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Preparing for the worst

STEPHEN HART highlights the four most important
things to think about ahead of a recession.

ith the recent news
from Europe and
stock markets plung-

ing worldwide, the threat of reces-
sion will be looming in the minds
of many investors. Set against a
potential change in the interest
rate environment and action pur-
sued by the RBA, investment deci-
sions — even take-no-action deci-
sions — need careful consideration.
Here are things to think about for
your clients, particularly those
holding portfolios with direct
securities. This list is far from
exhaustive, but planners should
give it careful consideration.

M Pay greater attention to the
underlying risk of investments.
In difficult economic times,
downside surprises are usually
more challenging;

B Think about diversification
with a view to ensuring that as
growth portfolios fall in value
other assets in the portfolio will
enjoy a rise;

M Concentrate on long-term
fixed rate exposure; and

B Anticipate the inevitable
steepening of the interest rate
yield curve.

Review risk

Copyright Agency Ltd (CAL) licenced copy

You can evaluate the
risk/return of various asset class-
es using available data. The vari-
ous asset class risk/returns to
March 2010 are shown in figure
1 using a variety of start dates.
The Index Series considered are:

I Elstree Hybrids Market total
Accumulation Index (Hybrid);

M ASX 200 accumulation
index (Dom_Eq.);

M Standard & Poors 500
local return index;

M UBS Australia Bank Bill
Index Bank Bills, using the
(B_Bill);

M UBS Australia Composite O+
yrs Nominal Bond Index (Comp);

M UBS Australia Credit O+ yrs
Indexed Linked Bond Index
(ILB_Credit); and

B UBS Australia Government
0+ yrs Indexed Linked Bond
Index (ILB_Gov).

All equity data reflects local
index returns and ignores foreign
exchange data. The reader can
conclude that the fixed income
indices reveal significantly less risk
than the equity indices, it being
apparent that the extra return
sought by equity investors
demands significantly more risk
— other than in the case of Index

Linked Bond credit.

The solid points in figure 1 are
actual indices while the point
marked ‘X’ represents an esti-
mate; the volatility estimate is
derived from the UBS 0+ Credit
Index, while the return is forward
looking. In the case of return, the
UBS credit index does not give an
accurate forward-looking view
because wrapped issues such as
the Lane Cove Tunnel dominate
the index. Deterioration of the
mono-line insurance companies
meant that a large amount of the
credit index fell significantly in
price while some exited the index
altogether. Such changes would
not be expected looking forward,
rather, it is more likely that only
high quality issuers would enter
the market at a spread of 150-
200 basis points over 10 to 20
year inflation linked swap -
around a S per cent real return.
If you were to purchase a securi-
ty at this level and inflation aver-
aged around 2.5 per cent over the
next 10 to 20 year period, the
nominal return would approxi-
mate 7.5 per cent.

Consider diversification
As figure one suggests, an

Index Linked Bond should deliv-

er you roughly an equity return
but with significantly less risk. As
economic difficulties worsen and
the threat of recession looms,
interest rates will normally fall
and nominal bond prices will rise
— quite handy when your equity
portfolio is heading south! This
type of portfolio diversification is
very important ahead of or after
entering a recessionary period. In
fact there is a solid argument for
adoption of this strategy on a per-
manent basis. Consider again the
events between November 2007
and January 2009 when the share
market fell dramatically, as shown
in figure 2. A diversified portfolio
(eg, 33 per cent equities, 33 per
cent bonds, and 33 per cent bank
bills) would have ridden through
this period of equity downturn
reasonably well.

Consider lengthening the
term of your interest rate
securities

Ahead of a recession investors
should turn their attention to
longer-term interest rate securi-
ties. As interest rates fall the
longer-dated securities will deliv-
er a higher return, noting that
longer-dated securities are more
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sensitive to interest rate move-
ments than shorter-dated securi-
ties. As figure 3 shows, the UBS
composite index outperformed
the UBS bank bill index because
the UBS composite index has a

much longer duration than the
bank bill index.

Anticipate the steepening of
the interest rate curve

As short-term interest rates
fall, the interest rate curve tends
to steepen. Short-term rates will
shadow the reducing cash rate
more closely than the long-term
rate. The correlation between
the two yield curves is shown in
figure 4. The red line reflects the
yield on the ten-year Sydney
Futures Exchange (SFE) contract
minus the yield on the three-year
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SFE futures contract (we use this
measurement to better show
movement at the longer end

than the normal 10 year swap
rate will show) and the blue line,
being the SFE bank bill rate, is
substantially negatively correlat-
ed (a negative correlation of
about 40 per cent). This con-
firms that falls in short term
interest rates (SFE bank bill con-
tracts) generate a steepening in
the long-term yield curve.

Conclusion

While the prospects for glob-
al growth remain unclear, plan-
ners need to be extra vigilant in
managing their client portfolios
and reflecting on recent experi-
ence. While we all hope a reces-
sion is not around the corner, we

FIGURE 3: TOTAL RETURN
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FIGURE 4: BANK BILLS AND THE YIELD GURVE
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can better prepare our clients for
this by taking action to improve
investment outcomes. The four
suggestions outlined above can
apply to any portfolio, but are
of greatest relevance for clients
holding direct securities.

Fixed income plays a signif-
icant role in many portfolios,
particularly as a defensive asset
class in preparation for chal-
lenging times. Ahead of a pos-
sible second downturn, local
investors would be well advised
to consider fixed income assets
on the basis of the suggestions
above in case a recession in
Australia does eventuate.

Stephen Hart is director of
planner services at FIIG
Securities.

FIGURE 1: RISK/RETURN NOMINAL
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FIGURE 2: CUMULATIVE ASSET
CLASS RETURN IN A DOWNTURN:
NOVEMBER 200? TO JAHUART 2009
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