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greater volatility, risking market swings of often more 
than 15%, while the 60:40 investor risked swings of 
typically less than 10%.

The lower volatility of the diversified portfolio 
stems partly from the fact that bonds are typically less 
volatile than stocks. But, more importantly, long-term 
performance of a diversified portfolio is smoothed by 

the fact that stock and bond returns are negatively 
correlated, with returns frequently moving in opposite 
directions. Figure 2 shows that bonds returned an 
average 10.73% during each of the five worst years 
for stock returns since 1980. In 1990, the single worst 
year for equities in recent decades, the 17.52% drop in 
the ASX 300 Index was offset by a 19.01% rise in the 
UBSA Composite Bond Index. While in general, high 
returns are not perceived as a benefit of fixed interest, 
if an investor had held an equal portion of equities and 
bonds in their portfolio during three of the five stock 
market declines, fixed interest returns were sufficient to 
offset the negative returns of equities – bonds also have 
the potential to provide attractive returns.

Capital preservation
Fixed interest allocations are typically less volatile 
than stocks, and periods of negative returns tend to 
be short-lived and relatively modest. Further, bonds 
generally provide higher total returns than lower-risk, 
cash-equivalent investments. As an example, between 
1996 and 2006, the UBSA Composite Bond Index 
outperformed the UBS Bank Bills Index, a common 
measure of cash performance. Bonds are one of the best 
ways to preserve capital in a portfolio, as the chance of a 
sharp or sustained price drop has historically been far less 
than for stocks. Periods of negative returns for the bond 
market have tended to be brief and relatively modest. 
Figure 3 shows the single worst bond market decline 
for any 12-month rolling period from December 1981 
to June 2006 was -6.19%, far milder than the -39.89% 
recorded in the worst 12-month period for stocks. Over 
the same period, bonds produced positive results most 
of the time. Since 1981, returns from intermediate-
term bonds have been positive in 96% of all one-year 
periods. The threshold period at which returns became 
consistently positive was just two years.

Income generation
Traditionally, investors have held bonds for income.  A 
bond represents a loan an investor makes to an issuer 
– the investor can expect to receive a steady stream 
of interest payments for the life of the loan, as long 
as the issuer is not in default. The predictability of 
the payments has always been a central attraction for 
superannuation funds, as they can use the income to 
meet similarly predictable liabilities. Reinvesting the 
interest paid in bonds can increase capital over time, 
due to the effect of compounding. This can have the 
effect of maintaining total returns even if the return on 
capital depletes. 

While rising interest rates tend to be damaging 
to bond prices, any negative impact of rising rates on 
bond total returns is normally offset by the benefit of 
reinvesting at higher yields. PIMCO has conducted 
extensive research in the US to illustrate the impact of 
changing interest rates on fixed interest returns. Figure 
4 shows that even with a sharp 200 basis points increase 
in interest rates, total returns within five years approach 
those that may have been achieved had rates stayed 

Figure 3:  Bond market – one-year rolling returns – Dec 1981 to Dec 2006

Source: UBSNote:  Bonds represented by the UBSA Composite Bond Index.
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Figure 2:  Five worst years for stock returns – Dec 1980 to Dec 2005

Source: S&P, UBSNotes:  Stocks represented by the S&P/ ASX 300 Index.
Bonds represented by the UBSA Composite Bond Index.
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Figure 1:  Improving the balance of risk & return – Jun1986 to Jun 2006

Source: S&P, UBSNotes:  Stocks represented by the S&P/ ASX 300 Index.  
Bonds represented by the UBSA Composite Bond Index.
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steady or fallen. For time horizons of seven years and 
more, rising rates lead to higher total returns due to the 
effects of higher income and compounding interest.

The times, they are a changin’ 
While diversification, capital preservation, and income 
generation are important aspects of investing and are still 
very valid reasons to hold fixed interest in a portfolio, 
the investment world has become far more dynamic in 
recent years. Witness the reduction of spread products’ 
volatility in the past five years – high yield spreads are 
below the historical average (Figure 5).

High yield bonds (known as junk bonds) are 
bonds issued by corporations that have received a 
rating below BBB- by Standard & Poors and/or below 
Baa3 by Moody’s – that is, below investment grade. 
Ratings agencies evaluate bond issuers and assign 
ratings based on their assessment of the issuer’s ability 
to pay the scheduled interest and principal payments. 
Issuers considered to have a greater risk of not meeting 
their repayments on a timely basis are rated below 
investment grade. 

The level of risk an investor takes on when investing 
in high yield bonds is measured relative (as a spread) 
to Treasuries. The contraction in spread depicted in 
the Figure 5 to some degree reflects reduced levels of 
corporate default rates, especially for securities rated 
below investment grade. In the past, default rates for 

below investment grade companies were in excess of 
5%.1 Now that corporate malfeasance seems to be 
contained, corporate defaults reduced significantly to 
less than 2%2 in 2005, the lowest they have ever been. 

Emerging markets – comprising those nations with 
economies considered to be developing or emerging 
from underdevelopment, usually including most or 
all of Africa, Eastern Europe, Latin America, Russia, 
the Middle East and Asia – are looking healthier than 
ever due to improvements in economic and credit 
fundamentals. More than 40% of external emerging 
market debt capitalisation is now rated investment 
grade.3 Figure 6 (overpage) shows the reduction in 
emerging market debt volatility. 

Spread sectors are not the only area in which the 
current environment is markedly different from past 
periods. Steep yield curves, the result of investors 
demanding a risk premium for longer-term lending, 
are noticeably absent in the current environment.  
Figure 7 (overpage) shows the shift in the shape of the 
US yield curve over the past two years. In 2004, the 
short-term rate was 1% and the yield curve was steep. 
By mid 2006, the yield curve was flat with both short- 
and long-term rates at approximately 5%.

The above trends all point to a significant reduction 
in the perceived level of risk in the fixed interest market.  
This has caused investors to go searching for yield 
and thus, inadvertently, increase their risk appetites. 

Figure 5:  High yield (BB and B rated) bonds – yield spreads

Source: Bloomberg
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Figure 4:  Effect of interest rate changes on annualised index returns over various time horizons

CHANGE IN INTEREST RATES 
INDEX RETURNS (%PA)

1 YR 3 YR 5 YR 7 YR 10 YR 30 YR

+200 BPS -2.39 4.03 5.27 5.76 6.90 6.45

+100 BPS 1.53 4.77 5.39 5.64 5.80 5.98

0 BPS 5.58 5.51 5.52 5.52 5.52 5.51

-100 BPS 9.55 6.21 5.63 5.40 5.23 5.04

-200 BPS 13.07 6.77 5.68 5.24 4.93 4.57

Source: Citigroup Yield Book. Note:  Hypothetical example for illustrative purposes only.
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Ferguson (2005) suggests that a strong indicator of the 
decline or perceived decline in risk is evident by the 
drastically low household savings rate in the US. At 
1.1% of their income, US householders have freed up 
money for consumption by using the equity in their 
homes. 

And, why wouldn’t they? Despite the US Federal 
Reserve raising short-term interest rates at 17 consecutive 
meetings and the US housing market showing signs of 
cooling, the global economy seems to be performing 
nicely. To date, the main concern for markets seems 
to have been accelerating inflation accompanied by 
increasing rates. Many saw new US Federal Reserve 
Bank chairman Ben Bernanke’s statement to the Senate 
Banking committee that “we essentially have removed 
that extraordinary degree of monetary accommodation 
and we are much more into a normal range of interest 
rates”, as suggesting that the Fed will stop hiking rates. 
Bernanke seems to be suggesting that there is a lag 
effect from the hikes that has not been fully felt by the 
economy. Once these effects are felt, inflation will be 
contained. 

In times of such economic uncertainty, it is even 
more important to have an allocation to bonds.  

The role of bonds now – moving into 
offence
How can the divide between fixed interest playing a 
defensive role in an investment portfolio, and increased 
investor demand for return seeking investments be 
addressed?

Remove the benchmark 
One way to solve this dilemma is to remove the shackles 
of a benchmark. In the current period of modest 
expected returns from traditional asset classes, it may be 
impossible to make the CPI + 4% return target many 
institutional investors are seeking, if constrained by a 
benchmark.

Using the last financial year as an example, if 
the objective of an active fixed interest manager is to 
generate an excess return of 1% per annum, and the 
benchmark returns 1.2%4 for the year, the investor is 
approximately 5% short of meeting their desired target. 
Moving away from the constraints of a benchmark will 
allow a good fixed interest manager to explore the full 
gamut of opportunities the fixed interest asset class 
now has to offer, while still maintaining the benefits 
bonds have traditionally afforded a portfolio. With an 
unconstrained universe, a skilled manager is able to 
invest in a diversified portfolio of fixed interest assets 
including, but not limited to, government bonds, 
inflation-linked bonds, investment grade credit, high 
yield debt, emerging market debt and commodities.  
Alternative asset classes such as emerging market 
debt and commodities are included in the manager’s 
investible universe, as these sectors can produce returns 
more consistent with the current target, albeit with a 
substantial increase in volatility. It is therefore at the 
manager’s discretion to include these asset classes in the 
fixed interest portfolio where it believes the associated 
risks are offset by reward. Thus, the manager takes on 
the asset allocation role that was traditionally the task 
of the investor – that is, choosing the benchmark, in 
addition to providing sector expertise, placing the onus 
on the manager to produce the target return.  

Leverage in absolute return strategies
Another solution to boost returns from fixed interest 
is for managers to take an absolute return approach 
and use leverage to augment favoured positions. If the 
manager has a high conviction trade, exposure to it can 
be amplified by dialling up the leverage. To understand 
how this is achieved, it is first necessary to understand 
how the manager derives these positions.

Firstly, the manager needs to separate skill from the 
market risk – or simply put, alpha from beta. Alpha 
is the excess return, adjusted for risk, that an active 
manager seeks to add relative to a given market index by 
taking an overweight or underweight position relative 
to a benchmark (whereas beta is the risk and return 
produced by the market index or asset class itself ). 
For example, assume a global portfolio is overweight 
duration by 0.5 years, with the alpha therefore 
representing the difference in return produced by the 

Figure 7:  US Treasury Bonds – yield curve Jun 2004 vs Jun 2006

Source: Bloomberg
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Figure 6:  EMBIG – one-month rolling standard deviation of daily returns

Source: JP Morgan Chase
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longer duration compared to that of the benchmark. 
Depending on the level of risk the investor is willing to 
take, this position can be leveraged by a factor multiplier. 
If the factor multiplier is five times, the absolute return 
portfolio will show an overweight duration position of 
2.5 years. The manager will take a number of positions 
against a benchmark and then effectively remove that 
benchmark and dial up the exposure using leverage.

Both solutions have the potential to result in 
greater returns and enable the investor to reach the CPI 
+ 4% target. While the risk as represented by standard 
deviation is definitely greater, at around a 7% to 9%, 
it is still well below the 12% to 15% introduced to a 
portfolio by an investment in equities.

Conclusion
The role of fixed interest in investor portfolios is 
evolving. Once considered the defensive asset class, 
the class investors fled to when risk in the marketplace 
became too great, now – with the perception that 
financial risk is the lowest in history – the function of a 
fixed interest allocation has needed to adapt in order to 
meet investor demands. Fixed interest managers have 
had to design innovative products that provide higher 
returns yet still retain the attributes for which bonds are 
traditionally known.

Given the current tight spread, flat yield curve 
environment, a return of CPI + 4% presents a difficult 
task for a narrowly defined fixed interest portfolio. If 
the investor is willing to allow the manager to allocate 
to the full spectrum of fixed interest sectors and/or 
employ leverage, there is a far greater probability of 
meeting this return target. In a world of expected lower 
returns, allocating part of a portfolio to an asset class 
that has the potential to return CPI + 4% is not a bad 
thing! This is particularly the case when you consider 
that the fixed interest asset class has traditionally been 
included in portfolios for its risk rather than return 
characteristics. Now may be a good time for investors 
to start thinking about moving money made during the 
equities bull market into the safer haven of bonds.
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