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The Fix 
Fixed income flashback: is history going 
to repeat? 
Kellie Wood, Portfolio Manager, Fixed Income 

 
Traditional financial theory portends that bond prices fall when interest rates rise. Yet, a bond’s total return 
comprises not just price changes, but also income. This is important because, as rates rise, the income on a 
bond can help offset falling prices, cushioning the overall total return.  
 
For investors, the relevant questions are: 

– How much will the price fall? 
– Is there enough income to offset the price decline?  

 
Low bond yields have driven a search for yield but also have fixed income investors concerned about rising 
interest rates and the effect on their portfolios. Many are cautious in choosing fixed-income investments given 
the potential for interest rate increases as economies continue to expand. However, rising rates do not 
necessarily mean negative total returns. While rising rates adversely impact bond prices, various sectors of 
the fixed income market respond differently and active portfolio management can help mitigate the impact on 
total returns.  
 
So how can investors best position their portfolios for a rising rate environment?  The answer starts with 
understanding the relationship between interest rates and fixed income returns.   
 
A recap on the drivers of fixed income portfolio returns 

The starting level of interest rates - the absolute level of yields is important because the bond’s income 
helps to cushion its total return from price erosion.  
 
Number, magnitude and duration of interest rate hikes - the speed with which the Federal Reserve acts is 
also important. If they raise rates gradually over a longer period of time, the income on the investment can 
offset the decline in price. More dramatic increases over shorter time frames make it more difficult for income 
to compensate for price declines.  
 
Yield curve steepness - A steep yield curve will typically move towards a more normal, gradually upward 
sloping shape during a period of monetary policy tightening, with short-term rates rising more than long-term 
rates. This flattening yield curve has less of an impact on the price of longer-term bonds. 
  
Starting level of credit spreads - credit spreads are the difference between the yield of a ‘riskless’ Treasury 
bond and a security with credit risk, such as a corporate bond. In other words, credit spreads are a risk 
premium. During periods of economic expansion that cause rates to rise, market risk premiums typically 
decline. When times are good, investors demand less of a risk premium because they are more confident they 
will get their money back. Wider starting credit spread levels have more room to tighten. This helps reduce the 
overall market yield should spreads tighten. The result is less of a decline in the prices of corporate bonds. 
However, if credit spreads are tight at the start of the rising rate period, there is little potential to offset falling 
bond prices.  
 
Scenario analysis using the last three US tightening cycles 

Below are three key scenarios to bear in mind considering the impact of rates on fixed income portfolios.  Our 
view is an historical examination of past cycles can help understand how the forward environment may unfold 
with the prospect of rising interest rates.  Since 1994 there have been three periods of rising interest rates in 
the US. Each of these periods has had unique factors that impact the way fixed income assets have 
responded.  We provide a brief description of each period below to summarise the context in which bond 
markets were operating. 
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1994 Tightening Cycle 
The early 90s were in many ways similar to the current situation. The US was recovering from a financial 
crisis, with the Savings and Loans industry seeing almost one third of its institutions closed due to financial 
problems, and desynchronised global growth. Japan was being buffeted by its stock market meltdown and 
Germany by reunification of East and West. US cash rates were exceptionally low for the time and held low for 
a significant period.  
 
Bond yields bottomed out five to six months prior to the first rate hike in February, although the rise prior to 
February was relatively modest. The real fun began in February when Fed started to take action, which caught 
the market by surprise, and in theory marks the bond market reaction to coincident rather than leading. Central 
banks had only just started their experiment on providing transparency (still ongoing), and the Fed had only 
started announcing their Fed Funds target in 1990, let alone provide an outlook on were policy may be going.  
 
1999 Tightening Cycle 
This cycle followed on from the easings of 1998, when the Russian bond default and LTCM collapse saw a 
significant liquidity crisis. While US industrial production was hit by the Asian crisis, overall US GDP growth 
remained strong as easy monetary conditions saw rapid growth in consumer spending and housing activity. 
Thus when the New York Fed organised a bailout of LTCM, seeing financial markets stabilise, the focus of 
policy moved back toward economic fundamentals. 
 
Timing of the bond yield lows prior to the 1999 tightening is a bit more subjective. While there is five months 
from the low in 10yr yields over the on hold period, given the inverse nature of the yield curve this could be 
seen as just the unwinding of excess easing expectations and the market bottoms three months prior to the 
first cash rate move. 
 
2004 Tightening Cycle 
This was another tightening cycle that followed an extended period of unchanged policy and financial market 
dislocation. The early 2000s saw the unwinding of the dot.com bubble and managing the collapses of the likes 
of Enron, Worldcom etc. This tightening cycle was very different to those in the past due to the level of Fed 
transparency, with the Fed quite clear that they would slowly lift the cash rate by 0.25% each meeting (every 
six weeks), with no surprises.  
 
As with the other tightening cycle the timing of the bond market response is subjective, from three months out 
the 2 year bond yield starts to lift significantly. The more interesting response is that of the 10 year bond, while 
lifting initially it remained in a range for most of the early tightening cycle. Two things to note about this 
tightening cycle were that the yield curve was the steepest of all the tightening cycles examined and the high 
transparency of the Fed’s actions. 
 
The below table provides a statistical summary of key US bond market features for each of the three rate 
increase cycles we outlined above.  
 
Table 1 
 Feb 94 to Feb 95 June 99 to May 00 June 04 to June 06 

Starting US Fed Funds rate 3.5% 4% 1% 

Starting US 10yr yield 6.13% 5.78% 4.58% 

No of hikes 7 6 17 

Magnitude 3% 1.75% 4.25% 

Duration of hikes 12 months 10 months 24 months 

Yield curve steepness (cash/10 yr) bps 285 113 331 

Starting credit spread level* - bps 72                                  115 99 

*option adjusted spread – BofA Merrill Lynch US Corporate Index, Federal Reserve Economic data 
Source: Datastream 
 
In order to understand how these market conditions impacted on key strategic asset class allocations typical 
for Australian investors, we showed the absolute return performance over each tightening cycle for major 
asset class benchmark indices for each of : 

– Australian cash   -  Australian fixed interest 
– Global fixed interest  -  Australian equities 
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Chart 1 

 
Source: Datastream 
 
A number of key analytical points can be drawn the data: 
 
‐ 94/95 cycle:  In 1994 the US economy was expanding above trend, inflation was rising which led to pre-

emptive tightening. In this environment equities did the most damage. Australian and International bonds 
outperformed equities. Cash outperformed all asset classes. For those bond investors that held their 
positions in 1994, did very well on a 2 to 3 year time frame with the UBS Composite Index returning 
18.6% in 1995, 11.6% in 1996 and 12.2% in 1997. Timing and diversification was very important through 
this cycle.  

‐ 99/00 cycle: In 1999 the US economy was strengthening with full employment and some inflationary 
concerns. All asset classes posted positive returns. Pre-emptive tightening meant that cash outperformed 
both Australian and International bonds.  

‐ 04/06 cycle: In 2004 the US economy was growing at trend with low inflation. The removal of policy 
accommodation was done at a measured pace. Again all asset classes posted positive returns. An 
environment of trend growth with no inflationary pressure meant equities outperformed both cash and 
bonds.  

‐ Overall: We are not expecting a repeat of the 1994 experience where the sharp rise in yields resulted in 
some capital losses across fixed income indices. The 2004 tightening cycle is most similar to what we 
may encounter in the next period of rising cash rates. All scenarios support the view that fixed income 
portfolios can play a strategic role across all interest rate cycles.  

 
A closer look at the impact of capital versus income in historic rate rise cycles 

While bonds are defined by their periodic interest payments, investors may not realise that over the long term, 
a large proportion of total return has been generated by income rather than price movements. Using the 
Barclays Global Aggregate ($A hedged) Index we can see below that in all three periods of tightening, the 
coupon or income return more than offset the negative price return as yields rose. 
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Chart 2  

 
*other return = currency, paydown 
Source: Barclays POINT 
 
Given the sensitivity of portfolios to the overall exposure to interest rate duration and the income yield it is 
important to consider the level of exposure of each embedded in the Australian and global fixed income asset 
classes.  In this regard the duration exposure of the global fixed income benchmark is considerably higher 
than the local benchmark.  All else equal, for similar rises in interest rates across the board mark-to-market 
capital losses would be greater in the global index. However, the potential impact of any losses needs to be 
weighed against a higher yield in the same asset class to determine the overall return.  Additionally, things of 
course are not equal, and the relative influences of key factors need to be weighed up to determine 
expectations going into the next rate rise cycle. 
 
Table 2:  
 

As at 28 November 2014 Barclays Global Aggregate 
(A$ hedged) 

UBS Composite Bond Index 

Yield to maturity 1.62% 3.01% 

Coupon Yield 3.15% 5.17% 

Duration 6.52 years 4.49 years 

Source: Datastream 
 
Expectations for the next interest rate cycle 

While considering past periods of rising rates can be useful in framing expectations we also believe the next 
period of rising rates will have distinctive characteristics which need explicit consideration.  
 
Yields are much lower - The most distinguishing feature of the current period is the low level of interest rates 
relative to previous periods. For example, at the beginning of the 2004 tightening cycle the 10-Year Treasury 
was at 4.58%. As at 30 November 2014, it was just 2.16%. A bond’s yield offsets the negative impact of rising 
rates on bond prices, cushioning total returns. Lower starting rates mean a higher likelihood of a negative total 
return. As described above, the actual results depend on how fast rates rise, whether risk premiums change 
and the reshaping of the curve.  
 
Expect modest rate increases – Recent rhetoric from the Federal Reserve as well as our own view and what 
is likely to be a relatively modest cycle implies a gradual approach to unwinding policy accommodation to 
ensure a sustainable recovery. We may not see increases until mid-2015, depending on economic data. 
Rather than focusing on the precise level of rates, investors should consider the medium-term direction and 
pace of interest rate changes. While it is impossible to precisely pinpoint the actual timing of rate increases, 
we believe the overall modest pace will still allow decent fixed income returns in 2014/15.   
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Yield curves are steep – The cash/ 10 year bond spread is very steep. We are expecting a flattening of the 
yield curve as policy is tightened where short term rates will rise more than long term rates. This will have less 
of an impact on the price of longer dated bonds.  
 
Credit spreads are tighter - While high grade credit spreads are still wider than previous periods, investment 
grade credit spreads have tightened close to historical lows. We believe there is limited further upside. Credit 
spread tightening can help offset the negative impact of rising rates and typically occurs as the economy 
improves, so lower spreads offer fewer cushions.  
 

Portfolio construction considerations 

Investors are clearly faced with some tough investment decisions as we approach the early stage of 
normalisation of policy in the US.  Good portfolio construction in our view is key. Within a fixed income portfolio 
there are a number of strategies that can be employed to protect against a rise in interest rates. Firstly, with 
the breadth of opportunities available in todays fixed income markets, it is important to have the ability to vary 
the asset class composition of a fixed income portfolio. A portfolio that can benefit from active asset allocation 
can help reduce a portfolio’s sensitivity to rising interest rates. For example, a higher allocation to cash and 
floating rate securities (that have less sensitivity to interest rates) will preserve investor capital. Secondly, with 
interest rate cycles starting to diverge across countries, diversifying interest rate risk can help protect against 
rising interest rates. We can shorten our overall portfolio duration to make it less sensitive to rising rates. The 
below chart shows the returns accruing to bond investors holding portfolios of differing durations for varying 
increases in bond yields.  The key variables in this analysis are duration and the extent of the move in yields.  
With duration representing the sensitivity of the investment to changes in rates, as duration increases changes 
in yields have a materially greater impact.  This is an important dimension of fixed income as it means not all 
bonds (or bond portfolios) are equal when it comes to their sensitivity to changes in yields.  
 
Chart 3:  

 
 
While the market “benchmark” is typically the 10 year government bond, investors rarely hold 10 year bonds 
as the entirety of their fixed income portfolio, in part because 10 year bonds are a relatively long duration 
investment (the benchmark 10 year bond in Australia has a duration of 7.5 years).   
 
More typically, investors will hold either an index portfolio (with a duration closer to 4.5 years), or an active 
portfolio which may have a duration signficantly lower. The Schroder Fixed Income Fund (SFIF) has a duration 
around 3 years (1.5 years short vs benchmark).  Clearly the shorter the duration, the more moderate the 
impact on returns if yields rise. Adjusting the portfolio’s yield curve positioning can also help to reduce 
exposure to areas where we believe rates will rise more. In reflecting this in our portfolio, our short duration 
positioning is primarily in the front end of the curve (mainly in the US) and in Europe (given negative nominal 
yields), complemented by a modest short position in Australia, where the economic and policy risk at present 
are more evenly balanced.  
 



 For professional clients only. Not suitable for retail clients

 

Schroder Investment Management Australia Limited          6 

 

Conclusion 

Recently, global bond markets have been driven by sharp falls in commodity prices, especially iron ore and oil 
which has lowered inflation expectations and fuelled concerns about deflation. When combined with the 
impact of this on Australia’s terms of trade, this has taken Australian 10 year bond yields to historic lows. 
Clearly, this shift lower in interest rates means that actual ‘future’ returns will necessarily be lower and duration 
positioning of fixed income portfolios becomes increasingly important.  While benchmark duration is 
lengthening as issuers take advantage of low borrowing costs, the risk to investors is rising. We remain 
focussed on preserving investor capital and providing our investors with strong absolute returns in fixed 
income. Our current significant short duration positioning reflects this. 
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