
PROTECTING PORTFOLIOS IN A 
RISING RATE ENVIRONMENT

The 40-year tailwind of falling interest rates that has 
propelled equity and bond valuations higher is finally 
under threat. 

While investors have faced major crises (the tech  
wreck, the GFC and COVID-19), the positive impact of 
declining interest rates since the early-1980s shouldn’t 
be under-estimated.

But now inflation and interest rates are on the way up in 
the wake of the pandemic. 

It may still be too early to say it marks a fundamental 
long-term shift, but the weight of evidence is pointing 
in that direction, and it is forcing investors to ask difficult 
questions: is the era of easy returns over and do bonds 
still have a protective role to play in portfolios?

The accepted thinking is a rising rate environment is 
bad for bonds. This is generally true – the price of a bond 
will fall because the value of its fixed yield is less when 
interest rates rise – but not always.

When interest rates last consistently rose in the 1970s, 
bonds performed well in the first few years before they 
started to post larger losses. This is shown in the total 
return chart for the US 10-year Treasury bond index below.
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That is unlikely to happen now given yields are starting 
at historic lows near zero, but it does demonstrate 
how an active approach can help navigate a volatile 
environment rather than applying a rule-of-thumb. 

It takes a deeper understanding of duration (a measure 
of the sensitivity of the price of a bond to a change in 
interest rates) and the yield curve (which shows the 
yield on bonds over different terms to maturity).

If interest rate rises lead to the entire yield curve 
steepening, then an investor will lose money on fixed 
rate bonds. 

However, if the short end of the curve keeps rising but  
the long end doesn’t move, the yield curve could invert, 
which would make long duration bonds an excellent 
hedge in a portfolio. 

This is because an inverted yield curve is relatively 
rare, and the equity market tends to take this as a 
sign that something’s gone wrong with policy or the 
economy, and therefore usually equates to poor equity 
performance. 

If the yield on long duration bonds doesn’t change, the 
price doesn’t change, so you generate a positive yield 
outcome at a time when equity markets are likely to be 
a bit volatile.

Since we believe that stronger growth and higher 
inflation is likely, we only have a small position in fixed 
rate bonds in case something unforeseen occurs. 

NOT ALL BONDS ARE THE SAME 
Investors aren’t restricted to fixed rate bonds – they can 
also invest in floating rate bonds that move with interest 
rates. These bonds pay a margin above a variable interest 
rate benchmark so if interest rates rise, so too does the 
margin.

This is one of the most common strategies to deal with 
rising rates.

However, even this is not a guaranteed way to ensure  
bonds perform.

If interest rate rises are viewed as a negative for economic 
growth, investors may become concerned about credit 
risk (companies may default). This could blow out the 
credit spread paid over the bond’s floating underlying 
rate. Increasing credit spreads means negative returns. 

Nonetheless, we still think this is a good place for bond 
exposure in the current environment, but it’s important 
to stick to high quality, investment grade bonds. Bonds 
below investment grade may offer a small pickup in 
yield but the capital risk is far higher. 

Investors should also consider how much they’re getting 
paid for these floating rate bonds. 

For example, AA-rated floating rate notes (within an 
index) were only paying about 25 basis points above 
the cash rate, which is a poor return when inflation is 
climbing quickly. This has recently climbed to 80-90 
basis points since the Reserve Bank of Australia ended 
its yield curve control experiment – yet another reason 
to take an active approach. 

Innova currently has a mix of investment grade loans, 
a specialist investment grade credit manager, and an 
‘alternative’ fixed income offering for our exposure.

GROWTH EQUITIES ARE ALSO SENSITIVE 
TO INFLATION 
While bonds are inherently sensitive to interest rate 
hikes, certain types of equities are also more susceptible.

Surging ‘growth’ stocks have been underpinned by 
expectations that inflation will remain low for years. For 
example, the high-flying prices of many unprofitable 
tech companies have now fallen dramatically 
because they relied on perfect market conditions and 
expectations of compound growth of 40%-plus over the 
next 20 years. 

Even if these companies can pass on price rises, the 
valuation applied to their future earnings will be lower. 
When share prices are expensive today, investors will be 
even less willing to pay the same valuation multiple for 
future earnings. Price matters.

‘Value’ equities don’t have decades of future corporate 
earnings modelled and factored into their price (because 
they are already undervalued or fairly valued). Therefore, 
interest rate rises affect them far less. More cyclical 
companies fall into this category, such as financials, 
gold producers and miners.  

In an environment where inflation is persistently high 
because economic growth is strong and robust, these 
businesses are leveraged to the economy.

Value stocks have tended to underperform growth 
for many years, but in a rising rate environment, value 
stocks are likely to outperform and offer better downside 
protection in a portfolio.
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Important Information
This document has been prepared by Innova Asset Management Pty Ltd, ABN 99 141 597 
104, which is a Corporate Authorised Representative of Innova Investment Management, 
AFSL 509578.

The information contained in this document is commentary only. It is not intended to 
be, nor should it be construed as, investment advice. The views expressed are subject 
to change at any time based on market and other conditions. To the extent permitted 
by law, no liability is accepted for any loss or damage as a result of any reliance on 
this information. Before making any investment decision you need to consider your 
particular investment needs, objectives and financial circumstances.INNOVA ASSET MANAGEMENT PTY LTD ACN 141 597 104

 Client Services: (02) 8203 9130

 operations@innovaam.com.au

CONTACT US :
or speak to your adviser

www.innovaam.com.au
Suite 3.02, Level 3, 31 Market Street, Sydney, 2000

Dan Miles 
Managing Director & Co-Chief Investment Officer

Dan Miles is the Managing Director & Co-Chief Investment Officer of Innova 
Asset Management. Innova is a boutique risk-focused portfolio manager 
that has been managing client portfolios since 2010. Innova was founded 
on the principles of providing robust and research-intensive insights to 
help investors meet their financial goals. The firm focuses on managing the 
multi-faceted nature of investment risks for clients. 

EMPLOY MULTIPLE PORTFOLIO 
PROTECTION STRATEGIES 
Investors also need to consider other approaches 
beyond bonds and equities to manage an uncertain 
environment where inflation is on the rise. 

While many think physical gold is a good hedge against 
rising inflation, the evidence is more mixed, However, 
it is an effective store of value against uncertainty, 
or monetary and fiscal instability. We retain a small 
allocation to gold.

Cash is also an excellent hedge in the sense that it 
doesn’t lose money although its low return in a higher 
inflationary environment also means you’re guaranteed 
to lose money in real terms.

The big benefit is it gives investors the opportunity  
to take advantage of short-term opportunities when 
they arise.

There is no silver bullet or single approach in this 
environment, which is why putting multiple hedges in 
place is a sound strategy. 

We believe in diversifying by risk premia, focussing on 
assets that are fairly priced and likely to do well in base-
case scenarios for inflation, the economy, and central 
bank policy (central banks may not raise rates as fast 
as some believe given they have been trying to stoke 
inflation for more than a decade). 

These are issues our team remains focused on to 
maximise the chances that investors reach their goals, 
while advisers steer their clients through this uncertainty 
by relying on their close and trusted relationships.

Investors will need even more guidance ahead as 
volatility applies new pressure, requiring greater 
specialisation across the investment chain, and  
Innova continues to offer our support as a trusted 
investment partner.


