and monitoring of 
predictive factors and that 
demands human input.

The key drivers of success 
in systematic bond investing 
are: abundant, reliable data, 
factor management skills, 
and cutting-edge liquidity 
analysis and trading tools.

It has potential both 
to generate consistent 
alpha and to improve 
diversification.

6)  Does your process create a 
  black box?
Systematic fixed income is an active  
approach that depends on discovery,  
selection and monitoring of predictive 
factors and that demands human input. 
While a model determines the factor 
weights and is instrumental in backtesting 
the data, human involvement is critical in 
testing the factors and deciding to add new 
ones and remove others.

Your manager should demonstrate not only 
an understanding of factors, but also the 
ability to identify new factors, to evaluate 
factor performance and to modify the 
portfolio’s factor mix as conditions change.

7) How would you describe your 
results?

Investors should expect robust systematic 
approaches to exhibit lower credit risk than 
traditional active products because their 
focus is more on security selection, and they 
control sector and credit risks more ri
gorously. For the same reasons, we expect 
that strong systematic managers will also 
exhibit better upside and lower downside 
capture, with high information ratios.

Assessing a very different investment pro
cess requires a tailored evaluation approach. 
But in our view, allocating time and resour
ces to understanding a systematic fixed 
income process can be well worth the effort. 
We think this approach can offer a compel
ling opportunity for bond investors, for its 
potential both to generate consistent alpha 
and to improve diversification by introdu
cing different return streams to traditional 
active fixedincome portfolios. 
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‘Allocatingtime
andresourcesto
understandinga
systematicfixed
incomeprocessis
wellworththe
effort.’


