
FOCUS

Flexible in fixed income
Friday, 05/19/2017

In the current environment of expected higher rates, investors’ first instinct is to shorten duration to minimise risk to their portfolios. However, we think
differently; longer duration can deliver value and help manage overall portfolio risk.

While the consensus is that short duration works best to control risk, we do not think that is necessarily true, because it can lead to undue concentration of
risk. As investors seek to avoid duration without suffering negative returns on short-term sovereigns, they have crowded into short-term high yields and taken
on more credit and liquidity risk than they would normally consider as acceptable.
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“We sit opposite to those foreseeing a bear market. As Japanification beds in, we
expect rates to remain fairly low, close to where they are today.”
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Many investors are worried about rising rates and therefore favour short duration government bonds, credit or high yield investments in their fixed
income portfolios.

We think this is not the best way to manage risk, and can lead to undue concentration risk. Long-term government bonds bring value to fixed
income risk management.

In the lower-for-longer growth environment and even lower interest rates, the opportunity cost of holding cash will remain very high.

Long-term government bonds are still attractive

We believe that long-term government bonds bring value to fixed income risk management. This is particularly true if the world suffers a "growth accident",
like in 2008. When spreads suddenly widen and liquidity disappears, long-term sovereigns offer a cushion.

The majority of investors fear losses on longer-dated holdings and think that cash and short duration are less risky – but this strategy will forego a significant
source of return, should rates remain low for a long time.

Yield is not the same as total return

Much of the sovereign bond world is already suffering from ‘Japanification’ – a long period of low growth and even lower interest rates. In such an
environment, the opportunity cost of holding cash will remain very high as central banks maintain accommodating policies to support growth. This stance will
be supportive for long-term bonds.

The Japanese experience demonstrates clearly investors opting for cash because of low long-term yields lose out over longer timeframes. Over 15 years to
the end of 2016, the yield on JPY cash was on average 0.24%, versus 0.92% for JGB 7-10y, a relatively small pickup at first glance for long-term bonds. But
the difference in total annualised returns has been significantly higher, with an annualised 2.44% for JGB 7-10y against just 0.34% for cash.
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Take advantage of rolling down the yield curve

Cash investors give up more performance than they think. Holders of long-term bonds accumulate the carry and can benefit from a positive yield curve slope
to generate returns via the roll-down.

Even so, investors are right to worry about what hit they may take if and when rates actually rise. While benign in the scenario that rates rise gradually, the
impact can indeed be significant when rates rises rapidly. However, even then, the potential damages are often overestimated. We have looked back at US
Treasury rate rise since 1977, gauging each long-term rate increase for its maximum drawdown impact and how long it took to recover from these losses. We
found the duration of recovery times to be relatively self-limiting.

First, being able to reinvest coupons at higher rates contributes to the recovery. Secondly, there is an embedded pullback in any rate rise, especially for
economies with high indebtedness levels. Indeed, rate rises are triggered by higher expectations of growth and inflation. But once rates have actually moved
up, they impact negatively on growth and inflation prospects, driving long term rates back lower. The combined coupon and pullback effects result in portfolios
recouping all of their initial drawdown in about a year at most.

Keep calm and carry a long-term view

At SYZ, we sit opposite to those foreseeing a bear market. As Japanification beds in, we expect rates to remain fairly low, close to where they are today. Thus,
in such an environment, flexible strategies including duration can deliver outperformance by using a relative value approach. But even the most active of
strategies cannot be ahead of the benchmark at all times. With the strategies free to invest outside of their respective indices, there are periods when either
could lag, but over the long-term, these strategies are designed to deliver outperformance.

Over the last two or three years, short duration investors did not win when rates moved up; they just lost less at best. But those short duration investors also
missed the best part: they failed to gain on the upside by not participating.
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Extra return of short and long-term bonds over cash

Source
SYZ Asset Management, Thomson Reuters Datastream. Data as at 30.12.2016
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Disclaimer
This marketing document has been issued by Bank Syz Ltd. It is not intended for distribution to, publication, provision or use by individuals or legal entities that are citizens of
or reside in a state, country or jurisdiction in which applicable laws and regulations prohibit its distribution, publication, provision or use. It is not directed to any person or
entity to whom it would be illegal to send such marketing material. This document is intended for informational purposes only and should not be construed as an offer,
solicitation or recommendation for the subscription, purchase, sale or safekeeping of any security or financial instrument or for the engagement in any other transaction, as
the provision of any investment advice or service, or as a contractual document. Nothing in this document constitutes an investment, legal, tax or accounting advice or a
representation that any investment or strategy is suitable or appropriate for an investor's particular and individual circumstances, nor does it constitute a personalized
investment advice for any investor. This document reflects the information, opinions and comments of Bank Syz Ltd. as of the date of its publication, which are subject to
change without notice. The opinions and comments of the authors in this document reflect their current views and may not coincide with those of other Syz Group entities or
third parties, which may have reached different conclusions. The market valuations, terms and calculations contained herein are estimates only. The information provided
comes from sources deemed reliable, but Bank Syz Ltd. does not guarantee its completeness, accuracy, reliability and actuality. Past performance gives no indication of nor
guarantees current or future results. Bank Syz Ltd. accepts no liability for any loss arising from the use of this document. (6)
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