
Today’s Case for Floating Rate Notes 

When thinking about the exposure to duration and credit 
in your client’s portfolios, there are a number of factors 
to consider aside from valuation. In this piece we explore 
how Floating Rate Notes (FRNs) can complement 
duration within a portfolio.

The current environment is a challenging one for Asset Allocators. Whilst inflation numbers have 
peaked in the US, other parts of the globe are still experiencing inflation levels that haven’t been 
seen in decades. 

Central banks remain hawkish and the risk of policy misstep is increasing. This begs the question 
— is now the right time to increase duration given that the risks of a recession are increasing? 
And how should we think about duration given that stocks and bonds have moved with positive 
correlation over the last year? Will this continue through 2023?

Whilst most would agree that the relative attractiveness of duration has improved, the return 
journey for bond investors is unlikely to be a smooth one for the simple fact that a 30 year bond 
bull market cannot be unwound over a 12 month period. 

We’ve also seen more noise and uncertainty in markets driven by a shift from central 
bank monetary policy synchronization, to more divergent policy settings to manage local 
inflation conditions. 

When thinking about the exposure to duration and credit in your client’s portfolios, there are 
a number of factors to consider aside from valuation. In this piece we explore this further but 
remain strong advocates of Bank issued Floating Rate Notes.

Australian inflation continues to surprise to the upside and is now amongst the highest in 
Developed Markets. The Reserve Bank of Australia (RBA) was the first central bank to downshift 
to 25bp hikes in October 2022 and the consequence of this has been the lengthening of the 
domestic rate hiking cycle. 

Australia released its highest inflation print of 7.8% (YOY up from 7.3% the previous quarter1) 
which is the steepest inflation increase since 1990. Australian inflation is also expected to 
remain elevated and the RBA has also upgraded its forecast for peak inflation to 8%.2 It has 
also increased expected inflation levels through 2023 and 2024 which has ramifications for 
domestic bonds. Investors can expect the cash rate to continue to rise to a level that is closer 
to 4% in 2023. 

Household consumption continues to be strong and the tightness in the labor market is likely to 
lead to a degree of wage inflation. Adding further fuel to Australia’s situation is China’s economic 
reopening as it supports increased demand for commodities such as iron ore, coal and LNG to 
further fuel growth and inflation impulses across the resource-heavy economy of Australia. 
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the Upside
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2. Central Bank Action 
is Becoming More 
Nuanced Causing 
Further Volatility 

Figure 1 
Australia’s Core CPI 
Now the Highest 
Among Developed 
Markets and Still 
Hasn’t Inflected 

  Australia (Excluding 
Volatile Items)

  US

  UK

  Eurozone

Figure 2 
Divergence Between 
Central Banks’ 
Expected Future 
Course of Action 
Number of 25 bps 
Rate Cuts Priced 
1 Year After Reaching 
Terminal Rates

  Fed

 BOC

 RBNZ

 BOE

 ECB

 RBA

Source: Bloomberg Finance L.P., as of 28 February 2023. Inflation data comes with a lag of 1 month. Using the Monthly all CPI 
excluding volatile items for Australia as its trimmed CPI is released only quarterly.

Source: Bloomberg Finance L.P., State Street Global Markets as of 17 February 2023.

The course of future monetary policy settings are becoming more nuanced in response 
to increasingly divergent inflation conditions. The narrative, objectives and the pathway of 
one central bank no longer applies to others anymore. The curves that have the greatest 
downslope, signal each of the major central bank’s inflation-fighting credibility to tightening 
into a recession, to reach inflation targets. It may also signal a propensity to eventually loosen 
as economies respond. 

The difference across regions in Figure 2 tells a story in itself about the different expected drivers 
and stickiness of expected inflation. 
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The rate hiking environment of 2022, saw a positive correlation develop between stocks and 
bonds and investors should remain aware that this relationship (see Figure 3) could remain in 
place well through 2023.

3. Equity and 
Bond Relationships 
are Likely to 
Remain Positive 

Figure 3 
Unprecedently 
Higher and Longer 
Positive Stock-
Bond Correlation 
Weekly Australian 
Equity-Bond 
Correlations

Figure 4 
Australia IG Yields 
Now Offer More Than 
Equity Dividend 
Yields, the First 
Time Since 2014

  S&P ASX 200 Dividend 
Yield (%)

  Australia Corporates — 
Effective Yield (%)

Source: Bloomberg Finance L.P., State Street Global Advisors as of 2 March 2023. 
S&P/ASX 200 Index & BBG Ausbond Composite 0+Yr Index used to represent Equity and bond Markets respectively. 
Correlations have no unit.

Source: Bloomberg Finance L.P., BofA as of 2 March 2023.

Defensive portfolios typically hold a mixture of cash, duration and credit. Whilst duration looks 
more attractive today than the last 5 years, so do parts of the credit market. 

Movements in Australian corporate bonds have been broadly consistent with global 
developments and Australian Investment Grade (IG) yields have now repriced tighter 
financialconditions faster and more extensively than equities (see Figure 4). 
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While credit markets still face challenges due to risks centered on tighter monetary conditions 
and earnings disappointment, spreads have moved significantly wider already and higher quality 
investment grade corporates offer good value at 180 bps of spread. This is especially the case on 
an all-in-yield basis at levels of close to 5% .

Australian corporates have low leverage by global standards, and while earnings growth will 
decline in aggregate through 2023, there are some sectors that will deliver positive earnings 
growth in FY23 and this is particularly the case for the banking sector. 

Returns from domestic credit are at much healthier levels than the last decade providing 
attractive compensation to investors for risks and a good entry point for forward looking 
expected returns (see Figure 5). The buffer from spread income can also help to lift total returns 
from defensive portfolios if correlations between bonds and equity continue to remain positive.

Figure 5 
Deploying Capital at 
these Spread Levels 
Have Given Good 
Returns Historically
Forward Returns from 
Different Starting 
Spread Levels (%)

  Avg 1 Year Excess 
Returns over Govt (%)

  Avg 3 Year Excess 
Returns over Govt (%)

Source: BofA as of 28 February 2023. Govt = Australian Government Bond.

Credit can take many forms, with a wide range of instruments with varying credit ratings and 
seniority across the capital structure. Maturity is also an important consideration for investors as 
some credit securities offer bullet maturities whilst others may run to perpetuity. An undefined 
maturity can make these securities difficult to price during times of market stress. This can lead 
to liquidity risk and force holders to be price takers during difficult market conditions and suffer 
capital losses. 

The most common forms of credit ranges from Global High Yield, to Investment Grade 
Corporate, Residential Mortgage Backed Securities (RMBS), Hybrids and Floating Rate Notes. 

We recognize that High Yield exposure has its place in a diversified portfolio and nominal spread 
levels look attractive today at 426 bps/440 bps for US/Euro HY. However these spread levels 
price in a default rate scenario of 2–2.5% which is optimistic given that we are entering the later 
stages of the corporate cycle where high yield bonds are more vulnerable to risks of a downturn 
and a global recession compared to IG bonds. 

We expect High Yield default rates to approach 4%/3.5% for US/Euro HY in 2023 and believe 
that investors may be best to wait for more attractive entry levels. 

4. The Relationship 
Between Spreads, 
Credit Quality 
and Liquidity?
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RMBS are issued as a type of floating rate note, backed by pools of residential home loans. While 
low interest rates and rising house prices have been a tailwind for this sector, we are now entering 
a period where this will become a significant headwind with house prices falling 6.9% in 2022.3 

Despite several cash rate rises this year, prime mortgage arrears have remained at record lows, 
while non-confirming mortgage arrears have started to rise off low levels4 (see figure 6). The rise 
in arrears has been delayed by savings buffers and a strong labor market, but we expect this to 
eventually catch-up, as borrowers with fixed loans roll off and switch to much higher variable 
levels in 2H 2023.

Loan to Value ratios remain strong for both prime and non-confirming loans (see figure 7) and 
this has helped to cushion losses from borrower defaults to date. However lower rated tranches 
non-confirming RMBS have started to see some pressure with pricing well wide of initial guidance 
(see figure 8). 

While RMBS may offer attractive spreads the pool characteristics of each RMBS issuance is 
unique and a selective approach is required. The Global Financial Crisis (GFC) taught investors 
not to rely on external ratings in each tranche of issuer pricing. Investors in RMBS should 
remain selective and consider the seniority of the tranche, credit quality and whether there 
is appropriate compensation for credit and liquidity risk. 

RMBS — Residential 
Mortgage 
Backed Securities

Figure 6 
A Glut of Supply of 
Mortgages Which 
Don’t Confirm to 
Major Banks Criteria 
of a Prime Loan

  Prime

 Non-Confirming

Source: Bloomberg Finance L.P., Australian Securitisation Forum, as of 11 January 2023.
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Figure 7 
Solid LTVs
Loan-to-Value 
Ratios (%)
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 Non-Confirming

Source: S&P.
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Figure 8 
Issuance of RMBS 
by Non-Banks 
has Increased 
and Spreads 
Have Widened
Australian RMBS

  Major

 Other Bank

 Non Bank

 Non-Prime

 Non-bank Prime

 Bank Prime

Source: RBA as of November 2022.  
*Face value weighted quarterly average of the primary market spread to bank bill swap rate for AAA-rated notes.  
Non-resident RMBS pricing not included.
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Hybrids can also present as an attractive source of income to portfolios, however they also offer 
the opportunity to convert to equity at a future date. 

There are many different kinds of hybrid securities such as preference shares, convertible 
notes, capital notes with different terms and conditions. They also add quite significant credit 
risk with a higher chance of absorbing losses since they are often ranked just above equities in 
an issuer’s capital structure. They are also less liquid when compared to other domestic fixed 
income products, and are sensitive the returns from equities increasing equity correlation. In the 
following graphs (Figures 9, 10 & 11) we compare the risk and return characteristics of different 
domestic asset classes, along with their capital preservation characteristics given by avoidance 
of drawdowns as well as their income per unit of risk offered. 

We agree that there’s a case to bring duration back to more neutral levels in portfolios, however 
we continue to favor high quality investment grade credit risk over duration in the near term, 
being positioned in quality, senior issues in the capital structure. 

Australian Floating Rate Notes offer a coupon that is set at a margin over the bank bill swap rate 
(BBSW), which resets on a quarterly basis in line with changes in the cash rate. An added benefit 
of Bank Floating Rate Notes is they are highly liquid instruments and can complement cash in 
defensive portfolios. This dry powder can be deployed tactically as investment opportunities in 
growth assets arise.

Hybrids

Bank Issued Floating 
Rate Notes 
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Figure 9 
15 Year Risk/Return 
of Australian Assets

Source: Bloomberg Finance L.P., as of 31 December 2022.
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In an environment of prolonged hawkishness, Bank Floating Rate Notes can complement 
duration. They provide a high quality investment grade exposure to well capitalized banks who 
benefit from an expanding net interest margin (NIM), provide an attractive income and strong risk 
adjusted returns relative to other segments of the fixed income complex. This provides a strong 
short term and medium term case for an allocation in defensive portfolios.

Figure 10 
The Need to 
Choose Carefully 
to Protect Capital
Last 15 Year 
Drawdowns

 Australia Equities

 Australia Govt

 Australia FRN

 Australia Credit

 Australia Cash

 Australia Inflation Linked

 Australia Hybrids

Source: Bloomberg Finance L.P., as of 31 December 2022.
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Endnotes 1 Source: RBA as of 31 December 2022.

2 Source: RBA as of 31 November 2022.

3 Source: S&P.

4 Source: S&P.

Figure 11 
FRNs Offer Better 
Yield per Unit of 
Risk Compared 
to Other Bond 
Market Segments
Last 15 Year 
Drawdowns

 Yield to Worst (%)

 Duration (yrs)

  3 Yr Standard Deviation 
(Weekly Returns) (%)

  Yield Per Unit of  
Volatility (RHS)

Source: Bloomberg Finance L.P., as of 31 December 2022.
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views of the Fixed Income Strategy Team 
through the period ended 28 February 2023 
and are subject to change based on market 
and other conditions. This document contains 
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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 
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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 29 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 $3.48 trillion† under our care.

* Pensions & Investments Research Center, as of December 31, 2021. 
†  This figure is presented as of December 31, 2022 and includes approximately $58.60 billion USD of assets with respect 
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