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June was another fun month in the markets - 

the S&P500 pushed to new highs and bonds 

were largely unchanged, even as the start-date 

of the US Federal Reserve’s tightening cycle 

was brought forward.   

The US inflation picture has now changed 

materially and while there still remains the risk 

of a deflation wave washing over from the 

Asian economies, the inflationary outlook there 

has definitely changed for the worse.  There is 

now a non-negligible risk that the Fed will hold 

rates lower than warranted for a period, 

ultimately affecting long-dated bond prices.   

Against this however is a growing realisation 

that the terminal rate will be lower due to lower 

general growth patterns. We’ve been in this 

camp for a long time, and as such there is a 

limit to how far yields can rise.  How these two 

factors play out will be key to the level of yields 

over the coming months, both in the US and 

globally.  In regards to other asset classes, we 

remain resolutely bullish on equities (short to 

medium-term) and wary on credit (long-term). 

Global bond markets had another strong 

month, especially in Australia. The RBA 

minutes released during the month hinted at a 

more dovish attitude at the Bank which led to a 

rally, especially in the front end of the curve. In 

Europe a move to negative interest rates by 

the ECB coupled with a large downward 

revision to US Q1 GDP supported the long-end 

of yield curves globally. The Funds had a very 

strong month, with all our flagship funds 

outperforming their respective benchmarks. 

I have spent quite a lot of time over the last 

few Newsletters focusing on the economics  

and where our views differ from consensus.  I 

thought therefore it would be worthwhile 

shifting the focus a bit and addressing one of 

the hot topics of the moment – income funds.  

There is a wide spread of income funds, and I 

have one which (obviously) I’ll chat about later 

but I wanted to highlight how these funds 

generally work and the risks they may entail.  

In the wealth management industry we haven’t 

really covered ourselves in glory in the product 

creation space. We have created a lot of 

products but arguably we produce what we as 

organisations can manufacture, instead of 

what’s really needed. We tend to rely upon the 

end investor to blend products to fit their 

requirements. This is true of income funds as 

well; we consider that most of the generic 

income funds are actually bog-standard credit 

funds which have been rebadged.  As we will 

see this is fine in a benign market environment 

but it may well cause issues if the environment 

changes. 

We have discussed on countless occasions 

how the Fed’s monetary policy has created a 

conundrum for savers and those seeking 

income on capital, they may have spent their 

whole lives accumulating. Not only was a 

0.25% short-term interest rate not low enough 

for the economy to recover, but the Fed 

needed to engage in Quantitative Easing as 

well, which worked to drive down long-end 

Treasury yields so much that it would 

encourage risk-taking in equities and credit.  
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Without a doubt the Fed’s strategy has 

worked. Equities in the US are up over 300% 

since the Fed dropped official interest rates, to 

the lowest rate ever, and started the first bond 

buying program. Yields on the riskiest 

corporate bond securities in the US, high-yield 

credit, have dropped from 12% to just over 5% 

now. At an average maturity of 5 years, this is 

a return of 30% plus the income earned of 

about 40% to total an approximate 70% return. 

These returns are unprecedented, and really 

do represent how much pessimism existed at 

the worst of the GFC.  

We don’t think for a second it was 

unwarranted, and it would have taken some 

cojones to go to maximum ‘risk on’ in March of 

2009 given what was going on at the time. 

These returns however indicate that the Fed 

was successful in averting a financial market 

meltdown, while giving the economy the best 

chance it could have to de-lever and recover 

from its funk. 

Chart 1: US High Yield 

Source: Bloomberg 

We are now five years on from this point and 

we still have rates at 0.25%, and QE, while 

ending, is still ongoing for at least another 

three months. Even if we ignore this, the Bank 

of Japan has just started its own massive QE 

program, and the European Central Bank is 

expected to start its own version by the end of 

this year, so low rates are likely to persist. With 

such low short-term rates – traditionally the 

place where risk-averse savers put their hard-

earned money – those looking for income are 

now forced to look elsewhere to meet their 

income needs.  

‘Looking elsewhere’ means taking more risk, 

as taking more risk is a prerequisite for getting 

more income. The US retiree who could 

comfortably fund their retirement with US 5-

year Treasury bonds at 4-5% pre-crisis was 

seriously struggling in early 2013 with the 

same yield being around 0.80%. The situation 

is marginally better now with 5-year yields at 

1.6%, but not by much, considering inflation 

takes away nearly all of that return. 

Even though government yields have moved 

upwards since the Fed signalled that QE was 

ending and that interest rates would likely rise 

at some point in the future, high yield bonds 

are trading at their lowest interest rate since 

the term ‘junk bond’ was coined by Mr Milken 

in the ‘80s. This makes the highest risk credit 

look extremely expensive on an outright yield 

basis - you are getting the same for taking sub-

investment grade corporate risk as you were 

for AAA government risk only six short years 

ago. 

Chart 2: US 5y Bond Yield 

Source: Bloomberg 

If the absolute yield on these high-risk 

securities is so low then why do they continue 

to perform? Let’s look at this another way. 

Going back to the example of the US retiree 

above, investing in 5-year US Treasury bonds 

in 2006 returned a fairly healthy 4.5%. Junk 

bonds were returning around 8.5%, just shy of 

twice the return for the extra risk taken, and a 

4% difference. This difference is in the context 

of the tightest and most liquid credit markets 

ever, when complicated and inherently risky 
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CDOs (Collateral Debt Obligations) were 

trading at only basis points above where the 

safest governments in the world could borrow.  

Now, high yield credit is returning 4.9% which 

is over three times the return of the 5-year US 

Treasury bond at 1.6%. The spread is tighter 

than even the most heady credit environment 

ever, with the spread at only 3.3% - less than 

the 4% in 2006. Worrying? Maybe. At the 

same time though you could say that it is 

cheap - the spread of 3.3% is still more than 

two times what you are being paid for US 

Treasury risk and double the ratio you were 

getting pre-crisis.  

The conclusion is that for high yield credit to 

remain attractive, interest rates have to stay at 

zero for at least your investment horizon. 

However, the Fed is not going to be the high 

yield market’s best friend anymore if it follows 

through on the monetary tightening plan it has 

communicated, even if the ECB and BOJ are 

still going hell-for-leather. Given the recent 

disappointing US growth data however, maybe 

the credit market will earn a stay of execution. 

The topic of income is not only a US specific 

story. Australia, used to overnight riskless RBA 

cash rates of 7% and higher, has been sitting 

at 2.5% for nearly a year now. In the midst of 

the GFC term deposits were the most popular 

choice for investors seeking income with 

minimal risk. The fabled 8% return from 5-year 

term deposits offered by Westpac in 2009 (that 

wasn’t really taken up by anyone in reality) 

highlighted how desperate our banks were to 

source funding. With the subsequent recovery 

and strong rally in credit markets, term 

deposits really aren’t offering that much more 

than overnight cash rates anymore - Westpac 

is currently listed as offering a 6-month term 

deposit for just over 3%.  Higher rates can be 

obtained from the smaller regional banks, but 

there is also a requisite increase in risk. 

These are good returns, especially in 

comparison with what’s available in the US. 

Hardly any interest rate risk and a 3% return? 

Sounds pretty good. Let’s look at this from a 

real return perspective however. That 3% 

return is pre-tax. Since interest income in 

Australia is taxed like any other income, if you 

are a high earning individual from July 1 this 

year that rate will be 48.5%. Once we take tax 

away, the return is just above 1.5%. Inflation in 

Australia to the end of the March quarter was 

running at a rate of 2.9%. Detract this from 

1.5% and it leaves you falling behind in real 

terms to the tune of 1.4% per year.  While 

Australian interest rates may not be at the zero 

level like in the US, Europe or Japan, the 

problem for those wishing to have a low risk 

investment that earns them income to sustain 

their lifestyle is big indeed. 

Providing an income solution for these 

investors has become a real focus, and we 

would hazard to guess that most people 

reading this newsletter have had recent 

queries from their client base about where 

money maturing in now low-yielding term 

deposits should go next. Unfortunately 

providing that answer in isolation is difficult 

indeed.  Therefore I thought it worthwhile to 

explore what actually is ‘income’, how the 

underlying assets in these income investments 

generate this ‘income’ (spoiler: it isn’t always 

real income), and how the tax treatment of 

different funds’ income affects net returns. 

These are all really important aspects when 

considering a pooled investment type of 

income product to replace the very simple term 

deposit. 

Firstly we must address what income actually 

is. Income, by definition, is any money made 

from investing capital. Technically this can 

include coupons, dividends and even capital 

gains, meaning that even investment in an 

equity fund could be considered an ‘income’ 

investment. Clearly this isn’t the intention of 

the investor looking to roll out of a low-risk 

term deposit so we are going to have to refine 

this definition. The type of investor used to 

term deposits values the certainty and 

predictability around the income that is being 

generated. This leaves out capital gains in 

their entirety, as they are unpredictable and 

aren’t always necessarily capital gains -  they 

can also be capital losses. Regularity of this 

income stream is also very important, 

especially if a retiree is using this income 

stream to fund day-to-day expenses. 
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It may seem obvious that we want income to 

fulfil these desires - regular, reliable and 

consistent - but getting this definition right is so 

important to putting together the right portfolio 

that can achieve these criteria not just when 

the market is calm, but more importantly when 

conditions are volatile and the outlook is 

uncertain. 

 It’s one thing for a manager to proclaim that 

their product can deliver income in all 

conditions, but the GFC made examples of a 

lot of portfolios and managers that had made 

that promise. Once the credit market seized 

and volatility shot through the roof many found 

that their portfolio just couldn’t deliver. Notable 

examples of this included mortgage funds 

which, while being extraordinarily low risk and 

not suffering any significant losses in the 

Australian market at all, needed to freeze 

redemptions because of the inherent lack of 

liquidity in the underlying assets of unlisted 

direct mortgages. In this case capital and 

income was paid, but liquidity was entirely lost. 

The worst examples of ‘high-yielding’ income 

funds investing in lower tranches of CDOs and 

equity like debt instruments were particularly 

bad as they had to stop paying income, 

suspend any redemptions and had capital 

losses due to defaults. These funds paid the 

ultimate price for investing at the absolute top 

of the market in the lowest quality credit they 

could find to hit their lofty income targets. The 

worst bit is that they were sold with promises 

of volatility as low as a cash product. 

The GFC obviously unhinged a lot of these 

sorts of products because the preceding 

decade of low and falling volatility, especially in 

credit, lulled people into a sense of false 

confidence. In the low volatility environment, 

sales and marketing departments upped the 

income targets to get more flow, and 

investment teams subsequently dropped the 

quality of underlying securities in the portfolios 

to get the income up to the required levels. As 

an investor, it becomes difficult to separate the 

sales spin from the reality, especially when 

recent performance is strong. This is why it is 

key to understand the underlying investments 

that are to deliver the promised income. While 

salespeople and recent performance may sell 

a rosy story in the trade-off of volatility and 

return, understanding the risk and liquidity of 

the actual underlying investments reveals how 

much risk you are really taking. 

The most common security found in income 

funds is credit. They are the perfect tool for this 

application because they hit the goal of our 

three income characteristics - regular, reliable 

and consistent - because of their fixed, 

scheduled coupons. Since they pay yields well 

above swap rates they can also deliver income 

that beats simple term deposits fairly handily. 

A fund structure is great for credit too as it gets 

a reduced default avoidance profile from good 

diversification. Credit, however, is a very broad 

asset class with an almost unlimited range of 

maturities, credit ratings, seniority, currencies 

and industry exposures from which to choose. 

And then on top of this you can introduce 

structuring, slicing, tranching etc and you can 

create more risk and leverage out of anything. 

Clearly this can get very complicated very 

quickly.  

The easiest and quickest way to get a 

snapshot of the risks being taken is to ask 

three things: 

1. What type of credit is in the fund? 

2. What is the average credit rating of the 

fund? 

3. What is the average maturity of the fund? 

While these three things won’t tell you 

everything about a fund, they go a long way to 

understanding differences between income 

funds and can even go a long way to 

explaining the past year’s performance. In 

benign to positive market environments, the 

riskier the credit the higher it returns. In 

negative markets, higher quality credit trumps 

lower quality. While this might seem fairly 

obvious, there are actually very few 

circumstances where it isn’t true. Asking about 

the average credit rating easily gets a 

snapshot of the level of underlying risk taken 

and the potential for a large drawdown. While 

ratings agencies aren’t always right (the GFC, 

anyone?), a fund with an average BB rating 

(sub-investment grade) will be a lot more risky 

and a lot less liquid than an average A-rated 

fund. Asking about the average maturity will 
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give you an idea about how sensitive the fund 

will be to the performance of the general credit 

market. Higher sensitivity means higher 

volatility. Higher volatility means a bigger 

possible drawdown - exactly what a retiree 

doesn’t need to see. 

The first question can be a little more 

complicated. Does the fund include syndicated 

bank loans (likely low credit rating and low 

liquidity), high-yield bonds (low credit rating), 

capital securities (good credit rating but high 

financial-meltdown tail risk) or structured credit 

(who knows?). Securities such as these come 

with a much wider spread, allowing much 

greater income generation. In the event of a 

market misstep though, potential drawdowns 

could be large. Liquidity in these sectors also 

is likely to dry up faster than in investment 

grade companies. Another aspect to this 

question is where are these companies 

located? Are they Australian, American or 

European? Ensure the investment team can 

cover these companies from a bottom-up view 

sufficiently, especially for the lower rated 

companies. 

This poses the question which leads to another 

risk area all together. If the companies being 

invested into are foreign, are the bonds being 

bought in a foreign currency? If this is the case 

then hedging has to be considered, and if 

they’re being hedged then derivatives are likely 

being used. There’s nothing wrong with this, 

but derivatives are something that have to be 

used very sparingly and carefully in a buy-and-

hold manner in a fund that is designed to 

provide a reliable stream of income.  Why?  

Because it’s to do with what’s considered 

‘income’ by the tax department. 

The income generated by coupons in a bond 

fund isn’t the only input into what income can 

be paid out as distributions. We don’t want to 

(and can’t) act as a source of tax advice here, 

but in general terms bond funds are entirely 

tax accounted for on the income account. 

What this means is that gains and losses 

made from buying and selling credit securities 

at a gain/ loss affect the fund’s ability to 

distribute. Any gains/ losses from derivatives 

affect this as well. This means that in a year 

where losses have to be realised on positions 

due to defaults or just because credit risk has 

to be reduced within the fund, a few of these 

large losses can easily wipe out all the income 

earned by the rest of the fund in a given year. 

When this happens, the manager has the 

choice to not pay out a distribution at all or 

return the investors’ own capital back to them 

in a pseudo-income distribution. That is sort of 

like putting money in a bank, withdrawing 

some of it and then spending it like it was 

income. It isn’t income - you are just spending 

your savings. Except in this case you’ve also 

paid a fee to the manager for that pleasure. 

This tax treatment also makes it difficult to 

track exactly how much of your distribution is 

paid for by repeatable coupons and by non-

repeatable capital gains. If credit has had a 

particularly good year and the manager has 

sold down positions to capitalise on this, one-

off capital gains will appear as ‘income’ and 

not ‘capital gains’ on the end of year tax report. 

This makes it harder to truly compare 

managers on the true purpose of the fund - to 

provide income. 

Interestingly this tax treatment is another way 

how the tax department favours investment in 

equities. Most equity funds benefit from having 

split capital and income accounts, where 

dividends are paid out as income but gains 

and losses on buying and selling shares are 

separated into the capital account  which don’t 

affect income. This difference is highly 

beneficial when ensuring reliable income. 

Whether it be credit or equity though, for the 

reasons of tax treatment it is a good idea to 

avoid using derivatives in income funds, 

especially for trading purposes. Beware the 

manager that says they can hedge their credit 

risk with CDSs or the like. Apart from being 

particularly difficult to do (correlations between 

synthetic and physical credit are lower than 

you think), if you do it in any meaningful size 

on the portfolio any losses can be devastating 

for the capability to pay out income in that 

year. Income is the primary aim and should not 

be compromised, ever. Reaching for extra 

income by putting the whole fund’s income at 
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risk doesn’t sound like a good trade-off to us at 

all. 

Chart 3: Correlation between iTraxx & 

Physical Credit 

Source: Bloomberg, BTIM 

Difficulties in obtaining a good level of income, 

demographics issues with baby boomers 

coming up to retirement and a general 

disappointment with the performance and 

volatility of equities has led to the income 

product segment becoming one of the most 

important product segments focussed on by 

fund managers. The type of funds that are 

competing within the space are disappointingly 

similar with most managers offering some sort 

of structured credit solution. Credit, as we 

explained above, is the most obvious solution 

to the income problem. The underlying 

characteristics of credit suit the purpose 

perfectly, but only on a buy-to-hold, liquidity-

not-needed basis. Extra income obtained from 

credit involves going down in quality, and 

reducing liquidity. All the reasoning we have 

gone through above has all been instrumental 

in our thinking when constructing our own 

income fund - the BT Wholesale Monthly 

Income Plus Fund (MIP) which we have been 

managing since July 2009. 

Thinking about the concerns above led us to 

using a hybrid mix of equities, credit, 

government bonds and cash when building 

MIP, as we were focused on making sure the 

fund could pay a distribution in all market 

conditions.  This is a very -  very - different 

proposition than managing a fund to generate 

a total return and requires a completely 

different (and new) asset allocation process.  

The MIP Fund aims to deliver income above 

the RBA cash rate and some growth to help 

offset the effects of inflation with a strong focus 

on downside protection and drawdown 

prevention. We are only allowed to purchase 

investment-grade credit denominated in 

Australian Dollars.  

The inclusion of Australian equities is really 

what makes the fund different, augmenting the 

75% allocation to income securities to provide 

the extra growth to get total returns up to and 

above our competitors that have considerably 

less quality in their credit book. We have 

instead ‘barbelled’ our risk, choosing to use 

more liquid high-grade credit and equities over 

low liquidity low-grade credit. This also allows 

us to aim to limit the drawdown to less than 6% 

in any given year. We think this is considerably 

less than our competitors who experienced 

drawdowns many times that during the GFC. 

The inclusion of Australian equities helps to 

defeat many of the problems with an all-credit 

portfolio: 

 Equities can conceivably provide the 

portfolio with returns as long as company 

earnings keep on increasing. This puts 

less pressure on downgrading credit 

quality to achieve total return goals. Once 

spreads on credit securities tighten to a 

particular level, to keep total returns high 

a lower grade of credit must be bought.  

 Equities benefit from capital account tax 

treatment so risk can be added and 

reduced as much as desired without 

affecting income. 

 Equities have always been shown to be 

liquid. Even during the worst of the GFC, 

the large cap stocks that dominate the BT 

Wholesale Australian Share Fund were 

able to be traded. 

 With less pressure on the credit part of 

the portfolio to generate returns, 

drawdown prospects on the majority of 

the portfolio are much better than they 

would otherwise be; and 

 Franking credits earned from equities 

benefit investors in an after-tax sense. 
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Equities are clearly more volatile than even low 

grade credit. This isn’t because they are 

inherently more risky, they just reprice more 

because they are more liquid. We manage this 

volatility by employing a ‘risk minimisation 

process’ which derisks the portfolio from 

equities when it detects a high downside 

probability according to a number of technical 

triggers. It also uses negative correlation 

benefits of interest rates against equities to 

further cushion any drawdowns. Backtesting of 

this process in three different developed 

markets scenarios over the past 30 years has 

proven it would have worked admirably, 

limiting drawdowns to less than 6% over the 

LTCM crisis, the Asian crisis, dot.com boom 

and the GFC. 

While our portfolio may achieve slightly less on 

an income only basis because we don’t reach 

for yield, we don’t believe increasing risk to hit 

unrealistic income targets is the smart thing to 

do. We keep a target of RBA cash that we 

intend to beat easily (and we have done 

materially since inception), but which doesn’t 

force us to buy bank capital securities or bank 

loans like others had to do in 2007 when credit 

markets were super-tight, leaving  them 

exposed when credit went out of fashion in 

2008.  

At BTIM the research we did before launching 

our fund included talking to a range of advisers 

and potential investors. The effect of the GFC 

was still strong in everyone’s minds when we 

did this research, and memories of 30% 

drawdowns, fund lock-ups and cancelled 

income distributions were still fresh. Our fund 

was built in the light of these memories. But 

our returns have been excellent also when 

compared to competing funds that have  

clearly embraced the return to a low volatility, 

risk taking, grab for yield world again. Risks 

remain in the global economy and if any of 

these flare up we don’t ever plan to expose 

them to our most risk-averse income investors. 

Following are a few charts on the asset 

allocation, performance and drawdowns for the 

MIP fund, please speak to your friendly BTIM 

salesperson if you are interested in more 

information.  While this note is partly a blatant 

product pitch hopefully it helps clarify the 

differences around incomes funds and how 

likely their promises are to be met going 

forward. 

Table 1: MIP Asset allocation 

 

 
Neutral 

Investment 

Strategy ranges 

Cash  15% 15-32% 

Floating Credit 60% 0-60% 

Fixed Credit 0% 0-60% 

Government 

Bonds 
0% 0-17% 

Equities 25% 8-25% 

Alternatives 0% 0% 

 

Chart 4 & Table 2: MIP returns 

 To  
 30-May-14

BT 
Wholesale 

Monthly 
Income 

 Plus Fund

RBA 
Cash 

 Rate

Active 
 Return

 1 Month  0.78%  0.21%  0.58%

 3 Month  1.89%  0.63%  1.26%

 6 Month  3.19%  1.25%  1.94%

 1 Year  6.76%  2.58%  4.19%

 2 Year (pa)  7.04%  2.91%  4.13%

 3 Year (pa)  6.64%  3.46%  3.18%

Since 
 Inception (pa)

 7.06%  3.76%  3.30%
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For more information 

Please call 1800 813 886, 

contact your business 

development representative 

or visit www.btim.com.au 
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Chart 5: MIP Drawdowns 
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 About BTIM’s Income & Fixed Interest Boutique 

To find out more about the team, their philosophy and their flagship 
funds visit the BTIM Income & Fixed Interest hub at btim.com.au/fixed 
interest. 
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