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Making sense of the fixed-income landscape

Fixed-income assets and funds are typically utilised in a portfolio to 
provide liquidity, regular income and to diversify away from equity 
risk. Essentially, fixed-income assets should provide some certainty 
and predictability which can be a defensive anchor in a portfolio. 

But there are many income funds available for investment, each 
with different underlying investments and often with similar names. 
It can be difficult to understand the risks, and the market conditions 
in which they perform well and in which they don’t. 

To understand how fixed income can play a defensive role in a 
portfolio, investors must first go back to the basic principles of  
fixed income investing.

Income investing fundamentals
Investors in fixed income are lenders of capital. It is this basic 
principle which determines the risk and return characteristics of  
the asset class.

Essentially all bond investments are based around an investor 
lending capital to a borrower and it is the terms of this loan which 
determine the nature of the investment and, most importantly, 
whether that investment will meet their objectives in terms of 
defensiveness, liquidity and income.

A bond investor (either directly or via a bond or income fund) lends 
a known amount of capital to the borrower over a specific term in 
return for interest payments (or coupons) and repayment of the loan 
at some specific point in the future (face value of the bond).

When lending money the risk, and therefore likely return, is 
dependent on a number of key variables. Most importantly, are you 
charging fixed interest rates or a floating rate? Who are you lending 
to and how long are you lending for? These variables are known 
respectively as duration, credit risk and maturity.

Making sense of the lending market
When it comes to investing in fixed income, a full understanding  
of your exposure to interest rates (duration), the risk associated  
with who you are lending to (credit risk) and how long you are 
lending for (maturity) will give you a good sense of how your  
income investments will perform and how defensive they will be.

Duration
A lender typically has two options when it comes to the income 
they receive for providing a loan: fixed rates or variable rates. 
Duration is just the technical term to describe how the value of the 
loan moves when official interest rates move. 

With many fixed income 
investments proving not to provide 
‘defensive’ characteristics through 
the market turmoil of the last two 
years, investors have been left 
wondering how to make sense  
of the fixed-income landscape. 

With fixed income typically 
constituting 15% to 70%  
of investors’ portfolios, Richard 
Brandweiner, Group Executive, 
Income and Multi-Sector,  
explains what needs to be 
considered when constructing 
fixed-income portfolios.



The higher the duration, the more the value of the loan will vary with 
interest rates. For example, if you have lent at a fixed interest rate 
and official rates fall, that loan becomes more valuable. 

This is why fixed rate bonds can often perform well when equity 
markets are in decline, if the equity market decline is accompanied 
by official interest rate cuts. This is a true defensive characteristic. 

Similarly, when interest rates are low and rising the value of fixed 
rate loans fall; after all, why would lenders lock in a rate when they 
could be rewarded with higher interest rates in the future?

“	When it comes to investing in 
fixed income, a full understanding 
of your exposure to interest rates 
(duration), the risk associated with 
who you are lending to (credit risk) 
and how long you are lending for 
(maturity) will give you a good  
sense of how your income 
investments will perform and  
how defensive they will be. ”

Credit risk
The most significant risk for any lender is that the borrower defaults, 
ie they are unable to meet interest and/or capital repayments. 

The most secure lenders are typically considered to be 
governments around the world and the best sovereign debt is 
considered to be almost risk free, eg lending to the Australian 
Government.

There is an extremely large universe of other borrowers from high 
quality through to what is considered higher risk, such as high-yield 
borrowers who issue what is known as sub-investment grade debt.

The credit ratings published by agencies such as Standard  
and Poor’s and Moody’s are grouped into two categories – 
investment grade and sub-investment grade. To be considered 
investment grade, the rating must be between ‘AAA’ and ‘BBB’.  
A sub-investment grade rating is given to anything below ‘BBB’.

The credit rating system used by Standard & Poor’s is shown in 
Table 1 below.

Table 1 – Investment grade versus sub-investment grade

Rating What it means

Investment grade AAA Highest credit quality

AA Very high credit quality

A High credit quality

BBB Good credit quality

Sub-investment grade BB Speculative

B Highly speculative

CCC High default risk

C High default risk

D Default

Source: www.asx.com.au

When you lend, the trade off between risk and return can be very 
transparent. Taking more credit risk can lead to higher yields but it 
also leads to more risk. 

Higher credit risk means the more likely that borrowers will not 
repay their capital, the more the value of the loans are likely to 
correlate with equities and the less defensive are the assets.

Duration and credit risk are further illustrated in Chart 1 below.

Chart 1 – The lending market landscape
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While this principle seems relatively clear, there are in fact many 
contributors to credit risk, such as the industry in which the 
borrower operates, the credit rating, whether the loan is secured by 
assets or unsecured and whether the loan is senior or subordinated 
to other creditors. 

The other key contributor to credit risk is the time to maturity of the 
loan which we explain further below.



Maturity
How long you lend money for is critical in determining risk. After 
all there is more certainty about a borrower’s ability to repay in the 
short term, and increasing uncertainty as the loan term increases. 

Therefore, investors need to understand the concept of weighted 
average life (see below) which gives a sense for on average how 
long the loans are for in a bond portfolio.

The weighted average life (WAL) is the average number of years 
for which each dollar of unpaid principal on a loan or mortgage 
remains outstanding. It tells us how many years it will take to repay 
half of the outstanding principal.

As Chart 2 below demonstrates, the longer the WAL the more 
volatile a bond portfolio is likely to be, and the more correlated with 
equities it will be. Therefore, longer maturity bond portfolios tend to 
provide fewer defensive characteristics for investors.

Chart 2 – Increasing weighted average life leads to higher volatility
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So why did much of the ‘defensive’ fixed income 
universe blow up in 2008?
Essentially many investors exposed themselves to too much  
equity-like risk in their fixed income investments prior to the credit 
crisis by holding lower-quality assets, being highly exposed to a 
single sector or having portfolios with long weighted average lives.

The fixed income checklist
To help you and your clients assess both the risks and rewards 
of fixed income investments we have created the following simple 
checklist.

Interest rate risk
What is the fund’s interest rate duration? The longer the duration, 
the more it matters if interest rates go up or down. For example, 
if the duration is less than one year, the fund is less sensitive to 
interest rate movements. 

“	At Perpetual we believe that most 
investors look to fixed-income 
funds mainly to provide defensive 
characteristics. This means they 
should be diversified, hold quality 
assets, provide liquidity through all 
market conditions, provide regular 
income and have a low correlation  
to equities. ”

The UBS Composite Bond Index, which is the benchmark for most 
fixed rate bond portfolios, has a duration of around 3.3 years. 

That means, for example, that for every percentage move up in 
interest rates, the portfolio value will decline by 3.3%, all else  
being equal.

Credit risk
How much credit risk is the fund exposed to? This is often not 
immediately obvious. To get a real sense of the level of credit risk, 
you should ask:

▪▪ How much of the fund is in sub-investment grade investments? 

▪▪ What is the average rating of the securities within the fund? 

▪▪ How much of the fund is senior debt? 

▪▪ How much is subordinated debt or hybrid? 

▪▪ What is the fund’s diversification? 

Some exposure to higher-risk loans is not necessarily a bad  
thing, but too much can reduce the defensive characteristics of  
the portfolio. 

Weighted average life
What is the portfolio’s average length of loans? If it is lending for a 
long time, eg seven years or more, then this will increase volatility 
and uncertainty for the portfolio. 

The credit opportunity
So where does this leave us now? Credit spreads, that is the 
returns provided for accepting credit risk, are still at attractive levels 
despite significant contractions in recent months. 

Cash rates are on the rise and longer bonds have now crept up to 
a level where they are not expensive, though they do not represent 
compelling value either. 

Fixed rate exposure is not cheap anymore – and the risk is to the 
downside if rates continue to rise, but the return from taking on 
credit risk is still very attractive.

So if you are willing to invest in credit now is a good time to 
consider it.



Further information
Adviser Services 1800 062 725
Investor Services 1800 022 033
Email investments@perpetual.com.au
www.perpetual.com.au27
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This information has been prepared by Perpetual Investment Management Limited (PIML) ABN 18 000 866 535, AFSL 234426 and Perpetual Superannuation 
Limited (PSL) ABN 84 008 416 831 AFSL 225246 RSE L0003315 for financial advisers only. It is general information only and is not intended to provide you with 
financial advice. To the extent permitted by law, no liability is accepted for any loss or damage as a result of any reliance on this information. The PDS for Perpetual 
WealthFocus Investment Advantage, Perpetual WealthFocus Investment Fund and Perpetual Wholesale Funds, issued by PIML, and for Perpetual WealthFocus 
Super and Pension Plan (Perpetual Investor Choice Retirement Fund ABN 41 772 007 500, issued by PSL, should be considered before deciding whether to acquire 
or hold units in the funds. The PDS can be obtained by calling the numbers above or visiting our website www.perpetual.com.au. No company in the Perpetual 
Group (Perpetual Group means Perpetual Limited ABN 86 000 431 827 and its subsidiaries) guarantees the performance of any fund or the return of an investor’s 
capital. Past performance is not indicative of future performance. 

Want to learn more?
For more information on fixed income markets, please contact your Perpetual Account Executive or contact Perpetual’s fixed income 
investment specialists on the numbers below. 

Jon Crook, General Manager, Income and Multi-sector Sales	 02 9229 9599

Adam Curtis, Portfolio Specialist		  02 9229 9923

You can find other editions of Income Examiner at www.perpetual.com.au/adviser_newsletters

Perpetual’s fixed income approach
At Perpetual we believe that most investors look to fixed-income 
funds mainly to provide defensive characteristics. This means they 
should be diversified, hold quality assets, provide liquidity through 
all market conditions, provide regular income and have a low 
correlation to equities. 

Our Perpetual Diversified Income Fund is focused on quality 
domestic, predominately investment-grade, income-generating 
assets. It can actively move in and out of different assets through 
the investment cycle. 

Our disciplined process aims to protect investors’ capital while 
taking opportunities where risk is being best rewarded.

The Fund’s loans have floating rates so increases in official 
interest rates flow through to investors as higher income, all else 
being equal. 

It lends predominantly to investment grade borrowers over short 
weighted average lives – currently less than three years.

To summarise, it is important to remember that risk management is 
paramount when it comes to fixed income. 

At Perpetual, we believe that the keys to successful credit investing 
are to invest only in high credit quality securities, value risk and 
liquidity properly, and build well diversified portfolios. 

“	Fixed rate exposure is not cheap 
anymore – and the risk is to the  
downside if rates continue to rise,  
but the return from taking on credit  
risk is still very attractive. ”


