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F I X E D  I N C O M E

My last few entries highlighted some recent AQR papers with hopefully some interesting commentary. I know it’s a little weak to do that
again so soon, but some of the papers are just too cool not to opine on. I have a particular weakness for pricking the bubble of
conventional wisdom, and, much geekier, for arguments that hinge on the subtleties and great value of true diversification. This one has
got it all, and I couldn’t resist discussing it.

There is a common belief that goes something like this: “Sure active stock picking doesn’t work, but in fixed income, active management
really shines.” Various reasons are given for this including the notion that fixed income is, for some reason, a less efficient market or that
the benchmarks are worse investments. In other words, fixed income is ripe for the value-add that comes from traditional active
management.

The problem is that any perceived alpha has been, at least to a great degree, due to a passive long-term overweight of credit. If we found
equity managers out-performed largely because they were strategically, not tactically, higher beta than their benchmarks, would you get
excited and pay a lot for that? I hope not. For fixed income managers, the credit exposure doesn’t necessarily eliminate all of their alpha,
but once you account for the credit exposure, fees and other simple factor exposures (for example, short volatility exposure) there may not
be much left.

It gets worse. The reason most invest in fixed income is because it’s a positive expected return asset that offers diversification from equity
risk, which dominates most investors’ portfolios. Well, credit is the part of fixed income that is highly correlated with equities. As a result, not
only is there less alpha than people think, the whole premise for investing in fixed income is compromised on account of the average active
manager’s passive overweight to credit as it non-trivially raises fixed income’s correlation to equities.

So, once again fans of active management are just wrong, and Jack Bogle is just right.

Except… Yeah, except for the stuff AQR and other quants believe in (I know, there he goes again). We do find, again much like in equities,
expensive traditional active fixed income management is a bust; however, the same factors we find effective elsewhere (value, momentum,
carry, defensive/quality)  show up in bonds. So, not surprisingly, we think there is hope, but it’s not because “active management works in
bonds,” but because “the same basic things that work everywhere also work in bonds.” Basically, don’t go traditional “active” in fixed
income, go factor (and make sure the fees fit that!). That’s your self-serving message from me for the day.

[ 1 ] “Passive” is important here. We don’t mean they’ve added alpha from going long credit (or other exposures highly correlated with
credit) when it was particularly smart to do so. We mean they have a persistent long exposure to credit. You don’t need to pay active fees
for one-time “take more risk” decisions.

[ 2 ] I mention the “average” here to give an overall sense of what managers are doing. Obviously, that doesn’t mean that every active
portfolio shares this characteristic, and we're talking averages, so, of course, there may be many good ones, but the paper goes further to
show that the persistent long credit exposure is pretty pervasive across the universe. Please see the paper for further description of
average active manager.

[ 3 ] See, for example, “Investing with Style,” Journal of Investment Management (2015) by Asness, Ilmanen, Israel, Moskowitz.
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https://www.aqr.com/Research-Archive/Research/Alternative-Thinking/The-Illusion-of-Active-Fixed-Income-Diversification
https://www.aqr.com/Insights/Research/Journal-Article/Investing-With-Style
https://www.aqr.com/Insights/Research/Journal-Article/Common-Factors-in-Corporate-Bond-and-Bond-Fund-Returns
https://www.aqr.com/Insights/Research/Journal-Article/Investing-With-Style


This document is not intended to, and does not relate specifically to any investment strategy or product that AQR offers. It is being provided merely to provide a framework to assist
in the implementation of an investor’s own analysis and an investor’s own view on the topic discussed herein.
This document has been provided to you solely for information purposes and does not constitute an offer or solicitation of an offer or any advice or recommendation to purchase
any securities or other financial instruments and may not be construed as such. The factual information set forth herein has been obtained or derived from sources believed by the
author and AQR Capital Management, LLC (“AQR”) to be reliable but it is not necessarily all-inclusive and is not guaranteed as to its accuracy and is not to be regarded as a
representation or warranty, express or implied, as to the information’s accuracy or completeness, nor should the attached information serve as the basis of any investment decision.
This document is not to be reproduced or redistributed to any other person. The information set forth herein has been provided to you as secondary information and should not be
the primary source for any investment or allocation decision. Past performance is not a guarantee of future performance. Diversification does not eliminate the risk of experiencing
investment losses. 

This material is not research and should not be treated as research. This paper does not represent valuation judgments with respect to any financial instrument, issuer, security or
sector that may be described or referenced herein and does not represent a formal or official view of AQR. The views expressed reflect the current views as of the date hereof
and neither the author nor AQR undertakes to advise you of any changes in the views expressed herein. 

The information contained herein is only as current as of the date indicated, and may be superseded by subsequent market events or for other reasons. Charts and graphs provided
herein are for illustrative purposes only. The information in this presentation has been developed internally and/or obtained from sources believed to be reliable; however, neither
AQR nor the author guarantees the accuracy, adequacy or completeness of such information. Nothing contained herein constitutes investment, legal, tax or other advice nor is it to
be relied on in making an investment or other decision. There can be no assurance that an investment strategy will be successful. Historic market trends are not reliable indicators of
actual future market behavior or future performance of any particular investment which may differ materially, and should not be relied upon as such. Diversification does not
eliminate the risk of experiencing investment losses.

The information in this paper may contain projections or other forward-looking statements regarding future events, targets, forecasts or expectations regarding the strategies
described herein, and is only current as of the date indicated. There is no assurance that such events or targets will be achieved, and may be significantly different from that shown
here. The information in this document, including statements concerning financial market trends, is based on current market conditions, which will fluctuate and may be superseded
by subsequent market events or for other reasons. 
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