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• Fixed rate bonds in Australia and other Developed 
Markets (DM) have been hit hard in 2022, driven by the 
rapid shift to ultra-hawkish monetary policy in response 
to inflationary concerns.

• Divergence has emerged over the expected pace and 
level of interest rate hikes among countries. Markets are 
also pricing the possibility of easing, given increasing 
recessionary risks.

• Pressure will remain on bond yields for some time. In 
the Australian context, risks of further tightening by 
the Reserve Bank of Australia (RBA) to limit monetary-
policy divergence vs the Federal Reserve (Fed), coupled 
with higher net supply of bonds and lower demand 
could also weigh on government bond returns.

• Inflation remains persistently high and is unlikely to 
change course which will keep bond volatility high. 
This underpins the continued attractiveness of 
Australian Floating Rate Notes (FRNs).

• Fundamentals and earnings of Australian banks, the 
main issuers of FRNs in Australia, are expected to 
remain resilient — with strong asset quality, despite 
slowing credit cycle.
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Current Background Continued upside surprises in inflation, driven by both demand and supply side factors have 
forced central banks to raise rates much faster and in bigger increments this year than markets 
ever expected. With inflation so high and now driving second round effects in wages, any near-
term reversal in policy rates seems highly unlikely.

This acceleration in rates has led to dismal returns for duration and credit-sensitive fixed 
income, as well as all growth assets (Figure 1). The expected diversification/downside protection 
from traditional bonds has failed, with what is now the longest stretch of positive equity-bond 
correlations in the past 20 years (Figure 2). 

Figure 1 
FRNs Are Well Placed 
(YTD Returns)

  Australia

  Global

Source: Bloomberg Finance L.P., as of 13 October 2022. Past performance is not a reliable indicator of future performance. 
Index returns are unmanaged and do not reflect the deduction of any fees or expenses. Index returns reflect all items of 
income, gain and loss and the reinvestment of dividends and other income as applicable. 
Australia Credit = Bloomberg AusBond Credit FRN 0+ Yr Index. Australia Govt = Bloomberg AusBond Govt 0+ Yr Index, 
Australia FRN = Bloomberg AusBond Credit FRN 0+ Yr Index, Australia FI Composite = Bloomberg AusBond Composite 
0+ Yr Index, ASX 200 = S&P/ASX 200 Index, Global Credit = Bloomberg Global Aggregate Corporate Total Return Index, 
Global Govt = Bloomberg Global-Aggregate Treasuries Total Return Index, US FRN = ICE BofA US Floating Rate Corporates 
Index, Global Agg = Bloomberg Global-Aggregate Total Return Index, MSCI World = MSCI World ex Australia Index.
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Figure 2 
Positive Correlation 
of Asset Markets, 
Given the Inflationary 
Backdrop, has 
Compounded 
Matters in the  
Sell-Off this Year
Australia Equity-
Bond Weekly Return 
Correlations

Source: Bloomberg Finance L.P., as of 13 October 2022. Past performance is not a reliable indicator of future performance. 
Index returns are unmanaged and do not reflect the deduction of any fees or expenses. Index returns reflect all items of 
income, gain and loss and the reinvestment of dividends and other income as applicable.
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The RBA went against market expectations in its October meeting, delivering a dovish 25bps 
hike. It has given a higher priority to domestic concerns, given developments in the A$10 trillion 
housing market, where price declines have occurred for a fifth consecutive month. While housing 
markets have been declining across the world, in Australia a large proportion of mortgages are 
variable rate (almost 93% of 3 year-vintage new loans in Australia, the highest globally) combined 
with high household debt to income (Figure 3), means that Australia’s households are more 
susceptible to the impact of larger rate hikes.

With the full effects yet to be felt in mortgage payments, the RBA took the more gradual 
approach. The outlook for future hikes remains finely balanced and data driven. On the one hand 
Australia has strong economic fundamentals, as evidenced by an extremely tight labor market 
(at a 50 year low unemployment), and economic growth boosted by a record level of the terms 
of trade. On the other hand, we have seen recent declines in consumer confidence and inflation 
expectations, as well as modest moves lower in commodity prices. The recent RBA move has 
led markets to assign a higher threshold for further outsized hikes in the near term, with three to 
four 25 bps hikes through the next 6–7 months. Currently the terminal rate for this cycle is priced 
in at 3.9–4.0% by 2Q’23 (Figure 4).

In contrast, in the US, the Fed has remained among the global leaders in fighting inflation and it 
looks almost certain to deliver a fourth straight 75 bps interest rate hike in November. Inflation 
continues to surprise to the upside with September’s core consumer price index (CPI) hitting 
6.6% from a year ago, the highest level since 1982 — climbing 0.6% for a second month. Headline 
CPI rose 0.4% in September versus August, even as the annual rate slowed slightly to 8.2% from 
8.3%. This persistent inflationary backdrop is likely to keep the Fed on the front foot in the fight 
against inflation globally. Markets are pricing in 150 bps worth of hikes through 1Q’23, and for  
the terminal rate to settle around 4.70% with further upside surprises possible until the fight  
is won. However, markets are beginning to anticipate an economic slowdown as a result of  
such significant hiking, yet only a marginal retracing of these front-loaded rate hikes is 
evident (Figure 4).

Central Bank 
Divergence to Achieve 
Similar Goals

Figure 3 
Australia’s High 
Household Debt 
to Gross Domestic 
Product (GDP) May 
Explain the RBA’s 
Gradual Approach
Household Debt to 
GDP (%)

Source: The Global Economy. Latest available data (31 March 2022).
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Figure 4 
More Front-Loading 
and a Higher Peak 
Rate is Priced in the 
US, When Compared 
to Australia
Implied Policy Rate 
Path (%)

  Australia —  
12 October 2022

  Australia —  
September Monthend

  US —  
12 October 2022

  US —  
September Monthend Source: Bloomberg Finance L.P., as of 12 October 2022.
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Figure 5 
The RBA Step 
Down Has Led to 
Greater Contrast 
on Curve Shapes 
Versus the US
Treasury Yield Curve

  Australia

  US

Source: Bloomberg Finance L.P., as of 13 October 2022.
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For domestic bond investors, we believe it makes sense to be defensively positioned on duration 
risk in the medium-term, given bearish global rates, the inflation backdrop, and weaker demand 
for government bonds domestically. The technical backdrop is also challenging with A$125Bn of 
new issues forecast.1 This represents a 25% increase over previous years. 

Investors have also begun to re-price credit risk premia globally, as higher input costs from 
rate rises and inflation begin to squeeze corporate margins. This coincides with tighter credit 
conditions and a weaker consumer. However, there is a strong argument for Australia to be 
less exposed given stronger credit fundamentals. Corporates are well capitalised and the 
Australian market offers a relatively stronger macroeconomic backdrop compared to US and 
Eurozone, reflected in a recent record high terms of trade. This has been reflected in the relative 
performance of Australia’s equity market (Figure 6). Furthermore, key NAB Business Survey 
measures are above the 10-year average (Figure 7). Australian Banks in particular seem strongly 
positioned, with major bank net interest margins (NIMs) to rise, as they have been slow to reprice 
their deposits higher through this tightening cycle, while they have fully passed on the hikes to 
their mortgage customer. Australian Banks also benefit from lack of any significant credit quality 
issues. Indeed, JP Morgan has increased Australian banks’ earnings per share (EPS) estimates by 
~8% on avg in FY23 and ~5% in FY24 on the back of this significant NIM expansion.

(Still) Too Soon for 
Duration Risk
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Figure 6 
Australia’s Tilt 
Towards Value 
Stocks and its Strong 
Banking Sector 
Reflected in Returns
YTD Equity Market 
Returns (%)

  Australia

  US

  Australia — Banks

 US — Banks

Source: Bloomberg Finance L.P., as of 13 October 2022. Past performance is not a reliable indicator of future performance. 
Index returns are unmanaged and do not reflect the deduction of any fees or expenses. Index returns reflect all items of 
income, gain and loss and the reinvestment of dividends and other income as applicable. 
Australia = S&P/ASX 200 Index, US = S&P 500 Index, Australia — Banks = S&P/ASX 200 Banks (Industry) Total Return 
Index, US — Banks = S&P Banks Select Industry Index. 
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Figure 7 
NAB Business 
Survey 

Source: JP Morgan as of 11 October 2022.
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Australia Banks’ credit spreads have continued to drift wider in line with broader corporate 
spreads onshore and off-shore (Figure 8). While fundamentals remain strong, this weakening 
has been driven by the new bond supply (Figure 9), as banks look to replace the cheap funding 
initiated by RBA which was available during the Covid-19 pandemic.

Banks have been compelled to issue bonds with additional spread concessions to attract 
investors in a volatile market. This has subsequently lead to market repricing. These higher yields 
on high quality credit are likely to attract demand from income-oriented investors. We anticipate 
that Australian spreads can compress from here creating more positive outcomes for investors. 
We expect investors to favour higher quality credit strategies and value liquidity to build greater 
portfolio resiliency during economic weakness. Therefore, high quality credit such as banks, that 
are senior in the capital structures, will remain attractive until such time as the outlook is clearer 
globally. Therefore this strategy provides an attractive strategic and tactical investment options 
for portfolios as it offers the flexibility to rotate back into duration risk tactically when there are 
stronger signs that inflation and associated rate hikes are past their peak.

FRNs Offer an 
Attractive Strategic 
and Tactical 
Investment Option
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Figure 8 
Heavy Bank Issuance 
in 2022, Compared 
to Past 2 Years

  Fixed

 Floating

  Total

Source: Bloomberg Finance L.P., as of 30 September 2022.
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Figure 9 
Australia 
Corporate Spreads 
have Widened 
Significantly  
and Start to  
Screen Cheap

  Banking

  Overall Corporates

Source: BoFA, as of 30 September 2022.
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Australian investors looking for a stable source of income and total return in the current market, 
might look to consider high quality FRNs, which provide credit exposure that complements 
cash and domestic fixed income. The Australian Floating Rate Bond market is dominated (90%) 
by investment grade bonds issued predominantly by domestic and foreign banks and other 
lending institutions. Australian FRNs are attractive not only because of their fundamental and 
valuation qualities outlined above, but also because of the floating coupon they pay, set at a 
margin over the bank bill swap rate (BBSW), which has historically followed movements in the 
cash rate very closely.

With the Cash Rate expected to stabilise at cycle highs of 4.2%–4.5%, this is a compelling high 
yielding, low volatility asset that has limited duration risk (maximum of 90 Days). This income/
yield has recently provided a cushion against any further spread widening, which is the reason 
why FRNs have started to recover since August 2022 onwards. FRNs are also providing investors 
with an attractive, stable source of risk-adjusted return relative to other segments of the fixed 
income market (Figure 10), making a strong case for the asset as the markets adjust to this higher 
inflation reality.
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Figure 10 
FRNs Offer Better 
Yield Per Unit of 
Risk Compared to 
Other Bond  
Market Segments

 Yield to Worst (%)

  Duration (yrs)

  Yield Per Unit of 
Volatility (RHS)

  3 Yr Standard Deviation 
(Weekly Returns) (%)

Source: Bloomberg Finance, L.P., as of 12 October 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.
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Endnote 1 Source: Australian Office of Financial Management as of 30 April 2022.
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of principal.
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