
 
On May 19, Todd Thompson, head of the credit research 
team at Reams Asset Management, a division of Scout 
Investments, joined InvestmentNews contributing corre-
spondent Consuelo Mack in a Portfolio Manager Viewpoints 
webcast to discuss aspects of unconstrained investing. 

Consuelo Mack | What do you see as some of the chal-
lenges of fixed income generally and unconstrained specifi-
cally?

Todd Thompson | Investors’ chief challenge in fixed 
income is the potential for permanent impairment, or the 
loss of principal value that can’t easily be recouped in fixed-
income securities if interest rates rise.

Unconstrained offers an opportunity to avoid permanent im-
pairment while maintaining exposure to fixed income, which 
most investors need for diversification. 

Mack | Could you outline your five requirements for becom-
ing an unconstrained investor?

Thompson | No. 1, you need to decouple from a traditional 
broad market benchmark. Tethering to a broad market 
benchmark is one way to create a lot of risk in a portfolio. 
For instance, Treasuries and mortgage-backed securities are 
almost two-thirds of the Barclays Aggregate. Do you really 
want unintentional exposure in those sectors? 

Unconstrained lets managers roam across the fixed-income 
landscape to seek value wherever it is: emerging markets, 
international bonds, investment-grade bonds and bank 
loans.

No. 2 is to accept a new definition of risk. The inherent flaw 
of contemporary risk models is that they give you a green 
light when volatility is low and tell you to get out of Dodge 
when it’s high — the opposite of what long-term investors 
should be doing. 

Ironically, we go back to an old-school definition of bond 
risk: What are the chances I won’t get my money back?

No. 3 is to reconsider the investment horizon. The obsession 
with the minutest details of performance doesn’t encourage 
people to step back, take some volatility and focus on risk- 
adjusted returns. A long-term perspective is essential in 
unconstrained investing — but a long-term, opportunistic 

perspective as opposed to a buy-and-hold approach.

No. 4 is to focus on total return rather than income. When 
spreads are tight, yield investors are tempted to do risky 
things to get extra income. It may work for a short time, but 
it normally ends in negative returns.

The operative phrase is to respond opportunistically. Every-
thing should be viewed as tactical rather than strategic. 

And No. 5 — perhaps the most difficult point for many 
people — is to cede fixed-income allocation decisions to a 
competent manager. Hopefully, that manager is nimble and 
has the acumen to respond to opportunities that are war-
ranted on a risk-adjusted basis. 

Mack | Is an unconstrained bond strategy a complement to 
or replacement for a core bond strategy? 

Thompson | It depends on what an investor wants the 
bonds to deliver. If you need a hedge, where the holding 
goes up when everything else is going down, you’ll probably 
be disappointed in unconstrained, because if unconstrained 
managers do their job right, you’ll be correlated to risk as-
sets short-term.

Mack | What are the characteristics of a good uncon-
strained bond strategy? 

Thompson | Effective utilization of liquidity — if it doesn’t 
find value, it’s willing to sit on a lot of cash and cash equiva-
lents. 

We’re highly liquid now because we see the market as 
bereft of value. That’s a contrast to 2009, for example, when 
the strategy was probably 96% invested. 

If you’re following opportunism in a disciplined manner, your 
liquidity profile will shift. 

Mack | What kind of fixed-income assets will offer you the 
types of opportunity you’re waiting for? 

Thompson | I’m not sure which pitches will come over the 
plate, but I know I’m going to have the liquidity to respond 
accordingly.

I also don’t know which market will come into the buy zone 
first. We saw the tip of the iceberg in emerging markets 
early this year. Maybe the next big trade will be investment 
grade or high yield. 

Mack | Is the high-yield bond market tapped out, especially 
with the advent of rising rates? 

Thompson | The Fed got what it wanted with quantita-
tive easing: people in the deep end of the swimming pool. 
Those people have assumed a lot of risk to get incremental 
income. The high-yield market is front and center there. 

Mack | Are commercial mortgage-backed securities inter-
esting at this point?

Thompson | We’re finding value in particular niches of the 
mortgage market, multifamily, for one. These are apartment 
buildings Fannie Mae is trying to get off its balance sheet. 
Securities have bells and whistles that are accretive to us, 
including the prepayment penalty.

The commercial mortgage-backed sector has recovered 
from 2009. We’re probably in the 11th inning of the second-
lien game. Those are still classified as asset-backed securi-
ties, because the evaluations have rebounded. 

Mack | How do you get to negative duration as a strategy?

Thompson | We use Treasury futures and the portfolio’s 
natural duration. Our philosophy is to use this on a tactical 
basis. We look at the world in terms of real rates of interest 
and find the whole spectrum overbought. We’re reactionary 
here so are going to respect market moves and position the 
portfolio dynamically.

Negative duration is a tool. The real driver for alpha on this 
product has been sector rotation, security selection and 
industry rotation. 

Mack | How do you reconcile the fact that your turnover is 
over 400%, and yet you advocate a long-term approach?

Thompson | The markets for fixed income tend to over-
shoot, so our turnover goes from tranquil to elevated with 
volatility. We go where the party is, so to speak. We’ll assess 
our disciplined buy point and where we need to exit. But 
sometimes those can create rapid gyrations.

Mack | With dealer inventory about a fifth of what it was 
before the crisis, there’s no middleman. Yet you’ve said you 
embrace the illiquidity as an opportunity.

Thompson | Wall Street is a fifth of what it was before the 
crisis, so the shock absorber is gone. For instance, when 
there’s a liquidation of oil and gas bonds in December and 
January, the Wall Street community acts as an agent, not as 
a principal. Stuff tends to fall because they’re just going to 
mark it down and down until they find the clearing price.

If you’re an opportunistic manager like Reams, you welcome 
and harness that. It means the canyon of value is going to 
be wider, and it normally leads to larger opportunities in the 
portfolio, but it also requires more of a measured approach 
in how we scale into positions. v

For more information, contact Scout Investments at 
877.726.8842 or visit scoutinv.com.
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Watch the full webcast with Todd Thompson and get CE credit: www.investmentnews.com/unconstrainedinv.
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