
Fixed income in a listed portfolio can provide liquidity, regular 
income and diversification benefits. Essentially, fixed income 
assets should provide some certainty and predictability, which 
can be the defensive anchor of a portfolio.

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 respect to 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, 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).

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.

The longer 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.

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?

MAKING SENSE OF THE
FIXED INCOME LANDSCAPE
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VALUATIONS AND 
DURATION AT WORK
There is an inverse relationship 
between bond prices and 
movements in yields. When prices 
rise, yields fall and when prices 
fall, yields rise.

For illustrative purposes, assume a 
$100 face value with an interest rate 
of 5% pa with a duration of 4 years.

INTEREST RATE DECREASE
If interest rates decrease by 2% 
(to 3%) in the first year, the price of 
the bond would increase to $108.

CHANGE IN VALUE = DURATION 
(4) X CHANGE IN YIELD (2) = 8%

INTEREST RATE INCREASE
If interest rates increase 2% (to 7%) 
in the first year, the price of the 
bond would decrease to $92.

CHANGE IN VALUE = DURATION 
(4) X CHANGE IN YIELD (2) = 8%

When investing in fixed income, 
the duration of the investment is 
an important factor to consider 
given the potential implications to 
the investor.

PRICE
$108

YIELD
3%

PRICE
$92

YIELD
7%
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CREDIT RISK
The most significant risk for any 
lender is that the borrower defaults, 
i.e. 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, e.g. 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.

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 can 
also lead to more risk.

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

There are 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. 

Historically only large established 
companies (that have an existing 
credit rating) have been able to access 
Australia’s debt market as borrowers. 

Today, unrated securities are becoming 
increasingly common. These are 
securities issued by borrowers without 

an established credit rating – and may 
include smaller or newer Australian 
companies, and companies that are 
private or family owned that are not 
listed on the Australian Securities 
Exchange (ASX).

MATURITY
How long you lend money for is 
also 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.

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.

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.

PERPETUAL’S CREDIT 
INCOME TRUST
At Perpetual, we believe that credit 
and fixed income assets should 
be the bedrock of an investor’s 
defensive portfolio, as they provide 
a combination of capital stability, 
liquidity and regular income. 
The Perpetual Credit Income 
Trust (the Trust) aims to generate 
sustainable, regular income by 
investing in a diversified portfolio of 
credit and fixed income assets. Due to 
Perpetual’s size and market position, 
the Trust can offer access to credit 
and fixed income assets not typically 
available to individual investors.

MORE INFORMATION
Within Australia: 1300 778 468
Overseas: +61 (2) 9299 9621
www.perpetualincome.com.au

WHERE TO NOW 
FOR FIXED INCOME 
INVESTORS?

Credit spreads, that is the 
returns provided for accepting 
credit risk, are currently at 
reasonable levels. We consider 
the current investment climate 
relatively supportive to holding 
credit risk in portfolios.

Cash and term deposit rates 
are moderately low. Fixed rate 
exposure isn’t cheap and the 
interest rate duration of most 
bond indices has continued 
to lengthen. The risk is on the 
downside if rates begin to rise. 

While a well-constructed fixed 
income portfolio should have 
elements of both interest rate 
and credit risk strategies as 
sources of potential return, a 
bias to short duration credit in 
portfolios may well be prudent 
to hold in the current climate.


