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WHAT ARE THE DIFFERENCES BETWEEN FIXED
AND VARIABLE INCOME INVESTMENTS?  ARE

FIXED INCOME SECURITIES IMPORTANT?  SHOULD
WE GIVE THEM MORE ATTENTION?

MARGARIDA PARDAL
BSc Economia

When we talk about income, we can separate it into two

categories, fixed income and variable income. Variable

income is a type of investment where the remuneration is

not known at the time of application. The most common

example of variable income investments are stocks, or

shares. Its prices are always changing and it’s not easy to

know how much money the investor is going to make, or

if it is going to make any at all.

On the other hand, fixed income refers to investments

that pay fixed interest until the maturity date and, at

maturity, investors are paid the amount that they

previously invested. In other words, it is an investment

that usually results in predictable returns paid regularly,

at a dividend or interest rate that is known in advance.

They are issued by governments, corporations or other

entities to finance their operations. The most common

types of fixed income securities are corporate, government

and treasury bonds and bank deposit certificates.

Although variable income products are considered more

risky (higher volatility) than fixed income products, they

provide a better return, and that’s why they are so

important in portfolios.
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Weighting the pros and cons

financial crisis many rating agencies were not providing

accurate ratings. Assuming high grade fixed income

products have lower risk, the interest coupon payments

are also lower. Because these instruments have a fixed

interest rate, they are a great way to generate a more or

less steady flow of income.  Investing in Fixed income can

potentially balance the losses when stock markets swing

(market risk), considering that these assets are less

sensitive to macroeconomic fluctuations. Moreover, when

companies file for bankruptcy, lenders of the company

(those who own bonds) are paid before those who hold

equity (shares). 

But investing in this type of securities also has its risks,

such as changes in interest rates. Given the low returns

offered by bonds in Europe, for example, the investor may

be losing money to inflation. People should also pay

attention to the rating of the bond since bonds rated

below BBB are considered junk bonds (low quality). And,

even though the risk of the issuer missing the timely

payments is minor, there is still a possibility that it does.

Acquiring fixed income is a great way to diversify

portfolios. They are considered low risk compared to

equities, in the sense that some are backed by the

governments. But even if they aren’t, if the instrument is

highly rated, the chances of the issuer defaulting on the

payment are almost zero. Nevertheless, during the 2008

So why invest in fixed income assets?
The percentage of fixed income in a portfolio depends on

the investor’s risk profile. Investing too conservatively

may expose a portfolio to inflation risk, but investing too

aggressively may expose a portfolio to market risk. If you

aim to earn steady returns with low risk, participating in

the fixed income market might be the best option.
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So why invest in fixed income assets?
The best option would be investing through mutual funds.

These funds invest in different types of fixed income

securities and offer a high return, in general. Another

option would be Exchange traded funds (ETFs), which buy

debt securities and guarantee stability since returns are

provided periodically at a fixed rate.

It is also possible for an individual investor to buy a fixed

income asset, but the minimum investment requirements

are high, as also are the transaction costs. Furthermore,

due to the high threshold, it might be difficult to sell in the

bond market.



THE MARKET CRASH NO-ONE
TALKED ABOUT

PEDRO SANTOS
BSc Economia

Riskier Cash Flows - Almost all economic activity

stopped and as demand for bonds and other fixed-

income products decreased as well, credit spreads rose

to mitigate that effect (riskier assets have higher yields

to be attractive to investors).

High demand for liquidity -“Interest rates are the

price for liquidity, and greater demand leads to higher

prices”.

Investors needed cash - As some investors levered

themselves to buy financial products, they needed

cash to compensate for some risky investments and

cover up losses. So, they sold their most liquid assets

like treasury bonds, causing their price to fall, so yields 

As most of us are probably aware, the stock market

crashed in early 2020 due to uncertainty and fear

surrounding COVID 19 with the S&P500 dropping almost

47% from the 10th of February until the 16th of March

(S&P500´s bottom point in 2020). However, fixed income

market was quite under looked back then and the fact

that it dropped is surely a problematic event. It meant

credit wasn’t flowing like it is supposed to.  There was no

incentive for indebtedness, but there was instead an urge

for liquidity, so the economy would “suffocate”.

A climate of uncertainty and a negative outlook for the

global economy caused credit spreads to wide too much.

“According to Reuters, spreads on investment-grade credit

widened to 303 points on Wednesday (18th of March), up

from 101 at the start of the year and the highest recorded

since July 2009.” There are three main reasons this

happened:

1.

2.

3.
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increased. 

Wider credit spreads designate an increase in interest

rates, so the cost of debt is higher, and people won´t

leverage themselves. Because of that, consumption

decreases even more and there is almost no incentive to

start a business and invest money. That´s why the Fed and

other Central Banks had to urgently intervene, with the

main objective of stimulating the economy through

policies to decrease interest rates.

Now let´s analyze the US Treasury Debt market to

understand more in-depth how fixed income transactions

were heavily disrupted by the pandemic. We will look at

US Treasury debt because its yield serves as a key

benchmark for many other financial assets. Treasury debt

yield is considered a “risk-free” rate since it is a safe and

liquid asset, so it is used as collateral in trillions of dollars

of loans. It is a “rainy day asset” because of these

characteristics, which imply it is easy to sell treasury debt

and secure some cash in turbulent times.

However, liquidity seemed to “disappear” in early 2020 
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because investors were rushing to sell US debt to buy

depressed equities, or to pay for its liabilities for example.

The point is, everyone urged to scramble some cash and

the market didn´t handle it. It was hard to secure even

moderate-sized transactions, transaction costs increased,

and pricing became very difficult because of the market´s

volatility, which reached the levels of the last financial

crisis. To sum it up, credit wasn´t flowing at all, and to try

to save the economy the Fed stepped in to try to stabilize

the Treasury Markets(which would have its positive

effects in global fixed income markets, stimulating the

economy). Fed´s policies included providing unlimited

cash in short term loans (collateralized by Treasuries),

purchased trillions of securities, especially Treasury and

mortgage-backed securities. Also, the Federal Reserve

eased leverage ratios of large banks so economic

transactions could flow. These measures seemed to have

worked because spreads returned to normal.
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To conclude this article, I think it's fair to say the fixed

income market collapsed just like the stock market, but it

didn´t have enough attention and commentary surround-

ing it in my opinion. The difficulty in selling US debt,

which is usually a liquid and safe asset, was a sign there

were bigger problems than just the stock market. Credit

wasn´t flowing since liabilities couldn´t be paid and no one

was asking for a loan in such uncertain times. Luckily, the

Fed stepped in acting as a strong demand driver for debt

securities, which seemed to have worked because credit

spreads went back to normal.



ACTIVE MULTI-SECTOR FIXED
INCOME STRATEGY

IN A LOW YIELD ENVIRONMENT

MAX RÖMBO
MSc in Finance

This article will explain what a Multi-Sector fixed income

strategy is and why it is an approach that is relevant for

investors who are looking to diversify their portfolio.

Fixed income securities have traditionally, through its

properties of low volatility and moderate returns offered a

key role for investors to diversify their portfolio. As

interest rates are at historically low levels, investors are

struggling to justify investing in fixed income. Investors

who are looking to diversify their portfolio away from

equity strategies should consider a non-traditional fixed

income approach.

Exhibit 1: 10-YEAR TREASURY YIELD, October 22, 10-year treasury rate was at 0.78%

Source: Macrotrends 10 Year Treasury Rate - 54 Year Historical Chart as of Oct 21, 2020.
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Breaking down a Multi-Sector approach

The opportunity set is often constrained against index

only-constituents. Duration is typically managed close to

the benchmark. The core strategy generates a low risk and

can produce modest outperformance over the Blomberg

Barclays US Aggregate Index.

The core-plus strategy is similar to the core strategy but

includes plus sectors. Plus-sectors are non-index sectors,

which is usually noninvestment grade rated. Most of the

core-plus strategies allow 40% - 50% allocated to core-plus

sectors. Examples of these sectors are High Yield and

Emerging market debt. The duration is still managed close

to the benchmark but often use derivatives and modest

leverage. This results in a higher risk strategy but can also

provide excess return twice the size of the core strategy. 

Now when we know the traditional fixed income

strategies, we can break down the Multi-Sector strategy.

The Multi-Sector is similar to the core-plus approach but

can be more dedicated to the plus sector. In some cases, the

 plus sector can constitute 100% of the portfolio and often

little exposure to US Government Securities. The Multi-

Sector has more discretion over duration exposure than

the traditional approaches. They also have defined

objectives that mainly focus on credit risk. As a result, the

Multi-Sector are yielding higher than any of the

traditional approaches.To understand what a non-traditional fixed income Multi-

Sector approach is, we should first define the two

traditional approaches, core, and core-plus. The core fixed-

income strategy approach is often managed against an

index, such as the Blomberg Barclays US Aggregate Index.
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Exhibit 2: Features of a Multi-Sector approach

An allocation to non-traditional fixed income can provide

valuable benefits to a fixed income portfolio, including

enhanced returns, higher yields, and uncorrelated returns

while only increasing risk marginally.



WHAT IS YIELD IN A BOND AND
HOW DO THEY AFFECT FIXED

INCOME

TOMÁS REIS

The investor can recover his investment in two ways:

wait until maturity to recover its face value plus the

interest collected or by selling the bond. Yield to maturity

corresponds to the difference between what the investor

pays at a given time and the total amount he will receive

until the maturity date, expressed as a percentage. In the

past, the 30-year Yield has declined in USA and Germany.

In the USA, the yield in the 90’s ranged between 7.90%

and 9.08%, but right now the same security has a yield to

maturity of 0.8413%. In Germany, we saw a decrease in

Yield in the same direction and intensity, with a yield

between 7.68% and 9.12% in the 90’s to a yield to maturity

at this time of -.574%, something that has never been

thought 30 years ago! Not even corporate bonds seem to

escape to this trend. According to the U.S. Department of

the Treasury, 10-Year High-Quality Market (HQM)

Corporate Bond Spot Rate (), reached 9.84% in October

1990 to a current low of 2.08%.

The most important aspect to consider when we look at

returns over the years is inflation. Inflation corresponds to

the increase in the general level of prices for goods and

services in a determined period. The higher the inflation

the bigger the returns the investor will demand.

The great Inflation refers to the period between 1965 and

1982 in the US where inflation skyrocketed from 1% in

1964 to 12% in late 1974, it then decreased to 4.88% in

November 1976 and peaked in March 1980 at 14.76%! This

event was caused by one simple thing: Excessive growth

in the money supply.
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Source: TradingEconomics

Why the yield has been in decline since
the 1980s in US?

United States inflation

Source:TradingEconomics

How did it happen?

After the World War II, in 1946, President Harry Truman

enacted the Employment Act in which he declared that

the government was responsible for achieving the

minimum possible unemployment, always maintaining 
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In 1958, William Phillips published an article called “The

Relation between Unemployment and the Rate of Change

of Money Wage Rates in the United Kingdom”. Phillips

describes that after careful analysis, he found an inverse

relationship between unemployment and changes in

wages in the United Kingdom. It is important to

understand the concept of the Phillips curve since it

influenced the policies taken: Low inflation corresponds to

a high rate of unemployment and low unemployment

corresponds to a high rate of inflation. At this time, it was

believed in this trade-off between inflation and

unemployment and that the Keynesian policy could

control and manipulate the variables to obtain the

intended results. This belief proved to be false in the long

run, causing a complete lack of control in inflation as it

would come to be discovered in the late 1960s since

“Participants in product and labor markets will learn to

expect inflation… and that, as a consequence of their

rational, anticipatory behavior, the Phillips Curve will

gradually shift upward ”(Edmund Phelps, 1967).

In 1944, the Bretton Woods Agreement was signed

between United States, Canada, Western European

countries, Australia, and Japan. This agreement meant

that there was a fixed rate of exchange between

currencies around the world and the US dollar, which was

linked to gold. This brought several problems, namely the

incompatibility between the objectives of each nation and

this international monetary policy and the increase in

demand for dollars as the reserve currency (which caused

an excessive accumulation by foreign central banks that 

held more dollars than those that were convertible into

gold thus breaking the conversion to gold that had been

agreed by the Bretton Woods Agreement). In 1971

President Nixon stopped the conversion of dollars to gold

while inflation began to show signs of uncontrolled

increase.

Another event of this time was the energy crisis,which

increased oil prices and caused a slowdown in economic

growth in the United States. In 1973 after the emergency

financial aid was approved for Israel due to a conflict,

OPEC embarked on the United States and cut the volume

of oil production, causing an increase of about 300%

between October 1973 and January 1974. Between 1978

and 1979, the increase in global demand for oil and clashes

in the Middle East that caused a 7% decrease in world oil

production, the price of a barrel doubled. The central bank

believed that this brutal increase in the cost of energy was

causing inflation and since Phillips curve indicated that

high inflation is associated with low unemployment, the

central bank chose to adopt expansionary policies that led

to higher prices without any reduction in the level of

unemployment. It is believed that the data was being

misinterpreted as they underestimated the effects of their

policies on inflation and overestimated the effects on

unemployment.
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Central banks

Bond prices on the markets react inversely to the behavior

of changes in interest rates. If interest rates decrease, there 
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will be a greater demand for bonds that have already been

issued, as they offer greater profitability. By increasing the

demand for bonds, their price will also increase, leading to

a decrease in yield to maturity because for the same

return we will now have to pay a higher price for the

asset.Thus, Central banks influence the price of assets

through monetary policy. By decreasing the yield, it

makes it less expensive for companies and governments to

finance themselves, thereby promoting increases in

aggregate consumption.Another way for central banks to

influence yield is through Quantitative Easing. QE

consists of buying bonds or other financial assets so that

they can inject money into the economy. However, QE is

not an easy task to accomplish because if it is poorly

planned or executed. The increase in Money supply will

certainly bring inflation. The most relevant example of QE

in recent years was in 2008 when the FED started buying

mortgage-backed securities and treasury bills to provide

liquidity to banks when the scenario was very negative.

 In a nutshell, bonds yields change according to several

factors such as inflation and interest rates. To understand

the real profitability that a bond may have, it is a good

idea to look at the current and expected inflation in the

future because it decreases the real value of the bond's

profit. It is also necessary to pay attention to the monetary

policy of central banks, since these can directly affect the

yield of bonds, through the change in money supply by

way of changes in interest rates (influencing the level of

inflation as seen previously or) or open market operations

(through the purchase and sale of securities that causes 

changes in bond prices and consequently changes in

yield).

This newsletter was produced by members of LIS |#09 10

TOMÁS REIS



MAX RÖMBOMARGARIDA PARDAL PEDRO SANTOS

Authors

This newsletter was produced by members of LIS |#09 11

TOMÁS REIS

https://www.linkedin.com/in/max-r%C3%B6mbo-1b679a139/
https://www.linkedin.com/in/margarida-pardal-85629a176/
https://www.linkedin.com/in/pedro-aires-dos-santos-a8b832175/
https://www.linkedin.com/in/tom%C3%A1s-reis-35aa69198/


This newsletter was produced by members of LIS |#09 12

Check out
our Podcast

Upcoming
Events

https://www.youtube.com/watch?v=GogVxxg0NkE&t=135s
https://www.amplifytrading.com/amplifyme-society-event


SOURCES
https://www.blackrock.com/us/individual/education/fixed-

income

https://corporatefinanceinstitute.com/resources/knowledge/

trading-investing/fixed-income-securities/

https://www.investopedia.com/terms/f/fixedincome.asp

https://www6.royalbank.com/en/di/reference/article/fixed-

income-the-basics/ilsa7r4b

https://www.morganstanley.com/im/en-us/financial-

advisor/strategies/fixed-income/core-fixed-income.html 

https://www.nbinvestments.ca/content/dam/bni/en/fund/r

egulatory/fund-facts/NBC279-NR-fund-facts.pdf

https://www.morganstanley.com/im/en-us/financial-

advisor/strategies/fixed-income/core-fixed-income.html

https://www.nbinvestments.ca/content/dam/bni/en/fund/r

egulatory/fund-facts/NBC279-NR-fund-facts.pdf

https://www.cfasociety.org/maine/Speaker%20Presentations

/Active-Multi-Sector-Fixed-Income-Investing-in-an-

Uncertain-Yield-Environment-Fidelity.pdf

https://www.westernsouthern.com/fortwashington/insig

hts/nontraditional-fixed-income-opportunities

https://www.redwoodim.com/investment-

solutions/single-strategies/multi-sector-managed-risk-

strategy

https://www.imf.org/external/datamapper/PCPIPCH@W

EO/DEU/USA

https://tradingeconomics.com/united-states/government-

bond-yield

https://www.federalreservehistory.org/essays/great_infla

tion

https://www.federalreservehistory.org/essays/oil_shock_

of_1973_74

This newsletter was produced by members of LIS |#98 13

CATARINA ALVES
DE MATOS
BSc in Gestão

EDITOR

lis@iseg.ulisboa.pt

linkedin.com/company/lis--lisbon-
investment-society/

@iseg.lis

CONTACT US

LIS - Lisbon Investment Society

https://www.linkedin.com/in/catarina-alves-de-matos-94b639194/
http://www.linkedin.com/company/lis--lisbon-investment-society/
https://www.instagram.com/iseg.lis/?hl=pt

