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Build your diversified
bond portrolio

Your portfolio

| Cash Bonds Property Equities I

®© @ @

Inflation

SECTION 2

<
)
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Experienced investors appreciate the need to diversify their portfolio, but it
isn’t enough to just add Corporate Bonds to the mix. You still need to diversify
within your Corporate Bond portfolio - and this diversification needs to be in
line with your appetite for risk and return.

With every investor, it makes sense to start with a neutral
base portfolio with equal allocation across the three types

of bonds - fixed, floating and inflation linked. You can adjust A“ bonds are not Created

from there depending on your circumstances. .

There is no cookie cutter for a portfolio. Every client’s eq ua I Fl nd the ba Ia nce that
balance point is different. If you're retired and relying on

your bonds to generate a consistent income stream, you WO rkS for yO u.

may tip the balance to investment grade rated bonds.
However, if you're still working and have the capacity to
earn, you may be able to take a little more of a risk with
high yield unrated bonds.
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A portfolio with lower risk could mean lower returns, but

if your key driver is to protect capital, that may be right for
you. Others may be prepared to take on more risk in order to
potentially access higher returns.
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Types of bonds

A balanced bond portfolio will include different weightings of the following

three types of bonds.

e Fixed Rate Bonds
a

As the name suggests, the interest rate is

% fixed for the duration of your investment.
The predictability of income means Fixed
Rate Bonds usually make up at least a
quarter of a balanced portfolio. On the
maturity date, the face value of the bond
is repaid to you.

e Floating Rate Bonds

The income from Floating Rate Bonds

varies, based on the level of current interest
rates as measured by the Bank Bill Swap
Rate (BBSW). You could get higher returns

if the benchmark interest rate goes up, but
you also risk getting lower returns if the
benchmark rate goes down.

On the maturity date, the face value of the
bond is repaid to you.

Floating Rate Bonds are popular among ]

those who want fluctuating coupon
payments in line with interest rates.

e Inflation Linked Bonds

Inflation Linked Bonds are linked to the

% Consumer Prices Index (CPI), orinflation, and
usually have a low coupon rate. As the capital
amount is linked to the headline inflation rate, it
increases every quarter (@assuming inflation is
positive). The coupon is then calculated on the
increased capital amount, so it also rises with
inflation.

On the maturity date, your capital will have
increased in line with inflation and this increased
amount is returned to you.

This is a strong product for those who want to
protect against the potential impact of inflation.

Holding/
Capital
invested

Holding/
Capital
invested

Holding/
Capital
invested

Fixed bi-annual
coupon payments

ol -

Coupon rate

changes according
to interest rate

$104 W $106

Growing capital

and coupon

Capital
returned on
maturity

Capital
returned on
maturity

Capital
returned on
maturity
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How tof
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To personalise your portfolio, you need to fully understand your financial
circumstances. You need to establish what returns you are looking for from
your Corporate Bond portfolio, and your risk appetite.

Corporate Bonds have different levels of risk, and are

classed as senior secured debt, senior unsecured debt or
subordinated debt. Where they sit in the capital structure will
determine their risk and return - and the likelihood of getting
your capital backin the event of wind up or liquidation.

Any funds must legally be paid to the most senior investors
first, before they are paid to investors on subsequent levels.
This also works in reverse with losses applied from the lowest
rung up. So even though shares may promise potentially
higher returns, they are ariskier investment than bonds in the
same company. It’s a useful way to measure your appetite

for risk and return while thinking about how your portfolio
balances risk and return.

Let’s say the worst possible scenario occurs, and your bond
issuer becomes insolvent. Senior bondholders will have
priority over hybrid or equity investors when the proceeds of
asset sales are applied.

Questions to answer

For more than 20 years, FIIG Securities has been transacting
in fixed income products for our clients and we have refined
our process down to a series of questions:

1. What return do you aim to achieve?

To calculate the return, you must factor in the cost price,
coupon payments over the term of the investment, and the
capital returned on maturity.

For Fixed Rate Bonds, these amounts can all be easily
calculated upfront.

The changing nature of coupons for Floating Rate Bonds
and Inflation Linked Bonds means investors need to rely on
educated estimates over the life of the investment. Your FIIG
Relationship Manager can provide you with information on
the projected returns for these bonds.

© 2020 FIIG Securities Limited | How to build a balanced bond portfolio

2. How much income do you need from your
Corporate Bond portfolio?

Many people want to maximise theirincome once they retire
so they can live off this income. They also want the freedom of
being able to take advantage of bigger lifestyle decisions, like
travel when the opportunity arises.

3. Do you have capital needs from your bond
portfolio?

If you have plans to save money to support your children

or grandchildren, you need to make sure this capital is
preserved - perhaps by taking the options with lower
capital risk such as investment grade Corporate Bonds. You
also need to set maturity dates in line with the timing you
anticipate you will need to access the funds.

4. Do you have any anticipated future expenses?

If you know you have a large expense on the horizon,

purchase bonds with maturity dates that correspond with

that timeline. Maturity timeframes set by the bond issuer vary
from anywhere between 18 months and 20 years. Staggering
maturity dates can help you plan and reduce reinvestment risk
atany single pointin time.

Investors are generally contacted six weeks before a maturity
date, allowing you time to consider what to do with the repaid
capital. If the bond issuer has a new bond replacing the
maturing one, you may choose to reinvest. Or you may take
the opportunity to review your circumstances and choose a
lower or higher risk investment.
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How tof

5. How liquid is your portfolio?

Regardless of how thoroughly you answer these
questions and invest accordingly, there’s always the
possibility of unexpected expenses throwing your best
laid plans into turmoil.

Bonds can be sold on the secondary market before their
maturity date, however the price will be driven by buyer
demand and market prices at the time of sale. Depending on
the bond, it may sell for higher or lower than what you would
have received on maturity.

FIIG’s active participation in the bond market gives us good
insight into which bonds will sell more quickly than others.

6. How old are you?

Arule of thumb coined by Jack Bogle, founder of Vanguard
Investments, is that your bond allocation should roughly
equalyour age. For example, at age 50 around half your
portfolio should be allocated to Corporate Bonds because
you have more wealth to protect and less time to recoup
unexpected losses on the stock market.

But how does that play out for the different types of bonds?

As your age increases, so does your need for predictability in
your portfolio. Most bond investors increase their allocation
to Fixed Rate Bonds as they get closer to retirement as this
provides more certainty.

7. Do you have the capacity to earn income to
supplement losses?

If you're still earning an income, even on a part-time basis,
thatincome gives you a buffer to take a few additional
risks. If you are transitioning to retirement, you might
consider choosing similar maturity dates for your higher
risk bonds, so you can recalibrate your level of exposure
once you stop earning.

If you are no longer earning an income and relying instead
on your bonds to generate a consistent income stream, you
may tip the balance to Fixed Rate Bonds.

© 2020 FIIG Securities Limited | How to build a balanced bond portfolio
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8. What is your appetite for risk?

What we're really asking here is, how much are you willing
to lose?

A basic premise of investing is the higher the return, the higher
the risk; the lower the risk, the lower the return.

Going back to the first three questions in this book about
income, capital and return may help you to work out how
much risk you need to take in your portfolio.

To help you evaluate the risk of specific bonds, credit ratings
agencies independently assess bond issuers’ ability to pay
coupons and repay capital. They assign credit ratings of AAA
(lowest risk) to CCC (highest risk), with BBB- being the cut-off
forinvestment grade securities. Sub investment grade or
unrated bonds (often called high yield), tend to have higher
risk and return than investment grade bonds. Due to licensing
restrictions, credit ratings are only able to be provided to
Wholesale investors.

Wholesale investors can also invest in foreign currency
denominated bonds such as USD and GBP. Investingin
foreign currency bonds adds another layer of risk as you
need to factor in exchange rate fluctuations into the returns
of the bonds, although foreign currency can provide extra
diversification for more sophisticated investors.

The challengeis to find a mix of bonds with an acceptable risk
profile for you that still provides a suitable yield.

Many investors use bonds
not just for the returns, but
to mitigate the risks they
are taking elsewhere in
their portfolio.
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Creating a balanced bond portfolio for each investor could be likened to adjusting
one recipe to suit many palates. While everyone is served the same three
core ingredients, the quantities and seasonings are all adjusted to meet the

individual’s tastes.

Awell-balanced portfolio goes beyond the spread of the
three bond types. You also need to consider the mix of
maturities, risk profiles and industry sectors.

Different attributes of bonds

Types Sectors

Credit ratings

Maturity

(

Fixed Rate Energy Infrastructure
Bonds
()
%
Floating Rate
Bonds Insurance Government
T
W - -
—
Fixed Rate
Bonds Property Other Corporate

@ @ o%o
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AAA
AA

BB
BBB

18 months

14 years
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CASE STUDY

(9N}
Having watched her parents struggle to make ends meet living on a 5
. pension, Susie and her husband Tom started investing early with the goal of 5
A conserva t Ve a comfortable retirement. 7
a p p Foac h Having always been quite conservative investors, it was no surprise when
. they allocated 60 percent of their bond portfolio to investment grade
tO I | ]ce > Corporate Bonds on retirement. With no children or close family to rely

on if something goes wrong, they are risk averse. Predictability of coupon
income and the preservation of capital were high on their list of priorities.

They have spread their maturity dates and chosen bonds with high liquidity
—justin case.

20% Inflation
B 60% Fixed
B 20%Floating

SECTION 3

CASE STUDY

Sean and Anna eased into retirement a few years ago, and like Susie
and Tom they don’t have a high risk appetite. They do, however, want to

P roVvi d 1N g Income make sure they generate enough income through their investments, so

they don’t need to dip into their hard-earned capital to maintain their

]CO racom ]CO rta b Ie standard of living.

retl remen t > They would like to travel when the opportunity arises. Now that they
have a little more time on their hands, Anna plans to take a writing
class while Sean spends time with his golf buddies. These moderate
expenses all need to be covered by their investmentincome.

Since their capital can generate enough income for short-term needs,
Sean and Anna decide not to include Inflation Linked Bonds in their
mix. Instead, they balance their bond allocation between Fixed Rate
Bonds (for regularincome) and Floating Rate Bonds (for a predictable
coupon above the Bank Bill Swap Rate (BBSW)). They also stagger their
maturity dates so they have flexibility to book and pay for their next

Il 50%Fixed getaway.

B 50% Floating
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CASE STUDY ~
Leanne and Gio are in their 50s. Gio runs his own accounting practice, and cZ>
. Leanne plans to go part-time as a legal counsel - but they aren’t expecting 5
BOOSU N g to retire in the near future. 7
retu s b e]co e They've worked hard to build their investment portfolio, but they do have a
. higher risk tolerance as they are both still earning an income. To maximise
retl remen J[ > their retirement funds before scaling back on work, they’re firmly focused

on higher return investments. So when Gio brings in a new partner for
succession planning, he decides to invest the released capital in a few fixed
rate and floating rate high yield bonds. These bonds have a higher risk
attached and they also produce a higher coupon rate.

As Gio and Leanne get closer to retirement, they will reassess this strategy -
and expect to balance the portfolio more towards investment grade bonds.

™

45% =

Investment o

grade L—)

. Ll

B 55%Higher (%}
yield
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Why FIIG?

400+ @ 7,000+

different bonds Australian investors
employees with officesin

1998 SBillions

when FIIG was established

FIIG’s fixed income expertise and market access
provides over 400 different Corporate Bonds to more
than 7,000 Australian investors.

Our clients appreciate the depth and quality of our
research conducted by our highly experienced market
research team. And our recommendations are without
corporate alignment bias.

With over 100 experts in Sydney, Melbourne, Brisbane
and Perth, a dedicated FIIG Relationship Manager will
provide guidance and support to help you invest with
confidence.

assets under advice

Get started today

Ready to get more certainty over your investment
income, and achieve more stability in a volatile market?
FIIG can help you build a Corporate Bond portfolio to
suit your financial goals and cash requirements.

Please call 1800 01 01 81

Or visit fiig.com.au

\ FHG The Fixed
income experts
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FIIG Securities Limited

FIIG The fixed ABN 68 085 661 632
income experts AFS Licence No. 224659

Disclaimer

FIIG Securities Limited (‘FIIG’) provides general financial product advice only. As a result, this document, and any information or advice, has

been provided by FIIG without taking account of your objectives, financial situation and needs. FIIG’s AFS Licence does not authorise it to give
personal advice. Because of this, you should, before acting on any advice from FIIG, consider the appropriateness of the advice, having regard to
your objectives, financial situation and needs. If this document, or any advice, relates to the acquisition, or possible acquisition, of a particular
financial product, you should obtain a product disclosure statement relating to the product and consider the statement before making any
decision about whether to acquire the product. Neither FIIG, nor any of its directors, authorised representatives, employees, or agents, makes
any representation or warranty as to the reliability, accuracy, or completeness, of this document or any advice. Nor do they accept any liability or
responsibility arising in any way (including negligence) for errors in, or omissions from, this document or advice. FIIG, its staff and related parties
earn fees and revenue from dealing in the securities as principal or otherwise and may have an interest in any securities mentioned in this
document. Any reference to credit ratings of companies, entities or financial products must only be relied upon by a ‘wholesale client’ as that
term is defined in section 761G of the Corporations Act 2001 (Cth). FIIG strongly recommends that you seek independent accounting, financial,
taxation, and legal advice, tailored to your specific objectives, financial situation or needs, prior to making any investment decision. FIIG does
not provide tax advice and is not a registered tax agent or tax (financial) advisor, nor are any of FIIG’s staff or authorised representatives. FIIG
does not make a market in the securities or products that may be referred to in this document. A copy of FIIG’s current Financial Services Guide is
available at www.fiig.com.au/fsg.

An investment in notes or corporate bonds should not be compared to a bank deposit. Notes and corporate bonds have a greater risk of loss
of some or all of an investor’s capital when compared to bank deposits. Past performance of any product described on any communication
from FlIG is not a reliable indication of future performance. Forecasts contained in this document are predictive in character and based on
assumptions such as a 2.5% p.a. assumed rate of inflation, foreign exchange rates or forward interest rate curves generally available at the time
and no reliance should be placed on the accuracy of any forecast information. The actual results may differ substantially from the forecasts
and are subject to change without further notice. FIIG is not licensed to provide foreign exchange hedging or deal in foreign exchange contracts
services. FIIG may quote to you an estimated yield when you purchase a bond. This yield may be calculated by FIIG on either A) a yield to
maturity date basis; or B) a yield to early redemption date basis. Some bond issuances include multiple early redemption dates and prices,
therefore the realised yield earned by you on the bond may differ from the yield estimated or quoted by FIIG at the time of your purchase. The
information in this documentis strictly confidential. If you are not the intended recipient of the information contained in this document, you may
not disclose or use the information in any way. No liability is accepted for any unauthorised use of the information contained in this document.
FIIG is the owner of the copyright material in this document unless otherwise specified.
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Office addresses

Sydney

Level 20, 126 Phillip Street
Sydney NSW 2000

+61 29697 8700

Melbourne

Level 35, 120 Collins Street
Melbourne VIC 3000

+61 3 8668 8888

Brisbane 180001 01 81

Level 31, 1 Eagle Street www.fiig.com.au
Brisbane QLD 4000

+61 73231 6666

Perth

Level 1,131 St Georges Terrace
Perth WA 6000

+61 8 9421 8500

How to build a balanced
Corporate Bond portfolio




