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Amid difficult trading conditions, Financial Advisers face 
a dilemma when constructing defensive client portfolios. 
They need to concurrently address rising inflation, protect 
against capital loss, and deliver investor income. 

In this piece Michael Furey (MF), Principal and Asset 
Consultant at Delta Research & Advisory, and Simon 
Mullumby (SM), Head of Australian Cash and Bonds 
at State Street Global Advisors, join forces to help us 
understand the rapidly changing market landscape 
and implications.

MF: As global economies recovered in the wake of the pandemic, we began to hear the term 
“transitory inflation”, particularly from the US Federal Reserve (Fed). This referred to an accepted 
short-term spike in prices as activity resumed. However, the return to a more ‘normal’ pattern of 
spending wasn’t as expected. What happened was a significant shift from services spending in 
favour of goods consumption. A persistent COVID overhang largely drove this move as people 
continued to avoid face-to-face interactions either through choice or because many restrictions 
remained in place. As a result, we saw higher demand for physical goods, which was met by 
supply-chain constraints and reduced output, so prices began to rise. And as increased costs 
became more entrenched, central banks began to view inflation as a longer-term issue.

MF: Within a bond, there are two components: the interest rate duration and credit spread 
duration. Duration is essentially a mathematical calculation, reflecting the sensitivity of a bond 
price to any yield changes within the two components. So, the longer the duration, whether 
related to interest rates or credit spreads, the greater the price sensitivity. 
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Q1. Why have 
central banks 
quickly pivoted their 
approach to policy 
rates and targets?

Q2. We hear a lot 
about interest rate 
duration and credit 
spread duration, what 
is the difference and 
how do they affect 
a portfolio?
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Q3. At the end of last 
year, interest rate and 
credit spread duration 
were highly correlated. 
How frequently does 
this occur? 

Q4. What do 
multiple US Federal 
Reserve interest-
rate rises mean for a 
bond portfolio? 

For example, if a portfolio has interest rate duration of five years and interest rates rise by 1%, 
then the bond’s price will drop 5 x 1%, which is a 5% capital loss. It’s similar with credit spread. 
If a portfolio has a credit spread duration of 5 and credit spreads widen by 1%, investors will see 
a 5% decline in the credit component of the price, plus whatever happens to the interest rate 
movement multiplied by the interest rate duration.

MF: Traditional Government bonds and Credit play different roles in portfolios. Focusing on the 
US as an example the green line in Figure 1 shows the movement of 5-year US Treasuries (an 
interest-rate proxy). The blue line shows the high-yield spread. In the most recent period we’ve 
had an increase in the five-year bond yield coincide with a slight rise in credit spreads which 
is unusual. 

Taking a longer-term view, when interest rates have risen over the 25 years to end of February 
2022, credit spreads have usually fallen. For instance, in calendar-month terms, the 5-year US 
Treasury bond yield has increased by more than 25 basis points (bps) 71 times out of the past 
302 months. Meanwhile, the high-yield spread has risen by more than 25 bps in 36 of the past 
302 months. However, they have both increased by 25 bps on only three of these occasions — 
and one of those incidents happened recently.

It is worth noting that it definitely doesn’t mean it won’t happen frequently in the future. For 
example, it is very possible that higher interest rates results in higher bond yields, that also 
increases the default probability across the market, thereby increasing credit spreads. It is this 
situation that has occurred during recent months as the higher interest rates have started the 
stagflation scenario which is a recessionary regime brought about high inflation.

MF: The Fed indicated that it could increase interest rates by up to six times this year. So the 
question around index exposure is this: What will happen to the yield curve? 

The yield curve should be viewed in two parts. The shorter end represents what the market 
thinks will happen to cash rates. For example, if inflation looks like it will rise, we can expect the 
shorter end of the yield curve to climb because it is likely the central bank will raise rates. 

However, the longer end has a different meaning. It reflects the longer-term economic impact 
of events, including current interest-rate rises. So, the Fed needs to be careful not to hike rates 
too quickly or too high because the longer end of the yield curve might view this as increasing 
the probability of recession so it won’t necessarily start to climb, but decrease. But if the Fed 
manages to tame inflation and avoid economic damage, we will probably see the longer end of 
the curve rise and provide a pathway for future cash rates. 

Figure 1 
Credit versus 
Duration

  ICE BofA US High 
Yield Index Option-
Adjusted Spread

  5 Year US Tresury 
Bond Yield

Source: Delta Advisory, Federal Reserve Economic Data as of 22 June 2022.
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Figure 2 
The US Yield Curve 

  United States  
(11 Jul 2022)

  1M Ago

 6M Ago

Figure 3 
The Outlook 
for Credit 
US HY OA Spread 
(December 1996– 
June 2022)

Source: http://worldgovernmentbonds.com/country/united-states/. Data as of 3 July 2022.

Source: Delta Advisory, Federal Reserve Economic Data as of 22 June 2022.

If the Fed’s actions are economically harmful, and we need to bear in mind other factors in play 
across the global economy, such as higher food and energy prices, then the longer end of the 
yield curve may drop. Sequentially, index bond returns could potentially serve as a hedge to 
economic outlook.

Q5. What does the 
yield curve tell us 
about the outlook for 
corporate bonds?

MF: If we look at the US high-yield spread, it’s been near historical lows and a few themes are 
in play. According to a recent MSCI report, there is greater volatility among high-yield and 
emerging-market debt segments, particularly in Eastern Europe. This acts as a red flag warning 
that spreads could widen in the short term (& they did!). At the same time, high-yield bonds are 
currently supported by investors’ quest for the inflation-beating returns they’re unlikely to get 
from cash or other bonds, certainly in the US. The recent significant increase in bond yields has 
meant that positive real long term yields from conservative bonds are back in play, and have also 
coincided in a widening of credit spreads.
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It’s also worth pointing out that amid global economic pressure, high-yield default rates were 
around 6% in 2020, whereas investment-grade defaults were much lower, close to zero. From a 
spread perspective, investment-grade bonds look better value than speculative high-yield issues 
at the moment.

http://www.worldgovernmentbonds.com/country/united-states/
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Figure 4 
Credit Default Rates

  Investment-grade

  Speculation-grade

 All Corporates

Source: Moody’s Investors Service.

Q6. Has the 
geopolitical 
environment 
impacted the outlook 
for bond markets?

Q7. Most investors 
have a reasonable 
allocation to 
Australian bonds. 
Can you describe the 
outlook for inflation 
and the Australian 
bond market?
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MF: Core inflation in the US, excluding food and energy, is above target at 8.6%. Meanwhile, 
wage growth is over 11%. If we add the Russia-Ukraine war and the effect it is having on food and 
energy prices, then the Fed has a dilemma whereby overall inflation will remain elevated because 
interest-rate hikes won’t necessarily impact rising oil or commodity costs. However, these two 
elements will still feed through into a broader basket of prices, including goods and services. That 
means the Fed must focus on core inflation (ex-food and energy), which is challenging. Events in 
Europe are also being felt in Australia with higher shipping costs creating additional inflationary 
pressures on top of the COVID-related supply-chain issues that emerged in 2021.

SM: The Reserve Bank of Australia (RBA) had been among the more dovish developed market 
central banks until as recently as April, but took a hawkish pivot quickly, with a bigger-than-
expected rate hike in the middle of an election campaign. On the 3 May 2022 the central bank 
lifted its cash rate target from the record low of 0.1% to a more than expected raise to 0.35%, on 
7 June shocked the market with another rate rise of 50bp and again on 5 July by another 50bp 
to lift the official cash rate to 1.35%. 

Inflation has picked up significantly and by more than expected, with headline inflation coming in 
at 5.1% and underlying inflation at 3.7% (over the year to the March quarter), the highest levels in 
more than two decades. The Bank’s business liaison also suggested that wages growth has been 
picking up, in a tight labour market, with the unemployment rate declining over recent months to 
4% and labour force participation increasing to a record high. The RBA signalled in June that they 
were now expecting headline inflation to be ~7.00% by year end which is significantly higher than 
their explicit comfort band of 2–3%.

Cash futures markets are pricing in even more aggressive monetary tightening by the RBA over 
the next 12 months. As at 30 June the market sees 3.00% as an official cash rate by the end of 
2022 and 3.50% by mid-2023.



Balancing Act — The Defensive Trade Off in a Challenging Fixed Income Market 5

Figure 5 
Australian Inflation 
Expectations Rise
10 Yr Market-implied 
& 1 Year Consumer 
Expectations Lifting

 Break Even (10 year)

  Median Break Even

  Consumer Expectations 
(1 year)

 Trimmed Mean CPI

Figure 6 
Australian Inflation 
Continues to Rise

  CPI Weighted Median  
% Chg- y/y

  CPI Trimmed Mean  
% Chg- y/y

  CPI Total % Chg- y/y

Source: RBA, Bloomberg. Breakeven and consumer expectations data as of 30 June 22. Other data as of 31 March 2022. 
Break-even: Average annual inflation rate implied by the difference between 10-year nominal bond yield and 10-year inflation 
indexed bond yield. Consumer Expectations: Survey measure of consumer inflation expectations; Trimmed mean for 1-year 
ahead annual inflation rate.

Source: State Street Global Advisors Economics, ABS.

Q8. What has this 
environment meant 
for fixed interest 
investors over the last 
few months? 
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SM: Trading conditions for fixed-income securities have been tough over the last 6–12 months. 
There have been some substantial losses, but these were not unexpected after 10 years of 
bond bull market gains. Also, we need to remember that average duration, or the level of risk in 
a bond portfolio, has almost doubled over the past decade. However, bond markets are starting 
to reprice, and it’s hard to see that tough environment abating because yields are rising from 
historic lows. And if you compare fixed and floating rate notes (FRNs), the latter enjoy relatively 
low interest-rate risk. 

One key risk to consider with Floating Rate Notes is the level of credit-spread duration which is 
driven by the final maturity date of the floating-rate note. 
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Figure 7 
A Significant Change 
in Bond Markets

  3 Year ACGB

  10 Year ACGB

Figure 8 
Yield vs Risk. FRNS Offer Better 
Yield Per Unit of Risk Compared 
to Other Bond Market Segments

Source: Bloomberg L.P., State Street Global Advisors as of 6 June 2022. Past performance is not a reliable indicator of 
future performance.

Source: Bloomberg Finance, L.P. as of 30 June 2022. US Treasuries = Bloomberg Barclays US Treasury Index, Global IG Corporates: Bloomberg Barclays Global IG 
Corporate Index, Global Aggregate = Bloomberg Barclays Global Agg Index, MBS = Bloomberg Barclays US MBS Index , US HY = Bloomberg Barclays US Corporate 
High Yield Index, Senior Loans = S&P/LSTA U.S. Leveraged Loan Index, EM Hard Currency = Bloomberg Barclays EM Hard Currency Aggregate Index, Australia Govt= 
Ausbond Govt 0+ index, Australia Credit= Ausbond Credit 0+, Australia FRN=Ausbond Credit FRN 0+ Index.

Q9. How can floating 
rate notes contribute 
to client portfolios 
in the present 
environment?
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3 Year Australian Commonwealth Government Bond price (ex coupon) is down -9.43% since its 2021 peak.
10 Year Australian Commonwealth Government Bond price (ex coupon) is down -19.30% since its 2021 peak.

SM: FRNs reset their coupons every three months, so they can adjust to any marked changes 
in RBA monetary policy. In times of stress, FRNs can potentially be far more palatable for a 
defensive portfolio as they provide a high degree of liquidity and may reduce an investor’s 
exposure to risk.

With the sell-off in yields and bonds facing quite extreme losses over the last three to four 
months, the risk, the interest rate duration of a floating rate note portfolio is very minor.

Looking at Figure 8, you haven’t seen the losses in floating rate notes that you have seen in  
fixed-income bonds. There is spread duration which is a risk in a floating rate note, but the 
interest rate risk of the note is very limited.
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Q10. How are 
market conditions 
affecting portfolio 
construction? 

As mentioned, fixed income is experiencing a difficult time, but this has not been due to pricing 
stress or brokers stepping back from the market. It’s more to do with the continued repricing of 
the curve due to both domestic and off-shore issuance again moving marks wider. 
 
In contrast we’ve seen a lot of domestic banks tap into offshore markets. And this in effect 
repriced secondary market bank curves and moved spreads wider. For example, the TRAXX 
measure of Australian investment-grade spreads has spiked in recent months yet the 
fundamentals for these banks have not changed. Banks remain well positioned with strong 
balance sheets. Wider spreads do provide an attractive entry point for investors that want to 
build a Floating Rate exposure.

SM: Diversification is crucial. Interest rates are moving higher, and “short duration” is an 
appropriate stance. At this moment, though, duration could still pay an important role in a multi 
asset portfolio to hedge against equity drawdowns and economic risk. Retaining some duration 
and spreading risk across the fixed interest spectrum, whether it’s FRNs, asset-backed securities, 
or investment-grade bonds, can provide the potential for a higher level of income.



8Balancing Act — The Defensive Trade Off in a Challenging Fixed Income Market

ssga.com 
Issued by State Street Global Advisors, 
Australia, Limited (ABN 42 003 914 225) is 
the holder of an Australian Financial Services 
Licence (AFSL Number 238276). Registered 
office: Level 14, 420 George Street, Sydney, 
NSW 2000, Australia T: +612 9240-7600.  
F: +612 9240-7611.

The views expressed in this material are the 
views of Michael Furey, Delta Research and 
Simon Mullumby, Head of Australian Cash & 
Bonds through the period ended 6 July 2022 
and are subject to change based on market and 
other conditions. This document contains 
certain statements that may be deemed 
forward-looking statements. Please note that 
any such statements are not guarantees of any 
future performance and actual results or 
developments may differ materially from 
those projected.

This material is general information only and 
does not take into account your individual 
objectives, financial situation or needs and you 
should consider whether it is appropriate for 
you. There is no representation or warranty as 
to the current accuracy of this material, and 
SSGA Australia shall have no liability for 
decisions based on such information. 

Investing involves risk including the risk of loss 
of principal. 

Floating rate securities are often lower-quality 
debt securities and may involve greater risk of 
price changes and greater risk of default on 
interest and principal payments. The market for 
floating rate securities is largely unregulated 
and these assets usually do not trade on an 
organized exchange. As a result, floating rate 
bank loans can be relatively illiquid and hard to 
value. Diversification does not ensure a profit or 
guarantee against loss.

The value of the debt securities may increase or 
decrease as a result of the following: market 
fluctuations, increases in interest rates, inability 
of issuers to repay principal and interest or 
illiquidity in the debt securities markets; the risk 
of low rates of return due to reinvestment of 
securities during periods of falling interest rates 
or repayment by issuers with higher coupon or 
interest rates; and/or the risk of low income due 
to falling interest rates. To the extent that 
interest rates rise, certain underlying 
obligations may be paid off substantially slower 
than originally anticipated and the value of 
those securities may fall sharply. This may 
result in a reduction in income from debt 
securities income.

Bonds generally present less short-term risk 
and volatility than stocks but contain interest 
rate risk (as interest rates rise bond prices 
usually fall); issuer default risk; issuer credit risk; 
liquidity risk; and inflation risk. These effects are 
usually pronounced for longer-term securities. 
Any fixed income security sold or redeemed 
prior to maturity may be subject to a substantial 
gain or loss.

All the index performance results referred to 
are provided exclusively for comparison 
purposes only. It should not be assumed that 
they represent the performance of any 
particular investment.

Government bonds and corporate bonds 
generally have more moderate short-term price 
fluctuations than stocks but provide lower 
potential long-term returns.

BLOOMBERG and BLOOMBERG INDEXES are 
trademarks or service marks of Bloomberg 
Finance L.P. Bloomberg Finance L.P. and its 
affiliates (“collectively, “Bloomberg”) or 
Bloomberg’s licensors own all proprietary right 
in the BLOOMBERG INDEXES. Bloomberg does 
not approve or endorse this material and 
disclaim all liability for any loss or damage of 
any kind arising out of the use of all or any part 
of this material.

This document may contain certain statements 
deemed to be forward-looking statements. 
All statements, other than historical facts, 
contained within this document that address 
activities, events or developments that SSGA 
expects, believes or anticipates will or may 
occur in the future are forward-looking 
statements. These statements are based on 
certain assumptions and analyses made by 
SSGA in light of its experience and perception of 
historical trends, current conditions, expected 
future developments and other factors it 
believes are appropriate in the circumstances, 
many of which are detailed herein. Such 
statements are subject to a number of 

assumptions, risks, uncertainties, many of 
which are beyond SSGA’s control. Please note 
that any such statements are not guarantees 
of any future performance and that actual 
results or developments may differ materially 
from those projected in the forward-
looking statements.

All information is from SSGA unless otherwise 
noted and has been obtained from sources 
believed to be reliable, but its accuracy is 
not guaranteed.

The information provided does not constitute 
investment advice and it should not be relied on 
as such. It should not be considered a 
solicitation to buy or an offer to sell a security. It 
does not take into account any investor’s 
particular investment objectives, strategies, tax 
status or investment horizon. You should 
consult your tax and financial advisor.

The whole or any part of this work may not be 
reproduced, copied or transmitted or any of its 
contents disclosed to third parties without 
SSGA Australia’s express written consent.

© 2022 State Street Corporation. 
All Rights Reserved. 
ID1117653-4835185.1.1.ANZ.RTL 0722
Exp. Date: 31/07/2023

About State Street 
Global Advisors

Our clients are the world’s governments, institutions and financial advisors. To help them achieve 
their financial goals we live our guiding principles each and every day:

• Start with rigor
• Build from breadth 
• Invest as stewards 
• Invent the future 

For four decades, these principles have helped us be the quiet power in a tumultuous investing 
world. Helping millions of people secure their financial futures. This takes each of our employees 
in 30 offices around the world, and a firm-wide conviction that we can always do it better. As a 
result, we are the world’s fourth-largest asset manager* with US $4.02 trillion† under our care.

* Pensions & Investments Research Center, as of December 31, 2020. 
†  This figure is presented as of March 31, 2022 and includes approximately $73.35 billion USD of assets with respect to SPDR 

products for which State Street Global Advisors Funds Distributors, LLC (SSGA FD) acts solely as the marketing agent. 
SSGA FD and State Street Global Advisors are affiliated.

http://ssga.com

