
Why Buy Fixed Income Now?
Fixed Income Opportunities in a Higher 
Interest Rate Environment
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Question 1

You believe that we are currently in the 'Expansion' part 
of the economic cycle, can you explain the advantages 
of investing in fixed income at this stage in the cycle? 
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Macro Economic Outlook 
Overview - Our Approach

Investment Cycle Business Trough Economic Expansion Economic Peak Economic Contraction

Sectors
Asian Sovereign USD, 

Inv estment Grade 
Corporate Securities, 

Conv ertible Bonds

Local Currency Debt, 
Corporate Securities, 

Conv ertible Bonds

Switch to higher 
grade Asian and 

sov ereign and G7

Inv estment Grade and 
Sov ereign debt

Qualit y Inv estment Grade Non Investment Grade G7, Higher grade 
Asian Credit Inv estment Grade

Currencies G7 and lower beta 
Asian Currencies Higher Beta Currencies Switch out of high 

yielding currencies HKD, USD, YEN

Economic Trough Economic Expansion Economic Peak Economic Contraction

Current 
position

Economic Cycle
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Question 2

What benefits are there in having bonds as part of a 
diversified investment portfolio?
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Why Fixed Income is Important to an 
Investor’s Portfolio

10 Year Performance

Return Volatility

Asia Bonds 8.76% 5.85%

Asia Equity 10.36% 23.60%

50/50 Bond Equity Blend 9.56% 14.73%

Barclays US Aggregate Bond 
Index 5.85% 3.80%

Dow Jones I ndustrial Average 0.98% 15.65%

Over last 10 years, Asian bonds have delivered similar returns 
to Equity with one quarter of the volatility 

Volatility refers to the amount of uncertainty or risk about the size  
of changes in a security's value. 
A hi gher volatil it y means that a security's value can potentially be 
spread out over a larger range of values. This means that the price 
of the security can change dramatically over a short time period in 
either direction.
A lower volati li ty means that a security's value does not fluctuate 
dramatically, but changes in value at a steady pace over a period of 
time.

Source: Bloomberg
* Volat ilit y:  Shown a s st andard devia t ion
Asian Bond: 50%  HSBC Asian US Dollar Bond Index, 50%  HSBC Asia Local Bond Index
Asia Equity: MSCI Asia Ex Japan Index.  US Aggregate Bond: Barclays US Aggregate Bond Index.  Return Period: Dec 2000 to Jan 2011



5

Question 3

Can you start by talking us through how you use floating 
rate notes and high yield bonds to generate returns in a 
period of higher interest rates?
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Six Tools

Floating Rate Notes

High Yield Bonds

Shorter Maturity Bonds

Diversify Interest Rate Exposure

Appreciating Currencies

Convertible Bonds

There are 6 key tools that fixed incomes managers can use to generate 
strong returns – even in a higher interest rate environment
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Increase Floating Rate note exposure when Interest rates rise
Floating Rate Bond rise in value to reflect benefit of higher rates

Example: China Development Bank
We buy f loating rate note bond on 
October 13. 100.60 that pays a coupon 
of  2.73%

On December 30, sell some of the 
bond, because the value of the bond 
has gone up, with investors knowing 
the interest rate will be reset higher.

Floating Rate Notes

A bond with a variable interest rate. The adjustments to the interest rate 
are tied to a certain money-market index.

Price bought: $100.60
Interest Rates increased: 2%
Price sold: $109.20
We profited: 9 %

Bought:  
October 
13, 2010

Sold: 
December 
30, 2010

Floating 
Rate Note

Interest Rate

The above is f or illu st rat ive p urposes only a nd d oes n ot  const it ute t o any recommendat io n to in vest  in  t he above ment io ned securities.
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High Yield Bonds

Equity like returns with lower volatility
Due to large credit spreads, high yield bonds are less sensitive to interest rate 
increases
Example: Melco Crown (USD)
– Melco Bonds move more similarly to stock than to interest rates

A high paying bond with a lower credit rating than investment-grade bonds

US 10Y Treasury went up: 90bps
Melco HY Bond profited: 11.93%
Period: August 2010 - Jan 2011

Source: Barclays
Bond + AI = Price Appreciation + Accrued Interest
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The above is f or illu st rat ive p urposes only a nd d oes n ot  const it ute t o any recommendat io n to in vest  in  t he above ment io ned securities.
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Question 4

What are the advantages of shorter maturity bonds in 
this environment? 
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Switch to Shorter Maturity

When buying Credits in a rising rate environment, favor shorter maturity 
bond of same issuer

Price as of 
9/30/2010

Price as of 
1/31/2011

Change in Credit  
Spread

Holding Period 
Return

Hutchison Whampoa 6.5 2/13/13 110.30 109.15 -25 0.91%
Hutchison Whampoa 5.75 9/11/19 111.30 108.00 -47 -1.25%

Treasury 3.625 8/15/19 110.05 104.33 0 -4.08%

The prices of bonds closer to maturity have less price sensitivity than longer bonds 
(lower duration)
Gains from coupon and credit spread tightening are able to offset the impact of higher rates
Example:

– From Sept 30 to Jan 31, US 10 year Treasury yields rose 85bp
– US Treasury bonds with 8.5 years to maturity returned -4% for the period
– Though credit spreads tightened, Hutchinson Whampoa 5.75% 9/11/19 returned -1.25% for the period
– With tighter credit spread and short duration, Hutchinson Whampoa 6.5 % 2/13/13 returned 0.9% for the period

Coupon
6.5%

Matures
2/13/2013

Coupon
5.75%

Matures
9/11/2019

Hutchinson Whampoa Hutchinson Whampoa

vs

Source: Barclays
The above is f or illu st rat ive p urposes only a nd d oes n ot  const it ute t o any recommendat io n to in vest  in  t he above ment io ned securities.



11

Question 5

Some investors may not realise that you can also 
generate good returns from diversifying interest rate 
exposure and from appreciating currencies in the 
current economic environment, can you explain how this 
works? 
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Diversify Interest Rate Exposure

Australia is further along in rate hike cycle than the US

Australian government bonds are already at long term average yield 
- good time to enter the market

Source: Bloomberg
The above is f or illu st rat ive p urposes only a nd d oes n ot  const it ute t o any recommendat io n to in vest  in  t he above ment io ned securities.
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Appreciating Currencies

Asian Currencies are still undervalued based on the BIG MAC Index. Asian 
Currencies should continue to be a strong contributor to portfolio returns in 2011

Source: McDonalds, The Economist

Big Mac index, local-currency under(-) / over(+) valuation against the dollar, %

* Weighted average of member countries
^ Average of four cities
# Average of two cities

80%60%40%- 40% 20%- 20% 0%

Russia

Mexico

South Korea

Britain

United States

Japan

Canada

Euro area

Brazil

Switzerland

South Africa

Thai l and

Singapore

Malaysia

China

2.39

2.58

3.03

3.63

3.71

3.91^

4.18

4.79*

5.26

6.78

2.79

2.44

3.46

2.25

2.18#Big Mac price
Market  excha nge rat e (Oct  13 201 0)

DECREASE the weight of an 
OVER-VALUED Currency

INCREASE the weight of an 
UNDER-VALUED Currency
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Question 6

And finally, another tool in the fixed income manager's 
tool kit is a convertible bond, how do you use 
convertible bonds to generate returns when interest 
rates are rising?
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Convertible Bonds

Convertible bonds 
provides equity-like 
returns, but with less 
price volatility
Trades both relative to 
equities and fixed income 
markets
Greater downside 
protection than equities

Capitaland (Convertible Bond vs Equity)

Convertible bond is a bond that can be converted into a predetermined amount of the 
company's equity at certain times during its life (at the discretion of the bondholder).

Source: Bloomberg
The above is f or illu st rat ive p urposes only a nd d oes n ot  const it ute t o any recommendat io n to in vest  in  t he above ment io ned securities.
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Manulife Asset Management is the asset management division of Manulife Financial. Manulife Asset Management’s diversified group of companies and affiliates provide 
comprehensive asset management solutions for institutional investors, investment funds and individuals in key markets around the wor ld. Thi s i nvestment ex per ti se ex tends 
across a full range of asset classes including equity, fixed income and alternative investments such as oil & gas, real estate, timber, farmland, as well as asset allocation 
strategies. Manulife Asset Management has investment offices in the United States, Canada, the United Kingdom, Japan, Hong Kong, and throughout Asia. Additional 
information about Manulife Asset Management may be found at www.manulifeam.com. Manulife Asset Management, Manulife and the block design are trademarks of The 
Manufacturers Life Insurance Company and are used by it and its affiliates including Manulife Financial Corporation.

This document was produced by and the opinions expressed are those of Manulife Asset Management as of the date of writing and are subject to change. The information 
and/or analysis contained in this material have been compiled or arrived at from sources believed to be reliable but Manulife Asset Management does not make any 
representation as to their accuracy or completeness and does not accept liability for any loss arising from the use hereof. Information about the portfolio’s holdings, asset 
allocation, or country diversification is historical and is not an indication of future portfolio composition, which will vary. 

The information in this document may contain projections or other forward-looking statements regarding future events, targets, management discipline or other expectations, 
and is only as current as of the date indicated. There is no assurance that such events will occur, and may be significantly different than that shown here. The information in this 
document including statements concerning financial market trends, are based on current market conditions, which will fluctuate and may be superseded by subsequent market 
events or for other reasons. This material was prepared solely for informational purposes and does not constitute an offer or an invitation by or on behalf of Manulife Asset 
Management to any person to buy or sell any security. This material should not be viewed as a current or past recommendation or a solicitation of an offer to buy or sell any 
investment products or to adopt any investment strategy. Nothing in this material constitutes investment, legal, accounting or tax advice, or a representation that any investment 
or strategy is suitable or appropriate to your individual circumstances, or otherwise constitutes a personal recommendation to you.

Proprietary and Confidential Information – Please note that this document must not be disclosed to any third party without prior approval from Manulife Asset Management.

Presented by Manulife Asset Management (Asia), a division of Manulife Asset Management (Hong Kong) Limited.

Disclaimer
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