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INVESTMENT INSIGHTS

Inside the bond market sell-off

Jay Sivapalan, Head of Australian Fixed Interest at Janus Henderson, discusses what caused February's bond
market volatility and how the team are actively navigating the challenging conditions.

. Jay Sivapalan

'9 Head of Australian Fixed Interest
Over February the Australian bond market! was down
approximately 3.5%, suffering its biggest negative monthly
return since 1983. In combination with its negative return in
January, this episode essentially wipes 80% of the bond
market's 2020 returns. Meanwhile, the 10 Year Australian

Government bond yield has almost tripled since the lows
experienced in 2020.

While only the rates market has been affected so far, in our
view this could extend into risk assets (such as equities, high
yield and investment grade credit) if central banks don't
intervene in a coordinated fashion to avoid a ‘taper tantrum'’
style sell-off.

The ingredients for a bond market sell-off have been brewing
for some time, and while hard to predict the turning point, as
active managers we must be poised to re-position our
portfolios and identify investment opportunities.

The three forces responsible
1. Rising inflation expectations:

e There has been a meaningful lift in inflation expectations
over the past quarter resulting from positive sentiment
around the post COVID-19 recovery and reflation.

e This has been largely driven by vaccination programs
getting underway and central banks’ and governments’
commitment to supporting economies back out of the
crisis.

e The rapid turnaround is depicted by the 10-year
breakeven inflation rate shown in Chart 1 below. Inflation
expectations are many times higher than the low point
experienced in March 2020 and have now crept up into
the Reserve Bank of Australia’s (RBA) inflation rate
target.

Chart 1: Australian 10-year breakeven inflation rate (%)
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Source: Bloomberg, ABS, Australian 10-year breakeven inflation rate to 4 March 2021.
2. Rising cash rate expectations:

e |n Australia, cash rate expectations suggest an RBA
cash rate of 3% by late 2028. As at 26 February, with
three- and 10-year Australian Government bond yields
at 0.127% and 1.91% respectively, there is an
embedded expectation that cash rates will rise very
quickly, surpassing pre-COVID monetary policy settings
into ‘tight’ cash rates.

e To illustrate the shift in cash rate expectations, the chart
below depicts the market’s pricing of the future path of
cash rates on 26 February 2021 (orange curve), which
is nearly three times higher than the market pricing
back in October 2020 (blue curve).

Chart 2: Australian implied OIS forward 1m cash rate (%)
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e Interest rate risk (or duration), which is the sensitivity of
bond markets to movements in bond yields, is a key risk
for fixed interest investors to manage. The pre-
conditions for adverse outcomes from the bond market'
had been brewing for a while given it is featuring a
potent combination of record high levels of duration and
record low bond yields. In general terms, and for
illustrative purposes only, the effect of six years of
duration essentially means that, even a 1.0% rise in
bond yields would result in a 6% decline in capital for
index investors.

Chart 3: Yield to maturity and modified duration on the
Bloomberg AusBond O+ Yr Index
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Source: Janus Henderson Investors, as at 31 December 2020. Index: Bloomberg
Ausbond Composite O+ Yr Index. Note: Past performance is not a reliable indicator of
future performance.

3. Question marks over central bank commitment:

e Despite the asset purchase programs and dovish
rhetoric from central banks, markets are pricing in an
earlier return to the RBA tightening monetary policy than
the 2024 conditional commitment they've made.

e Markets are now challenging the central banks on
whether they will stay the course with forward guidance
and yield curve control (YCC) measures over the next
three years.

How we are navigating the turmoil

Effectively navigating the more volatile rising rate environment
at the key turning points will be vital given the magnitude of
interest rate risk (duration). Ultimately, as yields rise, we
believe it is worth taking some duration risk to capture higher
yields, especially if markets overshoot.

Higher bond yields when cash rates are anchored at close to
zero present very steep yield curves and the opportunity for
investors to participate in both the yield and roll-down effect
that adds to performance.

Today a 10-year risk free government bond, if nothing
happens in markets over the next year, can deliver a return
that's at least twice that of a five-year major bank floating rate
corporate bond?. These are exactly the type of opportunities
active managers wait for even if some volatility in the near-
term needs to be tolerated. One will only know after the fact
whether the strategy went too early or too late.

The team have also been focusing on capital preservation
strategies to protect against a breakout in inflation
expectations.

Investment strategy overview

Rates:

Duration:
e We have gradually bought into the weakening bond

market, with the expectation of higher returns in the
future.

e While a plausible case can be made for bond yields
gradually lifting over the medium to long term, the
recent sharp price action seems to have brought
forward that theme too quickly.

e Buying duration early will necessarily bring some near-
term drawdown in return, but one can rarely pick
turning points and only in hindsight will it be obvious.

e QOur focus is on having the largest active position at the
turning point, as it will be too late to position after
markets have turned.

Inflation protection:

e QOur sizeable allocation to inflation linked bonds has
largely served the purpose of protecting portfolios
against the market's expectation of a sharp lift in
inflation. However, the best time to own inflation
protection is when others don't want it or are not
thinking about it, and that time is now gradually
passing.

e As such, we have taken some profit through the sale of
some of our holdings of government inflation linked
bonds, though we have retained some exposure in
order to reduce the impact of inflation expectations
rising even higher should they break out to the upside.

Spread sectors3:

Having participated in the meaningful rally of spread sectors,
we feel prudent to take some profit while valuations are at
peak levels in the post-COVID market rally.

Semi-government debt:
e We have more than halved our semi-government bond
position amid dissipating relative value.
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Credit protection:
e We have added some credit protection (through credit
default swaps) as a means of more quickly reducing
spread sensitivity to tail risk events.

Investment grade credit:
e We have reduced some investment grade credit in
order to more selectively participate in key primary
market debt issuance.

High yield:
e We have reduced holdings of high yield credit.

We are intentionally still exposed to credit markets, but the
above provides some room for risk taking should markets
become unstable.

This year is shaping up to be one where active interest rate
strategies, including taking advantage of higher yields, may
overshadow excess returns from spread sectors.
Accordingly, our strategies will emphasise this from time to
time as prevailing market conditions offer investment
opportunities. While we expect some volatility and
drawdown, near-term volatility presents an opportunity for
active managers. Ultimately, higher bond yields restore the
defensive characteristics and create better value for the
asset class.

1. Australian Bond Market as measured by the Bloomberg AusBond Composite O+
Yr Index.

2. Based on no change to the current bond yield of 1.91% for 10-year Australian
Government bonds and the estimated yield of an Australian five-year major bank
floating rate notes of 0.45% (as at 26 February 2020).

3. The above are the Portfolio Managers’ views and should not be construed as
advice. Sector holdings are subject to change without notice.
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Quick view: The implications of rising inflation

Jay Sivapalan, Head of Australian Fixed Interest at Janus Henderson, explains how the team are actively

managing the impact of rising inflation expectations.

Jay Sivapalan
Head of Australian Fixed Interest

;A

Economies are emerging from one of the largest economic
downturns in modern history, even if it was only short-lived.
As the recovery takes hold off a low base, near-term growth
is likely to be quite strong. Those areas of the economy that
have been particularly disrupted are likely to struggle to
respond quickly, creating some near-term upward pressure
on prices and inflation.

Once this initial phase of recovery passes, medium-term
growth is likely to normalise, with a labour market that still
has some spare capacity. This is particularly the case when
viewed from an underemployment and underutilisation
perspective. Spare capacity in the labour market is likely to
take some time to tighten before sustainable inflation can be
observed.

Chart 1: Percentage of labour force (%)
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Investors, data to latest available. Note: *full-time workers on reduced hours for
economic reasons and part time who would like and are available to work more hours.

NAIRU: Non-accelerating inflation rate of unemployment.

Over the longer-term, central banks and governments (in our
assessment), will err on the side of creating a slightly higher
level of inflation than perhaps they've targeted in the past.

The primary motivation for this is twofold: First, to avoid the
disinflationary trend we observed pre-COVID leading
towards a ‘Japanification’ path (i.e. weak rates of growth and
low inflation despite accommodative monetary and fiscal
policy). Second, to be able to grow economies out of the
huge sums of debt that is now present in economies by
inflating it away. Rising wages, corporate revenues and tax
collections all help deal with the stock of debt. A pre-
condition for higher inflation to be achieved would be
continuous easy monetary and loose fiscal policy for some
time to come.

In short, we expect some near-term pickup in inflation but
would agree with the central banks that it is likely to be
transitory and some time away still until inflation more
sustainably picks up.

Inflation pricing

As for the market’s ‘expectations’ for inflation, that's a whole
other dynamic — and markets rarely price perfectly or
rationally. Break-even rates on inflation-linked bonds are living
evidence of this phenomenon.

For two to three years now, break-even rates had been falling
to a little below the Reserve Bank of Australia’'s (RBA) target
band for 10-year terms. In 2020, these rates fell close to zero,
implying markets expected no inflation over a decade.
Recently inflation expectations have lifted dramatically, getting
into the RBA’s 2-3% target band as illustrated in Chart 2
below.

Chart 2: Australian 10-year breakeven inflation rate (%)
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Source: Bloomberg, ABS, Australian 10-year breakeven inflation rate to 4 March 2021.

Markets can and do overshoot fundamentals, and the recent
rise is a good example of this. Markets can go further towards
and beyond 3% if they become frightened over policymakers
over-stimulating economies.
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For investors, it is the pricing of inflation that matters most.
It's valuable to buy inflation protection when others don't
want it or don't price it in and to sell inflation protection
when market participants expect high inflation outcomes
(which may or may not happen).

Chart 3: Australian 10-year break-even inflation rate
(%) & Active inflation-linked duration (Years)
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Source: Bloomberg, as at 31 January 2021. Note: Based on the Janus Henderson
Australian Fixed Interest Fund — Institutional.
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It is on this basis that we have purchased (with a peak
holding in March 2020 when inflation expectations were at
their low point) a good allocation to inflation protection via
inflation-linked bonds in our various portfolios. For illustrative
purposes, the bottom of Chart 3 shows the peak and
subsequent reduction of active inflation-linked duration in the
Janus Henderson Australian Fixed Interest Fund —
Institutional over time and current levels for that fund.
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Contact us

General enquiries: 1300 019 633

Email: clientservices.aus@janushenderson.com
Website: janushenderson.com/australia

Janus Henderson

Important Information:

This information is solely intended for the use of wholesale clients and is not for general public distribution. This information is issued by Janus Henderson Investors (Australia)
Institutional Funds Management Limited ABN 16 165 119 531, AFSL 444266 (Janus Henderson). The funds referred to within are issued by Janus Henderson Investors (Australia)
Funds Management Limited ABN 43 164 177 244, AFSL 444268 unless otherwise stated. The value of an investment and the income from it can fall as well as rise and you
may not get back the amount originally invested. This information is intended solely for the use of wholesale clients, as defined in section 761G of the Corporations Act 2001 (Cth)
and is not for general public distribution. By receiving this information you represent that you are a wholesale client. Past performance is not indicative of future performance. This
information does not purport to be a comprehensive statement or description of any markets or securities referred to within. Tax assumptions and reliefs depend upon an investor’s
particular circumstances and may change if those circumstances or the law change. Prospective investors should not rely on this information and should make their own enquiries
and evaluations they consider to be appropriate to determine the suitability of any investment (including regarding their investment objectives, financial situation, and particular
needs) and should seek all necessary financial, legal, tax and investment advice. If you invest through a third party provider you are advised to consult them directly as charges,
performance and terms and conditions may differ materially. This information is not intended to be nor should it be construed as advice. This information is not a recommendation
to sell or purchase any investment. It does not form part of any contract for the sale or purchase of any investment. Any investment application will be made solely on the basis of
the information contained in the relevant fund’s offer document (including all relevant covering documents), which may contain investment restrictions. This information is intended
as a summary only and (if applicable) potential investors must read the relevant fund's offer document before investing. This information has been prepared using information from a
variety of sources. The information is believed by Janus Henderson to be correct but no warranty is made with respect to its completeness or accuracy. All opinions and estimates
in this information are subject to change without notice. Janus Henderson is not under any obligation to update this information to the extent that it is or becomes out of date or
incorrect. This information is confidential and must not be made available, published or distributed to any third party without the prior written consent of Janus Henderson. Janus
Henderson, Janus, Henderson, Perkins, Intech, Alphagen, VelocityShares, Knowledge Shared, Knowledge. Shared and Knowledge Labs are trademarks of Janus Henderson Group
plc or one of its subsidiaries. © Janus Henderson Group plc.





