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We believe it is counter-intuitive to construct portfolios based solely on the amount of debt a company has 

issued. In our view, creating an effective approach to indexing should be based on investment intuition. 

Additionally, we believe fundamentals can be an effective way to screen out potentially weaker credits. 

Below, we highlight the key findings of our research on fundamental analysis for U.S. investment-grade 

corporate credits (IG credit). Given that our Index methodology relies on the timely updating of audited 

financial statements, our investable universe is limited to bond issuers that also have a corresponding 

publicly traded equity. Over time, our research has shown that an equally weighted combination of three 

specific factors yields the most promising and intuitive results. The three fundamental factors we identified 

for our investment-grade Indexes are: 1. Free Cash Flow over Debt Service Defined as the three-year 

annual weighted average of free cash flow over debt service, where debt service is calculated as short-term 

debt plus interest payments plus lease payments. 2. Leverage Ratio Defined as the last four-quarter 

average of total debt over total assets. 3. Return on Invested Capital (ROIC) Defined as the trailing 

three-year average of net income over shareholders’ equity plus long-term debt. After we rank each 

issuer by each factor relative to its sector peers, we compute a composite factor score by averaging 

each company’s ranks. In our view, constructing an optimal investment-grade portfolio is oftentimes more 

about avoiding mistakes than about unlocking deep value. In order to test this intuition, we separated 

the investable universe into five quintiles. As illustrated in the table below, bonds exhibiting the weakest 

fundamental scores were shown to have the lowest total returns and the highest levels of volatility. 

As a result, if our strategies could exclude the companies with less attractive fundamentals, we could 

potentially add value. Another interesting element of this table is that quintiles 1 through 4 did not show 

a meaningful difference in terms of returns or volatility. As we suspected, IG credit may be more about 

avoiding downgrades than about identifying upgrade candidates over market cycles. RISK STATISTICS 
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For definitions of terms in the chart, visit our glossary. In our view, screening by fundamentals is one way 

investors can inject investment intuition into their index construction process. While a quality portfolio may 

not outperform in all market environments, we believe corporate fundamentals may become increasingly 

important as the current seven-year expansion continues to mature.
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Important Risks Related to this Article

Fixed income investments are subject to interest rate risk; their value will normally decline as interest rates 

rise. In addition, when interest rates fall, income may decline. Fixed income investments are also subject 

to credit risk, the risk that the issuer of a bond will fail to pay interest and principal in a timely manner or 

that negative perceptions of the issuer’s ability to make such payments will cause the price of that bond 

to decline.
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