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Executive summary

The investment landscape has changed significantly in recent years, with 
interest rates lower than inflation, and many asset classes at their lowest 
yield levels ever. This means that building an income portfolio has never 
been more challenging. Targeting a specific yield has necessitated increased 
diversification, ensuring income is received from multiple sources to combat 
falling government bond yields. This highlights the need for more flexibility in 
meeting income needs and makes regular monitoring of a portfolio essential. 

An income portfolio focuses on providing a steady stream of cash flows within a 
risk-controlled framework, while also allowing for capital growth. In managing 
our own Exchange Traded Fund (ETF) based income portfolios, we utilise a 
four-step iterative process. In this research, we work through this process with 
case studies – from establishing the portfolio goals through to monitoring 
and reallocating. As our portfolio examples illustrate, diversification across 
income-generating equities, the fixed income universe and alternatives is key to 
producing a stable, reliable and diversified income solution.

The principles that underpin passive income portfolios require investors to 
balance risk, return, yield as well as yield growth. A multi-asset approach across 
multiple asset classes allows for the diversification of risk and returns, as well 
as income sources, and can help achieve better risk-adjusted outcomes overall. 

ETFs have evolved to provide an efficient, cost effective and flexible toolset to 
create tailored income portfolios, meeting investors’ specific requirements. 
They have become an important tool for institutional investors and, increasingly, 
are being used by advisors too to achieve their clients’ objectives. The ETF 
opportunity set has increased significantly over the years and now offers 
access to indices in fixed income, equity and alternative investments, including 
property. The advent of equity strategy ETFs, such as equity dividend index 
strategies, provides access to high dividend paying stocks in a variety of 
markets, and thus are a powerful tool in the construction of income portfolios.

We believe that a multi-asset approach to income investing is required in 
today’s environment in order to meet income targets while balancing total risk, 
yield growth and capital appreciation. Although investors’ income portfolios will 
differ – due to their specific requirements, constraints and domicile – following 
a methodical process as we discuss here can help construct a well-diversified 
and robust income portfolio. 
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In a world where rates on cash deposits and 
government bonds are at or near historic lows, it has 
become increasingly difficult for investors to meet 
their income requirements, as can be seen in Figures 
1 and 1a. Combined with the dramatic changes in 
world demographics – the exponential rise in aging 
populations in many developed countries – income 
investing has never been as important is it is now. For 
example, since the financial crisis began in 2007, over 
the seven years to November 2014, the yield on 10-year 
German government bonds (bunds) fell from 4.35% 
to less than 1%. Over the same period, UK 10-year gilt 
yields fell from 5.21% to around 2.0%. In order to meet 
investors’ ever growing need for income, with yields on 
traditional income investments so low, we believe that 
diversification across asset classes is vital.

The income landscape has changed markedly over the last 
10 years with a wide range of new products and routes by 
which investors can gain exposure to income-generating 
assets. However, navigating this landscape can be 
challenging. Understanding the different characteristics of 
these potential income sources is key to enabling you and 
your clients to make well-informed investment decisions 
for portfolios aimed at generating income.

While the income investing world has evolved, in parallel, 
we have seen the growth in Exchange Traded Products 
(ETPs) in the UK and continental Europe. The largest 

category of ETPs, Exchange Traded Funds (ETFs) have 
become an important tool for institutional investors. 
ETFs are increasingly being used by advisors to tailor 
portfolios to meet their clients’ objectives. 

Each investor’s income portfolio will naturally differ 
according to their investment objective. Through our 
experience, we have realised that, for many of us, 
traditional portfolios of stocks and bonds that may or 
may not preserve capital, and can struggle to generate 
income and growth, may no longer be relevant. 

Portfolios that are more broadly diversified – both 
across and within asset classes – and designed to meet 
specific growth, income and risk outcomes, may offer a 
better solution. Here, we look at such an approach for 
building income portfolios. 

As part of our suite of research into building income 
portfolios, we share here the results of our analysis into:

``  The principles behind building efficient  
income portfolios.

`` The ETFs now available to investors, in both  
the fixed income and equity universes.

``  The benefits of taking a multi-asset indexed 
approach to income. 

FIGURE 1A: FIXED INCOME YIELDS HAVE DECREASED 
SHARPLY OVER THE LAST FIVE YEARS WHILE EQUITY 
DIVIDENDS HAVE REMAINED RELATIVELY STABLE
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Source: BlackRock, Bloomberg, 30 November 2009 – 28 November 2014.

FIGURE 1: THE LOW YIELD ENVIRONMENT

0%
1%
2%
3%
4%
5%
6%
7%

30 November 2007 28 November 2014

$ 
C

as
h 

3 
m

on
th

£ 
C

as
h 

3 
m

on
th

E
U

R
 C

as
h 

3 
M

on
th

U
S

 1
0Y

 G
ov

’t
 B

on
d

s

E
U

R
 1

0Y
 G

ov
’t

 B
on

d
s

U
K

 1
0Y

 G
ov

’t
 B

on
d

s

U
S

 C
or

p
or

at
e 

B
on

d
s

E
U

R
 C

or
p

or
at

e 
B

on
d

s

U
K

 C
or

p
or

at
e 

B
on

d
s

U
S

 E
qu

it
ie

s

E
ur

op
ea

n 
E

qu
it

ie
s

U
K

 E
qu

it
ie

s

Source: BlackRock, Bloomberg, 30 November 2007 – 28 November 2014.

Introduction
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Building an income portfolio: 
our four step process

The fundamental objective of an income portfolio is to 
provide a steady stream of cash flows, while also allowing 
for capital growth, in a risk controlled framework (total 
risk being defined as the volatility of the portfolio). For 
many yield targets, a diversified portfolio across multiple 
asset classes is needed in order to ensure consistent 
yield generation while ensuring risk is diversified and 
total return is not sacrificed.

In order to effectively create such a portfolio, we have 
devised a four step process which we utilise in the  
ETF-based income portfolios that we manage, 
illustrated below:

These steps are iterative – if the results of the portfolio 
construction are not in line with the goals, either the 
goals, constraints or investment universe can be 
adjusted in order to achieve the appropriate outcome.

The steps we will explore in this report are: 

ESTABLISH PORTFOLIO GOALS 

We look at an approach for building income portfolios 
from a goal-orientated perspective. Such an approach 
focuses on achieving a clearly-identified income 
objective over an identified time frame. Here we would 
define an investment objective for the portfolio and 
establish the risk budget available to achieve the 
objective. This shapes the overall portfolio.

We need to identify:

`` Outcome or goal
What is the investor’s main priority: for example, 
achieving a specific yield target; staying below a 
particular risk threshold; gaining access to specific 
asset classes; limiting certain exposures due to 
regulatory constraints, etc.

`` Risk considerations
What is the acceptable level of risk that the investor 
is prepared to bear in order to achieve the above goal? 
What does the investor consider to be the minimum and 
maximum allocations for each of the portfolio holdings? 
Additionally, should risks such as inflation, currency 
and interest rates be addressed in the objective?

DEFINE AN  
INVESTMENT UNIVERSE 

Within a multi-asset approach to income investing 
through ETFs, assets in the investment universe  
could include fixed income, equities and alternatives 
(such as exposure to property, infrastructure, etc.). 

The depth and breadth of exposures available through 
ETFs, as well as the access they provide to niche 
and specialised income strategies, make ETFs an 
indispensable tool for building an income portfolio.

Important considerations which should be  
addressed include:

`` Domicile
Do exposures need to be tailored to the investor’s 
domicile? When selecting a product, what 
considerations are there for the domicile of products 
available? This is important for tax as well as 
regulatory considerations. 

`` Exposure differences
What is the difference between two indices referencing 
the same segment of the market? How do apparently 
similar index methodologies differ and what is the 
impact on performance? These are notions and 
questions which are addressed in The Art of Indexing 
(BlackRock, 2013). 

STEP

1

STEP

2

ESTABLISH PORTFOLIO GOALS: 
DEFINE AN INCOME TARGET,  
RISK BUDGET AND CONSTRAINTS

DEFINE AN INVESTMENT UNIVERSE

DEFINE ALLOCATIONS

MONITOR AND REALLOCATE

STEP

1
STEP

2
STEP

3
STEP

4
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DEFINE ALLOCATIONS 

We can either define our allocation approach as 
systematic or qualitative. However, in both cases, 
this involves establishing what the minimum and/or 
maximum allocations to each of the exposures are in 
order to put in place, and subsequently maintain, the 
desired level of diversification. A combination of these 
approaches may also be used. 

`` Systematic approach
There are several approaches by which we can  
define ‘optimal’ portfolios. An optimal portfolio is  
one which is designed to meet the desired outcome 
with the minimum risk, within the constraints set  
out in step 1. It is also possible to minimise other 
types of risk such as interest rate or inflation risk, 
though this is a more technical process.

`` Qualitative approach
The other main way to consider portfolio 
construction is to take a more qualitative approach, 
building in particular views and constraints. This 
would involve iterating the allocations manually to 
achieve the desired outcome. 

MONITOR AND REALLOCATE 

Financial markets and the factors which influence them 
can change in a very short period of time. Once the 
portfolio has been set up, retaining the ability to react 
to material changes is important, while bearing in mind 
that frequent changes in portfolio allocations may lead 
to high transaction costs which can erode returns. 

Considerations include:

`` Rebalance frequency
How often would the investor want to review the 
portfolio for changes, either for optimising or 
rebalancing to the original weights to ensure that the 
portfolio still meets the desired outcome and risk 
level as markets evolve?

`` Tactical adjustments
What is the time horizon for the portfolio and how 
frequently should one consider tactical (shorter 
term) adjustments to be made to the portfolio?

STEP

3
STEP

4

BUILDING AN INCOME PORTFOLIO: OUR FOUR STEP PROCESS
The fundamental objective of an income portfolio is to provide a steady stream of cash flows, while also allowing 
for capital growth, in a risk controlled framework. We have devised a four step iterative process to effectively 
create such a portfolio. 

 ` Step 1: Establish portfolio goals. Define an income target, factoring in risk budget and constraints.

 ` Step 2: Define an investment universe. When defining the ETFs to be used from the investment universe, 
consider domicile and exposure differences.

 ` Step 3: Define allocations. Establish minimum and/or maximum allocations and, either through a systematic 
or a qualitative approach, define what the allocations to each of the exposures are to be.

 ` Step 4: Monitor and reallocate. Decide on the review and rebalance frequency, including that of tactical 
adjustments, having established the time horizon of the portfolio.
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Principles of  
income portfolios

An investor’s specific risk appetite can be catered for by the careful construction  
of a passive income portfolio tailored to their particular constraints.

Building an income portfolio starts with establishing 
the portfolio goals: Step 1 in our approach. To do this, 
we need to identify the key principles which underpin a 
passive income portfolio.  

BALANCING RISK AND RETURN 
When looking to improve upon the yield of an existing 
income portfolio, the simplest way would appear to be 
to add an exposure which has the highest yield available 
at the time. However, the resulting portfolio could then 
end up with a risk profile which is very different – and 
most likely higher – than that which was initially 
envisaged. Balancing risk, return and diversification 
within the portfolio are crucial. 

Striking the balance between what investment outcome 
needs to be achieved and the acceptable risk level 
to achieve it, is arguably the single most important 
principle in building an income portfolio. For example, 
an investor can build a portfolio which targets an 
ambitious income yield but this could involve taking on 
significant risk to both capital and income. Alternatively 
a less risky approach can be taken, but this often leads 
to some yield being sacrificed.

Typically, for a risk-driven investor, we could look to 
maximise income for a certain level of risk, while for an 
investor who requires a specific income consideration, 
we could look to minimise risk while seeking to achieve 
a given level of income.

?

YIELD

`` Diversify income yield sources to 
ensure yield from multiple sources.

`` Certain lower yielding exposures bring 
different benefits to the portfolio.

YIELD GROWTH

`` Yield growth is critical to ensure 
targets are reached and income 
growth outpaces inflation.

`` Exposure selection to ensure yield 
growth is a key consideration.

TOTAL RETURN

`` Be mindful of total return. 
In order to achieve this, 
a measure of capital 
appreciation from equity 
exposures may be beneficial 
to overall performance.

RISK CONSIDERATIONS 

`` Diversification ensures that the 
portfolio is not over-exposed to a 
particular type of risk.

`` Total risk, as measured by volatility, 
has to be defined and then adhered 
to within defined tolerance limits.

`` Hedging specific risks (such as 
inflation and interest rates) can be 
achieved through certain exposures.
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DIVERSIFICATION 
Diversification is at the forefront of our thoughts 
when building income portfolios. We believe the 
appropriate approach to income investing in the current 
environment is to diversify across multiple asset 
classes. While individually, particular exposures may 
not have the highest yields prevailing in the investment 
universe, blended together they can make up a portfolio 
with strong sustainable income yield levels which can 
withstand various market events. Approaching this 
in the correct way will assist in diversifying risk and 
sources of yield, while also allowing us to introduce the 
potential for capital growth. Key to this is that, through 
diversification, the risk of the portfolio is less than the 
sum of the risk of its individual constituents, which 
should ensure that the total risk of the portfolio is 
understood and managed.

SEEKING FURTHER OPPORTUNITIES  
FOR YIELD AND YIELD GROWTH
Prior to the financial crisis, income investing was the 
realm of cash deposits and highly rated developed 
market government bonds. In 2007 an investor holding 
a portfolio of broad maturity global government bonds 
issued by G7 countries would be yielding around 3.57%1.

By the end of November 2014, the yield on this portfolio 
had dropped to 1.01% (Figure 3). Clearly any investor 
looking to achieve an income anywhere near levels 
achieved before the crisis or even just a few years ago, 
now has to look elsewhere. Diversifying the portfolio to 
include additional yield sources becomes crucial. 

As an example, two ways to diversify an income portfolio 
beyond government debt are to: 

a)  diversify within the fixed income asset class to 
incorporate other fixed income sectors, such as 
corporate bonds, high yield bonds and emerging 
market bonds;

b)  diversify beyond fixed income to a multi-asset 
portfolio, for example, by including equity exposures.

To illustrate these we can consider three portfolios:

`` Portfolio 1: global government bonds.

`` Portfolio 2: global government bonds plus diversified 
fixed income (including corporate bonds, high yield 
and emerging market debt).

`` Portfolio 3: portfolio 2 plus developed equities.

Figure 3 shows how the historic yields of these three 
representative portfolios have evolved over the last five 
years, assuming the allocations had remained static 
over this time period2. 

FIGURE 2: PORTFOLIO ALLOCATIONS

Global Government Bond

Global Diversified Fixed Income

Global Developed Equities

PORTFOLIO 1 PORTFOLIO 2 PORTFOLIO 3

Source: BlackRock, 28 November 2014.

FIGURE 3: HISTORICAL YIELDS FOR THE THREE PORTFOLIOS
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30 November 2009 – 28 November 2014.

1 Data as of 31 July 2007. 
2 The yields are calculated by considering representative index exposures of the asset classes considered.
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While an investor targeting a 2% yield, for example, 
would have achieved this through Portfolio 1 back in 
2009, from 2011 they would have needed to diversify 
across fixed income to achieve the same yield. Over 
the past year, a 2% yield target could only be achieved 
through shifting to Portfolio 3, i.e. by including some 
equity exposure to Portfolio 2. 

To achieve a specific yield target  
(2% in our example) over the last  
5 years3, diversification by moving up  
the risk curve would have been crucial.  

RISK AND TOTAL RETURN IMPLICATIONS  
OF DIVERSIFICATION
Diversification also has total return implications which 
need to be considered. The higher yields achieved 
in Portfolios 2 and 3 in part define the improvement 
in total return we see in Figure 4. The introduction 
of equity exposure in Portfolio 3 also introduced the 
potential for additional capital appreciation in the 
portfolio during this time period, which increased total 
return and introduced yield growth.

Diversifying an income portfolio does not simply 
consist of finding new sources of yield, it is also about 
the overall risk of the portfolio. The goal is to add 
incremental yield without too much additional total risk 
(volatility). If we look at the relationship between the 

yields of the three portfolios and their total risk  
(Figure 5) we can see this clearly. 

Portfolio 2 has a similar level of risk as Portfolio 1 but 
with 70% extra yield (1.7% instead of 1.01%). Portfolio 
3 has more risk (approximately 1.0% additional risk) 
but approximately doubles the yield (2.04% instead of 
1.01%). The increase in total risk we see for Portfolio 
3 in Figure 5 is mainly attributable to the introduction 
of equity which adds volatility to the portfolio. This is 
the trade-off due to the inclusion of equity: increased 
volatility with the potential for additional capital growth 
and, therefore, potentially improved total returns and,  
if income yields are stable, yield growth.

Diversifying assets brings diversification of risk,  
as well as diversification of returns, through the addition 
of different types of risk into the portfolio. This works in 
much the same vein as the principle of diversifying returns.

Based on the notion that diversifying 
returns provides more sustainable 
returns in the long run, diversifying risk 
can also have a similar outcome.

For example, introducing corporate, high yield and 
emerging market debt will bring credit risk and an 
element of emerging sovereign risk in to the portfolio 

FIGURE 4: TOTAL RETURN OF THE PORTFOLIOS
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FIGURE 5: YIELD VERSUS RISK FOR THE THREE PORTFOLIOS
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(Figure 6). Broadening to equities brings with it equity 
risk. Depending on the correlations between these 
exposures, portfolios will behave differently in different 
environments. Diversifying overall risk should minimise 
the impact of each individual risk on the portfolio as a 
whole. For instance, an investor holding Portfolio 1 could 
potentially see a greater impact from changes in interest 
rates than an investor holding Portfolio 3, due to the 
higher portion of interest rate risk present in Portfolio 1. 
The trade-off in this case is a higher level of volatility 
which is introduced through the inclusion of equity.

Overall, however, spreading the risk of a portfolio across 
different asset classes, allows investors to achieve 
better risk-adjusted income outcomes. 

SPECIFIC RISK CONSIDERATIONS
A change in interest rates
Interest rates have been kept low in recent years as 
a result of expansionary monetary policy put in place 
after the financial crisis. Over time, however, interest 
rates are likely to rise again as major central banks, 
such as the US Federal Reserve, exit these policies. 
We need to understand how this will affect an income 
portfolio. Generally, the longer a bond’s maturity, the 
more sensitive it is to interest rate changes, which is 
measured by ‘duration’. Overweighting securities with 
less interest rate sensitivity (e.g. shorter maturities) can 
assist in managing the interest rate risk in a portfolio, 
albeit with less yield. 

Alternatively, ETFs now exist that can offer an investor 
fixed income exposure but that hedge the inherent 
interest risk by removing the relevant yield that would 
be generated from government bonds.

Inflation
Inflation erodes the value of assets over time, which is 
an important consideration for all types of investing. 
Building an element of inflation protection into an income 
portfolio is also important, either through exposure to 
assets which should be able to grow their pay-outs over 
time or through investment in assets which are explicitly 
linked to inflation rates. Diversifying into assets such 
as Real Estate Investment Trusts (REITs), infrastructure 
and inflation-linked fixed income can offer a measure of 
inflation protection and can therefore benefit the income 
portfolio overall.

Credit exposure (issuer risk)
The creditworthiness of a corporate bond issuer 
introduces credit risk into a portfolio which invests  
into corporate bonds. Depending on the credit risk of 
the issuer, corporate bonds tend to offer a risk premium 
(excess yield) above government bond yields so 
diversifying to manage the additional credit risk  
is essential. 

Foreign exchange (FX) risk
The assets contained within an index exposure can be 
denominated in various currencies, thus making the 
performance of the portfolio partly dependant on the FX 
rate between those currencies and the investor’s. This 
can be of benefit or of detriment, therefore spreading 
or mitigating the FX risk is important. Working with 
exposures denominated in the currency of the investor 
minimises any FX risk in the portfolio. Alternatively, 
a number of exposures have become available in the 
ETF space which ‘hedge’ the FX risk. This minimises the 
impact of FX movements on the value of the portfolio,  
a consideration which becomes more important 
for lower volatility assets where the majority of the 
portfolio volatility is attributable to FX.

Equity volatility
Equity exposures can be of benefit to income portfolios 
by potentially improving total returns through capital 

FIGURE 6: RISK BREAKDOWN FOR THE THREE PORTFOLIOS

Sovereign Risk

Equity Risk

PORTFOLIO 1 PORTFOLIO 2 PORTFOLIO 3

Interest Rate Risk

FX Risk

Credit (Issuer) Risk

Source: BlackRock Solutions. As of 28 November 2014. 84% confidence level,  
1 year time horizon.
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appreciation. Managing and monitoring how the equity 
volatility can add to the total risk of the portfolio is 
important. Controlling the overall equity exposure in the 
portfolio is one way to do this. Another possibility is to 
utilise minimum volatility equity exposures in addition 
to other dividend focused ETF strategies. 

MONITORING AND REBALANCING
Our three portfolios clearly illustrated the benefits that 
diversification bring in terms of risk, yield and total 
return. The analysis also demonstrated an important 
requirement for income portfolios: the need for regular 
monitoring and potential rebalancing.

The investment landscape can change quickly and, 
without regularly monitoring portfolios, the risk and 
yield characteristics can change significantly over time. 
Rebalancing the portfolios and reviewing allocations is 
intended to ensure that the defined objectives continue 
to be met within the identified constraints. 

Figure 7 demonstrates the effect that failing to rebalance 
a portfolio could have on the overall exposures. In this 
case, the equity component grows substantially over the 
two year period, increasing to almost 40% of the portfolio 
from a starting point of 30%. This has a noticeable 

difference on the risk profile of the portfolio and, as we 
have seen, would affect the overall volatility.

It is important to note that rebalances may not be 
needed. If the monitoring process proves that the 
portfolio is in line with the objectives and remains 
within the constraints, there may not be a need to 
rebalance the portfolio. It is the monitoring process 
which is essential. 

FIGURE 7: CHANGING COMPOSITION OF PORTFOLIO 3 
WITHOUT REBALANCING
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Source: BlackRock, MPI, Morningstar, 30 November 2009 – 28 November 2014.

PRINCIPLES OF INCOME PORTFOLIOS
 ` Risk, return, yield and yield growth should be considered in order to strike the balance between the 

investment objective and the acceptable risk level needed to achieve it. 

 ` Achieving a specific yield target over the last five years has required increased diversification as 
government bond yields have fallen. This highlights the need for more flexibility in meeting income needs 
and regular monitoring of a portfolio.

 ` Diversifying assets across multiple asset classes brings diversification of risk, as well as diversification of 
returns. The addition of different types of risk into a portfolio can allows investors to achieve better risk-
adjusted returns overall.

 ` Specific risks to be considered include the impact of a change in interest rates, inflation protection, issuer 
risk within credit exposure, foreign exchange as well as equity volatility.
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ETFs AS BUILDING BLOCKS
In the Principles of Income Portfolios, we addressed 
the important considerations for Step 1 of our income 
portfolio process. Step 2 focuses on defining an ETF 
investment universe, selecting exposures which are 
relevant to the investment objectives in Step 1.

A multi-asset approach to income investing through 
ETFs will incorporate fixed income, equity and 
alternatives (such as REITs, infrastructure equities, 
etc.) to ensure diversified exposure across the income-
generating universe. The actual exposures may differ 
depending on a number of different considerations:

`` Domicile
In some instances, where an investor is domiciled 
may influence the exposures that are chosen. For 
instance, when deciding on fixed income exposures, 
it is commonplace to select securities from the same 
country, as these are more closely linked to interest 
rates and to the currency which is pertinent to the 
investor. Tax is also an important consideration for 
income bearing funds, and can vary depending on 
the domicile of the fund as well as the domicile of 
the investor.

`` Exposure differences
ETFs offer access to many different asset classes, 
offering broad and granular exposure to global 
markets. Often there can be multiple exposures 
(indices) which reference the same market, for 
instance the NASDAQ 100, Dow Jones Industrial 
Average, S&P 500 and MSCI USA are all indices 
which can be accessed via ETFs, and which measure 
the performance of US large cap equities. There 
are differences, however, in how these indices are 
constructed, which securities are included in them, 
and also in their risk and return profiles. 

The impact of how these different exposures affect 
risks and returns can sometimes be significant, and 
understanding how they differ and what choices 
are available is an important part of the process 
in selecting the exposures and the ETFs that are 
implemented. 

These are concepts and questions which are addressed 
in The Art of Indexing (BlackRock, October 2013).

WHY ETFs FOR INCOME INVESTING?
ETFs are cost-efficient building blocks that offer 
consistent exposure to a given market or sector. They 
are flexible instruments which can be bought and sold 
continuously on exchange during trading hours, allowing 
investments to be made in response to market changes 
should this be needed. 

There is now a wide range of ETFs available to investors 
to help build income portfolios. Broadly they can be 
broken down to the two main asset class families: fixed 
income and equity. Equity ETFs include many alternative 
income sources such as real estate and infrastructure, 
where exposures are provided through listed companies 
which are part of these sectors. Across these asset 
classes, exposures are sliced and diced in many different 
ways, allowing for bespoke portfolios to be constructed.

What is my toolset?
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WHAT IS MY TOOLSET? ETFs AS BUILDING BLOCKS
 ` ETFs have evolved as effective building blocks in creating income portfolios that incorporate fixed income, 

equity and alternatives. ETFs are cost efficient vehicles which provide the benefits of diversification, 
transparency and liquidity. 

 ` The investor’s domicile must be considered as should exposure differences (whereby multiple indices 
reference the same market).

FIGURE 8: THE FIVE CORE BENEFITS OF ETFs FOR INCOME INVESTING

1 Building block approach

`` ETFs offer access to many different fixed income and equity segments.
`` This allows for the building of custom exposures and bespoke portfolios,  

optimised to specific objectives and subject to defined constraints.

2 Diversification 

`` ETFs can be combined to create portfolios tailored to a desired level of 
diversification across asset classes.

`` ETFs track benchmark indices which usually have a minimum level of 
diversification, so returns are less likely to be influenced by a single security.

3 Transparency

`` ETFs are transparent in their investment objective, i.e. to track the performance  
of their benchmark index.

`` The methodology of the underlying benchmark indices is publically available  
and transparent.

4 Liquidity

`` Continuous trading on regulated exchanges means that ETFs benefit from 
transparent secondary market liquidity.

`` This liquidity allows investors to trade in-and-out quickly and cost-effectively.

5 Cost efficiency

`` ETFs offer cost effective exposure to many markets which would otherwise  
be expensive to access, e.g. emerging market equity and high yield debt.

`` This is due to difficulty in accessing some markets, additional costs and,  
in some cases, limited liquidity of the underlying securities.
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FIXED INCOME ETFs  
FOR INCOME INVESTING

BENEFITS OF FIXED INCOME ETFs  
FOR INCOME INVESTING
Fixed income has been the traditional asset used to 
generate income from an investment portfolio, with 
bonds providing regular income through coupon 
payments. Compared to equities, the income paid has 
typically been less volatile over time.

The defining feature of fixed coupon bonds is that the 
coupon amount is set at the bond’s issue date and 
cannot then be altered over the life of a bond4. Equity 
dividends, on the other hand, are directly dependent on 
company earnings and current dividend policy, both of 
which can change over time. 

Fixed income is likely to remain a core asset within a 
long-term income portfolio and, with lower developed 
market sovereign bond yields (by yield we refer to the 
Yield-to-Maturity), investors have taken on greater risk. 
Corporate bonds, whether issued by investment grade or 
sub-investment grade (‘high yield’ companies), usually 
offer higher yields for the additional credit risk. Emerging 
market debt, either sovereign or corporate, can also offer 
additional yield for varying levels of risk (Figure 9).

THE GROWTH OF FIXED INCOME ETFs OFFERS 
OPPORTUNITIES TO INVESTORS SEARCHING  
FOR INCOME 
Over the last decade ETF providers have introduced 
fixed income exchange traded funds that provide 
investors with access to a broad range of fixed income 
sectors with the benefits of ETFs. The fixed income ETF 
industry has now grown to over $400bn assets under 
management and is the fastest growing portion of  
the global Exchange Traded Product (ETP) industry 
(Figure 10).

 

One particular advantage of fixed income ETFs, 
compared to owning single bonds, is that ETFs aim 
to replicate underlying indices. These indices follow 
a comprehensive methodology of bond selection 
depending on credit quality, liquidity and other criteria. 
As they represent a ‘basket’ of bonds (not just one), they 
may help diminish the risk from default that investors 
in a single bond may face. For example, a European 
corporate bond ETF broad index includes over 1,000 
bonds. Hence, these ETFs offer a significant level of 
diversification within the funds across attributes such 
as sector, credit quality and/or duration.

4 Floating rate bonds do have coupons that change based on changes in prevailing interest rates.

FIGURE 10: GROWTH IN GLOBAL FIXED INCOME ETPs
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FIGURE 9: COMPARISON OF YIELDS FOR DIFFERENT  
FIXED INCOME EXPOSURES
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THE GROWTH OF CORPORATE BOND ETFs OFFERS 
INCOME INVESTORS ADDITIONAL CHOICES
Corporate bond ETFs have become increasingly popular 
as a means to gain exposure to the investment grade 
and high yield markets, allowing investors to deploy 
capital quickly and efficiently. Corporate bond ETFs 
growth has even outpaced the growth of the more 
mature single name corporate bond market. 

High yield corporate bond exposures offer access to 
non-investment grade bonds with higher yields. High 
yield exposures now account for roughly one-third of 
corporate bond ETFs assets under management. While 
such returns may reflect a more positive investment 
outlook, it is important to note that these investments 
offer higher yields because the risks associated with 
them are larger and different to other fixed income 
investments. Given the higher risk of default in high 
yield companies, the diversification that fixed income 
ETFs bring through owning a basket of bonds in one 
instrument can be a major benefit.

Emerging market debt ETFs have also grown quite 
significantly, offering investors exposure to difficult to 
access markets. There are currently around 80 emerging 
market debt ETFs globally with over US$25B in AUM 
covering the entire emerging market debt spectrum 
from hard currency US dollar-denominated government 
bonds, to local currency emerging market debt as well 
as emerging market corporate bonds.  

NEW WAYS TO MANAGE RISK – DURATION 
CONSIDERATIONS
Fixed income investments are sensitive to changes in 
interest rates and, in particular, to rising rates. Reducing 
interest rate risk (commonly called ‘duration’) often 
means moving into shorter maturity bonds. This is 
especially true in investment grade bonds, both of  
which are often used to generate income. Shorter 
maturity corporate bonds have less interest rate risk, 
however, this reduction in risk comes at the expense of 
lower yield.

An alternative approach is to utilise interest rate 
hedging. An interest rate hedge utilises a short position 
in a government bond future to seek reduced interest 
rate risk. Fixed income ETFs have evolved to offer 
investors tools to manage their interest rate risk in 
these various ways, whether that be through short-
duration funds, or interest-rate hedged ETFs. 

BENEFITS OF FIXED INCOME ETFs FOR INCOME INVESTING
 ` The growth of fixed income ETFs offers opportunities from what has been a traditional asset class for 

those seeking income-generating assets.

 ` ETFs aim to replicate underlying indices using a comprehensive selection methodology. This is particularly 
helpful for fixed income exposure as the ETFs can provide access to over 1,000 bonds in a single trade.

 ` The growth of corporate bond ETFs also offer income investors additional means to deploy capital quickly 
and efficiently in investment grade and high yield markets.

 ` Investors can benefit from new ways to manage duration within a portfolio, i.e. its sensitivity to changes in 
interest rates.

MANAGE PORTFOLIO DURATION ALONG A SPECTRUM

Hedged 
portfolio duration 

Unhedged 
portfolio duration 

Less interest 
rate risk

More interest 
rate risk

For illustrative purposes only.
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EQUITY ETFs FOR INCOME INVESTING

BENEFITS OF EQUITY INCOME INVESTING
In addition to fixed income, equities have also been 
used by investors to generate income in portfolios for 
some time. Over the last five years, this has become 
a more common practice as the drop in government 
bond yields has forced investors to look for alternative 
sources of income. 

There are a number of considerations for investing 
in income-generating equity strategies. Investing 
in equities carries different risks to investing in 
fixed income, which adds to the diversification 
argument when we look to build our portfolio. 
Dividend distributions are dependent on a company’s 
performance/earnings which may vary over time as 
well as the company’s willingness to distribute these 
earnings to shareholders. Dividend yields are also 
influenced by the company’s stock price which is usually 
more volatile than a government or corporate bond 
price. This means that even if dividend distributions are 
expected to remain unchanged, they will inevitably be 
impacted by equity price volatility.

Reasons for including income generating equities in an 
income portfolio include the fact that: 

1)  Income dividend strategies aim to deliver more 
consistent pay-outs than broad market equity 
indices, providing more steady income generation for 
investors who require regular cash flows; 

2)  equities can help to mitigate the impact of inflation 
through growth in the dividend itself; and 

3)  dividend strategies can provide a reduced level of 
volatility compared to broader equity exposures.

Figure 11 shows the historical relationship between 
US inflation as measured by the US CPI index and the 
dividend growth of the S&P 500 index, demonstrating the 
ability of equity dividends to move in line with inflation. 

Equity dividend index strategies have evolved to provide 
a variety of methods offering exposure to high dividend 
paying stocks. Led by dividend strategies on US equities, 
equity income ETFs have grown to over US$100 billion, 
an increase of more than 500% over the last five years, 
with exposures spanning from major developed to 
emerging markets.

FIGURE 11: RELATIONSHIP BETWEEN EQUITY DIVIDENDS 
AND INFLATION
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FIGURE 12: GROWTH OF ETF EQUITY DIVIDEND STRATEGIES
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EVOLUTION OF EQUITY INCOME INDICES
Index providers have developed a variety of approaches 
to identify high dividend paying stocks, some of which 
can be accessed via ETFs. These can be relatively 
straightforward, such as those focused purely on the 
companies paying the highest yields, or they attempt to 
reduce the volatility of the dividend yield. The differences 
in construction and methodology of various indices is  
investigated in The Equity Index Guide (BlackRock, 2013). 
There are three main types of strategy:  

Indices with primary focus on dividend yield 
The original equity income indices focused on dividend 
yield (historical or forecasted) as their primary stock 
selection criteria. These indices usually have a liquidity 
and size screen and can be either market capitalisation 
or yield weighted. Examples include: DivDAX and FTSE 
UK Dividend Plus Indices.

Indices with focus on dividend yield and sustainability 
of dividend payment 
In an attempt to avoid ‘value-traps’ where high yielding 
stocks may be forced to cut their dividends, some 
benchmarks select companies based on their historical 
dividend per share growth as well as dividend payout 
ratios. The second criterion has an upper limit to ensure 
the companies with sustainable dividend policies are 
selected. Examples include: Dow Jones Euro STOXX® 
Select Dividend 30 and Dow Jones Asia Pacific Select 
Dividend 30 Indices.

Indices with focus on dividend yield, sustainability of 
dividend payment and company quality
More recently, strategies have evolved to focus on income 
and quality. This is done by excluding securities without 
a solid dividend track record, with extremely high or 
negative pay-outs, negative quality relative rankings 
and the worst 12-months performance versus the 
broader universe. These exposures tend to be market 
capitalisation weighted and ensure that the dividend 
yield of the index is at least 30% higher than the parent 
index. Examples include MSCI USA High Yield Index. 

EQUITY INCOME OUTSIDE DEVELOPED MARKETS
Investing in equity income domestically is a traditional 
approach which offers the advantage of investor 
familiarity with the underlying companies while 
investing across Developed Markets (DM) brings 
diversification. More recently, we have witnessed 
investors seeking broader equity income sources, 
particularly as some niche exposures look attractive 
compared to traditional DM. One of those areas is 
Emerging Markets (EM) high dividend stocks exposure. 
Not only does it offer a higher dividend yield, and at the 
moment attractive relative valuations, the corporate 
structure of the EM high dividend payers (with generally 
high government and family ownership, which means 
dividends are preferred to buybacks and M&As) 
encourages increasing dividend pay-outs which is a 
strategically attractive feature (Figure 14).  

FIGURE 13: DIVIDEND YIELD COMPARISON FOR A STANDARD 
AND A DIVIDEND INDEX
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FIGURE 14: DIVIDEND YIELDS AND VALUATIONS OF 
REGIONAL EQUITIES
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OTHER WAYS TO GET INCOME VIA EQUITIES 
There are other ways to gain exposure to income 
streams through equity ETFs. These include property 
indices, defensive sectors (such as utilities) and 
infrastructure companies. 

Property indices are usually based on listed Real 
Estate Investment Trusts (REITs) which own and operate 
income-producing, institutional quality real estate. 
Property investing offers the benefits of a relatively 
high and secure income stream with a typically cyclical 
capital return. Historically, rental income also offered 
inflation protection thanks to sustainable long-term 
growth above inflation. While investing in REITs is not 
the same as direct investment in property, through ETFs 
property investment is possible with diversification, 
better transparency, and with daily liquidity which is 
unusual for this asset class.

Defensive stocks have traditionally delivered higher 
dividends than cyclical stocks (such as technology 
or energy sectors). Defensive stocks have a lower 
dependence on the economic cycle as they offer 
products and services which are constantly needed 
(such as utilities, staples, etc.). Investors mindful of 
single stock risk can utilise sector indices to access 
these stocks. Figure 16 shows the historical dividend 
yields of selected European defensive (Utilities) and 
cyclical sector indices (Personal & Household Goods) 
and how they compare to the broad STOXX Europe 600 
index. Both historically and more recently defensive 
sectors have offered a higher dividend yield compared 
to the broad market. 

FIGURE 15: REITs OFFER ATTRACTIVE STABLE  
INCOME STREAM
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FIGURE 16: HISTORICAL DIVIDEND YIELDS OF SELECTED 
EUROPEAN SECTORS 
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BENEFITS OF EQUITY ETFs FOR INCOME INVESTING
 ` Equities are increasingly popular with investors seeking income because of lower government bond yields.

 ` Investing in equities carries different risks to investing in fixed income, such as increased volatility. 
However, equities can offer greater growth potential and help to diversify the risk in a portfolio. 

 ` ETF equity dividend index strategies have evolved to offer exposures ranging from major developed equity 
markets to emerging markets. 

 ` ETF dividend indices include those which have primary focus on dividend yield and sustainability of 
dividend payment as well as those with an additional focus on company quality too.

Infrastructure companies offer a distinct risk, return 
and diversification profile which, in combination with 
a higher than equity market average yield (Figure 17), 
make infrastructure investing an attractive option  

for a diversified income portfolio. The income 
generation feature of infrastructure companies is 
normally driven by steady cash flows derived from 
tangible, long-life assets. 

FIGURE 17: DIVIDEND YIELD OF THE GLOBAL INFRASTRUCTURE INDEX AND GLOBAL INFRASTRUCTURE VS GLOBAL  
EQUITY PERFORMANCE 
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The principles of income investing and ETF toolkit 
outlined the first and second steps of how we build an  
income portfolio. 

The third step is to define the allocations for our 
portfolio by a systematic or qualitative approach, a 
step which is best demonstrated through a practical 
implementation. To do this we present a worked 
example of building a global income portfolio 
(denominated in US dollars) which puts into practice  
the four-step process.

ESTABLISHING GOALS FOR OUR INCOME PORTFOLIO

Earlier we discussed the considerations for income 
portfolio construction around yield and risk. Here we 
will focus on creating three global income portfolios 
with different objectives: 

1) A portfolio that maximises income (‘Max Income’).

2) A portfolio that minimises risk (‘Min Risk’).

3)  A portfolio that maximises the amount of income  
per unit of risk (‘Max Sharpe’).

These three portfolios should serve as useful examples 
to better understand the relationship between income/
yield and risk.

Our risk considerations are two-fold: 

`` In order to ensure a diverse portfolio by asset class 
and geography, each constituent of the universe  
(to be shown in step 2) will represent at least 5% of 
the total portfolio but never more than 20%. 

`` In addition, to create a more risk aware portfolio, 
where possible, we look to use exposures which 
have a built-in hedge to mitigate inflation and 
interest rate risk. 

For illustrative purposes we consider this optimisation 
using historical income yield and risk data. In practice 
portfolio construction utilises detailed forward looking 
forecasts of income yield and risk.

Our process in practice 

STEP

1

ESTABLISH PORTFOLIO GOALS: 
DEFINE AN INCOME TARGET,  
RISK BUDGET AND CONSTRAINTS

DEFINE AN INVESTMENT UNIVERSE

DEFINE ALLOCATIONS

MONITOR AND REALLOCATE

STEP

1
STEP

2
STEP

3
STEP

4
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DEFINING OUR INVESTMENT UNIVERSE

Our global universe contains indices representing 
government debt, corporate debt, equity and 
alternatives, covering all major global regions  
including Emerging Markets (EM).

The majority of exposures are broad, meaning that, 
for the fixed income exposures we do not use multiple 
products for different maturity ranges. To manage 
inflation and interest rate risk in the portfolios,  

we diversify by using multiple asset classes, and also 
use exposures which have explicit hedges built in,  
e.g. the Barclays World Government Inflation-Linked 
Bond Index and the iBoxx USD Liquid Investment Grade 
Interest Rate Hedged Index.

The universe contains high yielding exposures, with a 
correspondingly higher level of risk, as well as more 
conservative indices in order to provide balance. 

TABLE 1: OUR GLOBAL EXPOSURE UNIVERSE

Index name Short name Ticker Type of exposure

Government debt

Citigroup Group-of-Seven (G7) Index  G7 SBG7U Global government debt from the G7 countries

Barclays World Government Inflation-Linked Bond 
Index 

WGILB BCIW1T Developed world government bonds linked to inflation

Credit

Barclays Global Aggregate Corporate Bond Index GACB LGCPTRUU Global developed world corporate bonds

iBoxx USD Liquid Investment Grade IR Hedged Index LIGIRH IBXXH1US Global investment grade corporate bonds with  
an interest hedge (short of US Treasury bonds)

Markit iBoxx Global Dev High Yield Capped Index GDHYC IBXXGH11 Global high yield corporate bonds

Emerging market debt

Barclays Emerging Markets Local Currency Core 
Government Bond Index 

EMGCB BLCNTRUU Global government and corporate emerging markets 
bonds in their local currencies

J.P. Morgan EMBI Global Core Index EMBI JPEICORE Global emerging markets government bonds

Equity

MSCI World Index World NDDUWI Global developed mid & small capitalisation equities

MSCI Emerging Markets Index EM NDUEEGF Global emerging market mid & small  
capitalisation equities

FTSE UK Dividend+ Index 

DIV

TFUDPG UK equity dividend index 

Dow Jones Emerging Markets Select Dividend Index DJEMDIVR Emerging markets equity dividend index

MSCI USA High Dividend Yield Index M1USADVD US equity dividend index

EURO STOXX® Select Dividend 30 SD3T Euro-zone equity dividend index

Dow Jones Asia Pacific Select Dividend 30 DJAPSDT Developed Asia Pacific equity dividend index

Alternatives

FTSE EPRA/NAREIT Developed Dividend+ Index EPRA TENGDNU Global developed markets REIT (Real Estate 
Investment Trusts) index

Macquarie Global Infrastructure 100 Index MGI TMACMU Global listed companies involved in the  
infrastructure industry

S&P Emerging Markets Infrastructure Index S&PEMI SPGEIFDN Global listed companies from Emerging Markets 
involved in the infrastructure industry

STEP

2
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WHAT IF I CANNOT FIND A PARTICULAR EXPOSURE? 

If an exposure is missing from our ETF investment 
universe, how can we create it? This is where the 
building blocks concept of ETFs is particularly useful 
as by combining certain funds we can create custom 
exposures to include in our portfolio.

In our illustrative choice of investments, there is no 
global dividend index, only regional dividend exposures. 

Combining the regional exposures in line with the 
market cap weighting methodology of a global index,  
for instance the MSCI All Country World Index,  
we are able to create a global equity dividend  
exposure (the ‘Global Dividend Exposure’). 

Note that this exposure is not optimised in any way. This 
will ensure that the Global Dividend Exposure is in line with 
global equity markets on a regional diversification level.

The approach is to take the regional breakdown of  
the MSCI ACWI Index, as highlighted in Figure 18.  
The breakdown consists of regions which are explicitly 
covered by dividend strategies, and countries which  
are not covered.

The weightings of the countries that are not covered are 
proportionally re-allocated to the other regions, thus 
allowing a dividend strategy to be explicitly mapped 
to each regional allocation, to give the index portfolio 
allocations shown in Figure 19.

FIGURE 18: MSCI ACWI REGIONAL BREAKDOWN
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Source: MSCI. As of 28 November 2014.

FIGURE 19: INDEX PORTFOLIO ALLOCATIONS
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FIGURE 20: YIELD VERSUS RISK
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FIGURE 21: QUARTERLY ROLLING PERFORMANCE
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The total return performance of the Global Dividend 
Exposure is broadly in line with that of the MSCI ACWI, 
as shown in Figure 21, with periods of out- and under-
performance. The Global Dividend Portfolio, however, 
exhibits a higher current dividend yield and lower 
volatility than the MSCI ACWI, in line with the objective 
of the overall portfolio (Figure 20).

The construction of these indices may vary. While some 
of the indices in the Global Dividend Exposure are 
weighted according to dividend yield, others are market 
capitalisation weighted, as are the overall portfolio 
weightings. Taking a market capitalisation approach 
ensures a geographically diverse portfolio which is our 
main concern at this stage of the process.
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DEFINING ALLOCATIONS - SHAPING THE PORTFOLIO

For the case study, for illustrative purposes, we have 
chosen to use a systematic approach. In order to define 
the allocations using this approach, while incorporating 
the diversification limits which we defined in Step 1, 
optimised portfolios can be created using our investment 
universe which meet our objectives. 

Table 2 provides the key performance statistics for each 
of the exposures. From this, we can state that a higher 
income portfolio will have a higher allocation to high 

yield debt, EM debt and equities while a lower volatility 
portfolio would have a higher allocation to government 
bonds and inflation-linked and interest rate hedged 
government bonds.

Our systematic methodology optimises each portfolio 
to provide the maximum level of yield possible while 
maintaining the constraints we defined for each one  
in Step 1. 

TABLE 2: DETAILS OF THE INDICES INCLUDED IN THE INVESTMENT UNIVERSE

G7 WGILB GACB LIGIRH GDHYC EMCGB EMBI WORLD EM DIV EPRA MGI S&PEMI

Yield 1.01% 1.76% 2.47% 1.50% 5.33% 5.17% 5.18% 2.46% 2.64% 3.67% 3.83% 3.58% 2.75%

Volatility 
(Annualised) 4.90% 6.30% 5.45% 4.82% 8.30% 13.07% 7.67% 12.82% 17.85% 11.56% 15.05% 11.00% 17.97%

Total Return 
(Annualised) 0.03% 3.86% 4.22% 2.04% 7.40% 0.45% 6.35% 12.12% 0.80% 12.15% 10.59% 7.73% 4.98%

Source: BlackRock, Morningstar, MPI Stylus, 31 October 2011 – 28 November 2014.

STEP

3
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The illustrative portfolio allocations5 that result from this optimisation are summarised by Table 3 and Figures 22 to 24.

5  In all cases, these allocations have relied on historical data of the indices in order to calculate the allocations. Past performance is not an 
indicator of future results. 

TABLE 3: OPTIMISED ALLOCATIONS OF THE INCOME PORTFOLIO

Portfolio G7 WGILB GACB LIGIRH GDHYC EMCGB EMBI WORLD EM DIV EPRA MGI S&PEMI

Portfolio 1 Max Income 5% 5% 5% 5% 20% 10% 20% 5% 5% 5% 5% 5% 5%

Portfolio 2 Min Risk 20% 5% 10% 20% 5% 5% 5% 5% 5% 5% 5% 5% 5%

Portfolio 3 Max Sharpe 5% 5% 10% 5% 20% 5% 20% 5% 5% 5% 5% 5% 5%

Source: BlackRock, Morningstar, MPI Stylus, 31 October 2011 – 28 November 2014. 

FIGURE 22: PORTFOLIO 1 (MAX INCOME)

G7 5.00%

WGILB 5.00%

GACB 5.00%

LIGIRH 5.00%

GDHYC 20.00%

EMCGB 10.00%

EMBI 20.00%

World 5.00%

EM 5.00%

Div 5.00%

EPRA 5.00%

MGI 5.00%

S&PEMI 5.00%

Source: BlackRock, Morningstar, MPI Stylus, 31 October 2011 – 28 November 2014. 

FIGURE 23: PORTFOLIO 2 (MIN RISK)

G7 20.00%

WGILB 5.00%

GACB 10.00%

LIGIRH 20.00%

GDHYC 5.00%

EMCGB 5.00%

EMBI 5.00%

World 5.00%

EM 5.00%

Div 5.00%

EPRA 5.00%

MGI 5.00%

S&PEMI 5.00%

Source: BlackRock, Morningstar, MPI Stylus, 31 October 2011 – 28 November 2014. 

Current yield 3.90%

Historical Volatility (Annualised) 8.64%

Historical Total Return (Annualised) 5.72%

% Equity 15.00%

% FI 70.00%

% Alternatives 15.00%

Current yield 2.57%

Historical Volatility (Annualised) 7.08%

Historical Total Return (Annualised) 4.16%

% Equity 15.00%

% FI 70.00%

% Alternatives 15.00%

FIGURE 24: PORTFOLIO 3 (MAX SHARPE RATIO)

G7 5.00%

WGILB 5.00%

GACB 10.00%

LIGIRH 5.00%

GDHYC 20.00%

EMCGB 5.00%

EMBI 20.00%

World 5.00%

EM 5.00%

Div 5.00%

EPRA 5.00%

MGI 5.00%

S&PEMI 5.00%

Source: BlackRock, Morningstar, MPI Stylus, 31 October 2011 – 28 November 2014. 

Current yield 3.77%

Historical Volatility (Annualised) 8.28%

Historical Total Return (Annualised) 5.91%

% Equity 15.00%

% FI 70.00%

% Alternatives 15.00%
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MONITORING AND REALLOCATING THE PORTFOLIO

The final step in the process is monitoring the 
income portfolio and adjusting the allocations to 
various asset class exposures as and when required. 
Once the portfolio has been set up, portfolio asset 
allocations should be reviewed regularly and, as and 
when necessary, they should be rebalanced as per 
the investment objective. This re-iterative process 
should ensure that the allocations remain optimally-
positioned and within the appropriate risk ranges. 

The review should be implemented, and any rebalancing 
of exposures carried out, with a view to achieving a 
balance between maintaining effective risk control, 
while minimising the potential for any excess costs 
which could arise due to turnover.

This is a key step in the process, and as we discussed 
in the Principles of Income Portfolios, it’s essential in  
ensuring the portfolio meets its objectives and stays 
within its constraints on an ongoing basis.

 

COMPARING THE PORTFOLIOS
As we would expect, given the initial parameters,  
the resulting portfolios look quite different in terms  
of their allocations.

Figure 25 shows the relationship between yield and 
total risk for our three portfolios; the trade-off which 
results from taking on more risk in order to achieve  
a higher income yield can clearly be identified. 

Highlights:

`` Portfolio 1 targeted the highest yield possible within 
our defined constraints. This effectively pushed 
the weights of the higher yielding exposures to the 
maximum permissible (for example, it has a high 
weighting of 30% to emerging market debt exposures 
and 20% to high yield debt). However, the effect of 
this is to increase the volatility to over 2% more than 
that of the Min Risk portfolio (Portfolio 2).

`` Portfolio 2 targets the lowest risk level, thereby 
pushing the weights of the least volatile exposures 
to the maximum permissible within our defined 
constraints. The least volatile allocations are 
government bond exposures which have lower yields. 
Thus, as expected, the total yield of the portfolio is 
considerably less than that of Portfolios 1 and 3.

`` Portfolio 3 aims to achieve the optimal yield-risk 
trade off by maximising the yield per unit of risk.  
The performance and yield outcomes look very  
close to Portfolio 1, with only a marginally lower yield 
approximately 0.40% less risk. The main difference 
between Portfolios 1 and 3 is a slightly higher 
allocation to high yield corporate debt and a smaller 
allocation to emerging market debt.

These illustrative portfolios represent three potential 
portfolios solutions using this particular ETF 
investment universe. There are a number of other 
‘efficient solutions’ between the Max Yield and Min Risk 
portfolios which can allow for allocations that achieve 
an investor’s specific yield and/or risk objectives.

FIGURE 25: YIELD VERSUS VOLATILITY OF THE  
THREE PORTFOLIOS

Portfolio 1 Portfolio 2 Portfolio 3
C

U
R

E
N

T 
YI

E
LD

TOTAL  HISTORICAL VOLATILITY

0%

1%

2%

3%

4%

5%

4% 5% 6% 7% 8% 9%

Source: Bloomberg, 31 October 2011 – 28 November 2014.  
Yield as of 28 November 2014.

STEP

4



A  M U LT I - A S S E T  E T F  A P P R O A C H  [ 2 7 ]

The methodology that we advocate and use ourselves 
in building an income portfolio is a four step process, 
involving defining investment goals, creating an 
investment universe, portfolio allocations and monitoring 
and reallocating the portfolio on a regular basis.

Following these steps of building an income portfolio, 
and being mindful of the principles of income investing 
that we have discussed, will allow for diversified, robust 
and sustainable income portfolios to be built and 
managed using ETFs, utilising the extensive range of 
exposures available. 

Diversification is crucial. As our portfolio examples 
illustrate, diversification across income generating 
equities as well as across the fixed income universe, 
in order to include sectors and/or exposures that may 
respond differently to changes in interest rates, is vital 
in order to produce a stable, reliable and diversified 
income solution. ETFs allow investors to create 
bespoke exposures, while enabling the creation of a 
fully tailored income portfolio, including any specific 
diversification requirements, utilising a relevant 
investment universe combined with specific target 
income levels.

Conclusion

INVESTMENT OBJECTIVE:  
TARGET YIELD AND RISK

INVESTMENT 
CONSTRAINTS: 

DIVERSIFICATION 

DEFINE  
INVESTMENT 

UNIVERSE 

RANGE OF  
OPTIMAL  

SOLUTIONS

We believe that an income portfolio should be 
constructed in order to meet the following objectives: 

1)  Achieve a target yield within a specific risk  
budget, whilst maintaining yield growth and  
capital appreciation.

2)  Utilise an investment universe which is reflective  
of the investor’s preferences.

3)  Comply with any constraints such as minimum  
and maximum levels of diversification.
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iSHARES EMEA INVESTMENT STRATEGY 
& INSIGHTS (ISI)
iShares’ EMEA Investment Strategy & Insights (ISI) 
team is a strategy and research desk dedicated to 
helping clients understand and utilise Exchange Traded 
Products (ETPs). 

Unique in the European market, the iShares ISI team 
delivers in-depth analysis of ETPs and portfolios, as well 
as education and research on broader industry trends. 

The team is composed of investment professionals 
with buy and sell-side experience of investment 
management, market strategy and trading. 

ISI helps clients in five service areas: 

`` Investment Strategy 
`` ETP Research & Education 
`` Equities & Commodities 
`` Fixed Income 
`` Portfolio Analysis & Index Solutions (iPAS). 

iSHARES EMEA PORTFOLIO ANALYSIS  
& INDEX SOLUTIONS (iPAS)
Helps clients in better understanding the impact of 
various cross-asset class exposures into their income 
portfolios, by looking at: 

`` Index exposure construction 
``  Index portfolio construction and optimisation for  

income-generating portfolios
`` Portfolio performance and efficiency analysis 
`` Risk analysis. 

BLACKROCK MODEL PORTFOLIO 
SOLUTIONS (MPS)6

The Model Portfolios & Solutions team (MP&S) offers  
a range of highly diversified multi-asset model 
portfolios focused on growth and income, available 
as research for those clients building and managing 
strategies themselves. 

The model portfolios are built from iShares® ETFs and 
leverage BlackRock’s portfolio construction and risk 
management expertise, covering a range of objectives 
with different time horizons and risk profiles. This 
includes a specific range of model portfolios which are 
designed with varying levels of targeted income and risk 
objectives. The range covers fixed income only as well as 
multi-asset income solutions. 

The model portfolios are managed by a dedicated 
investment team who believe that superior investment 
outcomes are best achieved through a disciplined, 
objective investment process. The team has decades 
of cumulative experience developing and managing 
investment strategies using this scientific approach. 
The model portfolios also incorporate the investment 
strategy input from Russ Koesterich, BlackRock’s Global 
Chief Investment Strategist, and Stephen Cohen, Chief 
Investment Strategist for International Fixed Income. 

 

How can we help you?

6 Jurisdiction difference – Model Portfolio Solutions in Switzerland/Managed Portfolio Solutions in UK.
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Asset allocation 
This is the process of spreading an investment among a 
variety of asset classes such as stocks, bonds, property, 
and cash.

Beta
This measure of volatility shows how volatile stocks  
or funds are relative to their benchmark indices.  
A benchmark index has a fixed beta of 1. A stock or  
fund with a beta of more than 1 moves up and down  
by more than the market, while the value of a stock or 
fund with a beta of less than 1 will fluctuate by less 
than the market.

Bond
Tradable, long-term debt raised by a borrower who 
agrees to make regular interest payments, known as 
coupons, and to repay the initial sum borrowed at a 
specified point in time.

Diversification
This is the process of spreading risk by investing in a 
variety of asset classes, sectors or geographical regions. 
The aim of diversification is to increase the likelihood 
that losses from one investment will be offset by gains 
from another investment and thus reduce the risk that 
all the investments in a portfolio will decline in value at 
the same time.

Dividend Yield
A company’s declared dividend per share as a 
percentage of its current share price.

Duration
A measure of a bond’s sensitivity to interest rate 
changes which approximates the change in a bond’s 
price given a certain change in yield. For the duration to 
maturity, i.e. the weighted-average term to maturity of a 
bond’s cash flows, the weighting is based on the present 
value of each cash flow divided by price.

Earnings Per Share (EPS)
As an indication of a company’s profitability, this is 
the portion of a company’s profit allocated to each 
outstanding share.

Exchange Traded Funds (ETFs)
iShares funds are one example of the growing number 
of exchange traded funds available to investors 
since 1993. Exchange traded funds are designed 
to track indices. They are not collective investment 
schemes in the traditional sense; rather, they are 
hybrid instruments combining aspects of equities and 
collective investment schemes to offer many of the 
benefits of both. Exchange traded funds are open-
ended funds with no defined maturity that are listed 
on many stock exchanges around the world. Unlike 
traditional collective investment schemes, they can be 
traded throughout the day. 

Index
A statistical composite that measures changes in the 
economy or in financial markets, often expressed in 
percentage changes.

iShares Funds
A range of Exchange Traded Funds (ETFs) managed and 
marketed by BlackRock. iShares funds are one of the 
largest families of ETFs in terms of their assets under 
management and the diversity of their product range. 
iShares funds enable investors to gain exposure to a 
wide variety of asset classes, by aiming to reflect the 
returns of regional, country, and style indices.

Liquidity
1.  The degree to which an asset or security can be 

bought or sold without affecting the asset’s price.

2. The ability to convert an asset to cash quickly.

Maturity
1.  The length of time until the principal amount of a 

bond must be repaid.

2. The end of the life of a security.

P/E ratio (Price/Earnings Ratio)
The P/E is a valuation ratio that compares a company’s 
share price to its earnings per share and it is calculated 
as market value per share divided by Earnings Per  
Share (EPS).

Glossary
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Risk
Financial risk is the possibility that shareholders will 
lose money when they invest in a security. There are 
many types of risk associated with different financial 
investments, such as equity, credit, foreign exchange and 
sovereign risk. Typically, the total risk of an investment 
can be measured by its volatility of total returns.

Sharpe ratio
A risk-adjusted measurement of performance, the 
Sharpe ratio is calculated by dividing the excess 
return of a fund over the risk-free rate of return (such 
as Bunds, Treasury bonds or Gilts) by its standard 
deviation. The higher the Sharpe ratio means the better 
a fund’s risk-adjusted performance actually is.

Standard deviation
A measure of fund volatility, expressed as a percentage. 
Standard deviation measures the average variability 
of a fund’s returns over a time period. More stable 
investments such as money market funds have 
standard deviations near to zero, while high-risk equity 
funds usually exhibit higher standard deviations. 
A standard deviation of 10 indicates that a fund 
will be within 10% of its mean (average) price for 
approximately 68% of the time.

Volatility
Volatility can be defined as the annualised standard 
deviation of the security’s total returns over a  
given period. 

Yield to Maturity
Yield that would be realised on a bond or other fixed 
income security if the bond were to be held to its 
maturity date. If a bond is selling at a discount, the yield 
to maturity will be greater than the current yield. If a 
bond is selling at a premium, the yield to maturity will 
be less than the current yield.
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