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1. Introduction

Nominal and inflation linked government
bonds (ILBs) have typically been used as the
key defensive assets in a multi-asset portfolio.
They are also commonly used by liability focused investors
such as insurers and defined benefit superannuation funds as
liability matching assets. With government bond yields at a
historical low level and more coordinated fiscal and monetary
stimulus policies, unexpected inflation risk has risen for most
investors especially those with inflation linked liabilities.
In this article we compare Australian nominal government
bonds with inflation linked bonds as defensive assets. We
first examine their respective past performance during
the time periods when equity markets experienced major
drawdowns. We will then examine the relative performance
of other major asset classes during the months when ILBs
outperform nominal bonds to the periods during which
ILBs underperformed. We also test the effectiveness of
the breakeven inflation rate as a leading signal for future
relative performance of ILBs to nominal bonds over multiple
forecasting periods.

Our key observations are:
1. Australian ILBs tend to have a higher real duration than
Australian nominal government bonds. In addition to
interest rate changes, Australian ILBs’ return can also be
affected by liquidity premium and changing inflation
expectations. They hence tend to underperform Australian
nominal bonds when the equity market experiences a
large drawdown. This indicates that the flight to quality
mainly goes to the more liquid nominal bond markets and
a large equity drawdown tends to coincide with declining
inflation expectations. The illiquidity shock to ILBs’ return
tends to be brief, the decline in inflation expectations
tends to be longer lasting. Nevertheless, among the nine
time periods in the last 30 years examined, there are three
periods including the burst of the Internet Bubble and the
European Debt Crisis when Australian ILBs outperformed
their nominal counterpart.

2. Asset classes such as Australian Equity, Developed
Market Equity, Global Listed Property and Infrastructure
have significantly higher average monthly return
during the months when ILBs outperform nominal
bonds. This indicates that equity and real assets tend to
perform more strongly when real interest rates fall. For
a multi-asset portfolio with a large exposure to these
assets, ILBs can be less effective in terms of reducing
the portfolio’s volatility over time. For a conservative
portfolio with constraints on its maximum allocations
to growth assets, ILBs can however, provide extra
growth exposure in a more defensive way if desirable.
Australian Credit had significantly higher average return
when ILBs outperformed in the last 10 years but this
difference is statistically insignificant when using a longer
history of data.
3. The long term breakeven inflation rate, measured by the
difference between the 10-year nominal bond yield and
the10-year ILB real yield, provides significant predictive
power of ILBs’ one-month-ahead relative performance after
adjusting the duration difference between ILB and nominal
bonds benchmark index. The predictive power remains
for 12-month-ahead outperformance forecast before or
after the adjustment for the potential econometric issue
associated with using overlapping time series data. A low
(high) breakeven inflation rate today tends to lead to ILBs’
outperformance (underperformance) over their nominal
counterpart. Investors could potentially dynamically
adjust ILBs’ position using this leading signal in order
to improve portfolio return. However, we note that the
stability of inflation expectations could have contributed
to the predictability of the breakeven inflation rate in the
last few decades.
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2. Do ILBs Always Underperform
under Equity Market Stress?
Table 1 shows the relative performance of ILBs as measured using Bloomberg AusBond Inflation Government 0+ Yr Index to
nominal bonds (based on the Bloomberg AusBond Treasury 0+ Yr Index) during historical periods when ASX 300 experienced
a large drawdown over the last 30 years. In most of these scenarios, Australian ILBs underperformed their nominal counterpart
due to the decline in inflation expectation during these scenarios. The two notable scenarios are the GFC and the Global
Pandemic in 2020. The lower liquidity profile of ILBs could have also contributed to the underperformance during the stressed
market environment when the illiquidity risk premium tends to go up. There are three scenarios including the burst of the
Internet Bubble and the European Debt Crisis when Australian ILBs outperformed their nominal counterpart mainly due to rising
Australian inflation expectations during this period of time.
Table 1: Australian ILBs’ relative performance to Nominal during Australian Equity Market Stress
Start

End

ASX 300 drawdown

Return of ILBs over Nominal

Jan-1994

Nov-1994

-15.5%

-4.1%

Sep-1997

Oct-1997

-10.5%

-1.2%

Jun-2001

Sep-2001

-11.9%

-0.8%

Jan-2002

Feb-2003

-15.7%

1.6%

Oct-2007

Feb-2009

-47.6%

-9.8%

Mar-2010

Jun-2010

-11.2%

1.9%

Mar-2011

Sep-2011

-15.4%

3.1%

Feb-2015

Feb-2016

-13.4%

-2.6%

Jan-2020

Mar-2020

-27.0%

-9.4%
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3. Growth Asset Class Performance
Differential when ILBs outperform
Nominal Bonds
Table 2 and Table 3 compare the average monthly return of Australian Credit, Australian and Global listed equities and listed real
assets during the periods when Australian ILBs outperformed their Nominal counterpart vs the average monthly return during
the time when ILBs underperformed.
The last 10 years’ data indicates that Australian Credit, Australian and Global listed equities, Global listed real assets delivered
statistically significant higher average return during the months when Australian ILBs outperformed their nominal counterpart
with lower volatilities.
The last 20 years’ data depicts a similar pattern except for Australian Credit which did not exhibit significant performance
differential. This can be because the bond yield level is generally higher in the first 10 years of the 20-year period studied. The
duration effects on Australian Credit tend to have more influence on its return variations than the credit spread effects.
Table 2: Credit and Growth assets’ performance differential in the 10-year period to 31 August 2020

Mean

When ILB >
Nominal
When ILB <
Nominal
Difference

Volatility

When ILB >
Nominal
When ILB <
Nominal

Bloomberg
Ausbond
Credit

S&P/
ASX 300

MSCI
World ex
Australia
(NR)

S&P/ASX 300:
Industry Group:
A-REIT

FTSE
EPRA/NAREIT
Global Index
Hedged

FTSE Global Core
Infrastructure
50/50 Hedged
TR

0.6%

1.6%

1.5%

1.8%

1.7%

1.8%

0.3%

-0.7%

0.3%

-0.1%

-0.5%

-0.2%

0.3%***

2.3%***

1.1%**

2%**

2.2%***

2%***

2%

11%

9%

13%

11%

7%

2%

16%

11%

23%

17%

12%

Note: The stars ***,** or * mean that the estimate is statistically significant at a 1%, 5% or 10% significance level respectively.
Table 3: Credit and Growth assets’ performance differential in the 20-year period to 31 August 2020

Mean

Volatility

When ILB >
Nominal
When ILB <
Nominal
Difference
When ILB >
Nominal
When ILB <
Nominal

Bloomberg
Ausbond
Credit

S&P/
ASX 300

MSCI
World ex
Australia
(NR)

S&P/ASX 300:
Industry Group:
A-REIT

FTSE
EPRA/NAREIT
Global Index
Hedged

FTSE Global Core
Infrastructure
50/50 Hedged
TR

0.5%

1.4%

0.7%

1.2%

1.1%

0.9%

0.5%

-0.1%

-0.1%

0.1%

-0.2%

0.1%

0%

1.5%***

0.8%**

1.1%**

1.3%**

0.8%***

2%

12%

11%

14%

12%

6%

2%

14%

13%

20%

20%

9%

Note: The stars ***,** or * mean that the estimate is statistically significant at a 1%, 5% or 10% significance level respectively.
The high correlation between ILB performance and other growth assets indicate that they provide investors with more
participation of the market upside at the cost of potentially less downside protection.
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4. Is the breakeven inflation rate
a reliable leading signal for
future ILB outperformance?
ILBs’ long-term return comprises the real yield and the future inflation rate components.
If the breakeven inflation rate represents investors’ unbiased estimate of future expected
inflation rate, the expected coupon and capital payments of ILBs will be the same as those
of their nominal counterpart. In this case the expected return of ILBs should be the same
as nominal bonds and the breakeven inflation rate would provide no/little predictive power
of ILBs’ future outperformance/underperformance.
Table 4 shows the regression results of ILBs’ excess return over the nominal bonds’ return (after adjusting for their duration
difference) against the 10-year breakeven inflation rate, using both the one-month ahead excess returns and excess return in
the 12 months ahead. The predictive power appears statistically significant using last 20 years’ historical data. For the 12-month
ahead excess return analysis, the t-stat has also been adjusted using heteroskedasticity and autocorrelation consistent (HAC)
estimators of the variance-covariance matrix in order to circumvent the potential bias due to using overlapping data.
Table 4: Regression of Future ILB excess returns against long-term breakeven inflation rate
1 Month ahead

12 Months ahead

12 Months ahead

Not HAC adjusted

HAC adjusted

Coefficient

-0.04**

-0.35***

-0.35**

Standard Error

0.018

0.07

0.14

T-stat

-2.3

-5.2

-2.5

Note: The stars ***,** or * mean that the estimate is statistically significant at a 1%, 5% or 10% significance level respectively.
Our result indicates that if the breakeven inflation rate increases (or decreases) by 1%, the expected ILB outperformance is
reduced (increased) by 0.04% over a 1-month period or 0.35% over a 12-month period for each year of duration. This indicates
that the long-term breakeven inflation rate (or its changes) do not necessarily represent investors’ unbiased expectation of future
inflation rate (or changes). Our result is broadly consistent with Gurkaynak, Sack and Wright (2008) which, by using US TIPS yield
curve data, found that the breakeven inflation rates are influenced by the changing inflation risk premium and liquidity premium
associated with TIPS. That the breakeven inflation rates can predict future ILB outperformance over nominal bonds can hence be
ascribed to their inherent inflation risk and liquidity risk premium information contents. A higher (lower) breakeven inflation rate
implies a lower (higher) inflation risk and liquidity risk premium and hence lower (higher) future ILB outperformance.
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5. Conclusion

ILBs do not always underperform nominal bonds during significant market drawdown periods.
It highly depends on whether the drawdown is also associated with rising (or declining) inflation
expectations or concerns.
During the period of the burst of the Internet Bubble starting in 2002 and the European Debt Crisis starting in early 2010, ILBs
outperformed their nominal counterpart. Going forward, whether ILBs are more likely to be more defensive for the next market
correction depends on the investors’ assessment of how likely the downturn will be associated with rising inflation expectations.
Most growth assets examined including equities and listed real assets experienced significantly higher average returns when ILBs
outperform nominal bonds. This indicates that ILBs can be less diversifying for portfolios with a high exposure to growth assets.
For more conservative or growth asset allocation constrained portfolios , ILBs can, however, provide exposure to growth in a more
defensive way if such is desired.
The long term breakeven inflation does not seem to provide an unbiased estimate of future inflation. A higher (lower) breakeven
inflation predicts a lower (higher) future ILB return relative to nominal bonds after adjusting for their duration difference. It can
hence potentially be a useful leading signal used for dynamic allocation tilting purposes.
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