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Why do Bonds beat Term Deposits right now?

By Darryl Bruce

Both term deposits and bonds have their place in a portfolio, however, bonds currently have a
healthy yield premium with a minimal increase in risk and much greater flexibility.

When people talk about the merits of different asset classes | often find the tone frustratingly binary. Most
well diversified investment portfolios should include cash, bonds, shares, property, alternatives etc... and it
is not normally a simple binary decision about including one asset class and excluding another. The focus
should be on the appropriate weightings for each asset class within a portfolio. This decision is a personal
one that depends on risk tolerance, age and size of portfolio amongst other factors.

Let's look at two different defensive asset classes - term deposits and bonds. The returns available on both
have increased dramatically since the RBA started raising the cash rate - see chart below. The aim is not to
tell you what your allocation to each should be. It is more focused on helping you to understand the strengths
and weaknesses of each which should help decisions around allocations.
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All investment decisions come down to risk and return. Term deposits are very low risk, especially under the
$250k threshold, and yet the returns are considerably more attractive than they were a couple of years ago.
Those that think that there is no risk in term deposits should refer the experience of depositors in Icelandic
banks during the GFC. The unthinkable can happen!

Term deposits offer relative safety and security, but investors do pay a price due to a lack of flexibility. You
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may lock in an attractive rate of, say, 5% for 12 months however should you need liquidity it has become a
lot harder and more expensive to break term deposits. One of the lessons learned during the GFC was that
bank liquidity is central to a healthy functioning economy. This is why there are typically steep penalties for
breaking term deposits and in most cases a minimum of 31 days notice.

If you are investing less than $250k most term deposits are effectively backed by a Government guarantee
through the Financial Claims Scheme. So, term deposits get a tick for safety and security. In the current
environment, they also look quite attractive from a return perspective. However, they are inflexible - so if you
are uncertain about your liquidity requirements then it would be best to keep them short.

In contrast, bonds offer slightly higher risk and returns however they also offer greater flexibility. Currently,
we are seeing new BBB-rated bonds offering returns of 6% - 6.5%. Is that additional return worth the risk?
The additional risk, in the investment grade part of the market, is quantifiable to an extent. The table below
is from the 2023 Standard & Poor’s Default Study which includes data back to 1981. It shows that the long
term weighted average default rate in BBB* rated bonds is 0.14% in any year - that is 1 in every c.714 BBB
rated bonds would be expected to default**. The risk is materially less amongst higher rated bonds.

Descriptive statistics on one-year global default rates (%)

AAA AA A BBB
Minimum 0.00 0.00 0.00 0.00
Maximum 0.00 0.38 0.38 1.00
Weighted long-term average 0.00 0.02 0.05 0.14

This is a very small increase in risk for quite a healthy uptick in return.

Unlike term deposits which have no capital fluctuations, the capital value of bonds can go up, or down,
however, if you hold a bond to maturity, you should have a known outcome. Fixed rate bonds are more
affected by capital fluctuations than floating rate bonds however when we are at, or near, the top of the
interest rate cycle, chances are that movement might work in your favour.

This is one of the other key benefits of fixed rate bonds at this point in the cycle. They give you the ability to
lock in a consistent income return of, say, 6%+ now. When interest rates fall, you will keep collecting that
income and you are likely to benefit from some capital uplift.

One of the drawbacks of term deposits that was not mentioned above is refinancing risk. If you are regularly
rolling term deposits, then you are at the mercy of the market at every time you roll. This is likely to work in
your favour as interest rates are rising however the corollary is also true. If you lock in 5% for the next 12
months there is no way of knowing the level that term deposit rates will be in a years’ time. In contrast in a
bond where you have locked in that return for the life of the bond.

Whilst flexibility was one of the other key drawbacks of term deposits, it is a strength of bonds. In normal
market conditions an investment grade bond would usually be able to be sold within a few days.

Timing of cashflows is also relevant for some investors with term deposits only paying interest at the end of
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the term compared to bonds which pay income twice or four times a year.

As mentioned, there is room for both term deposits and bonds in a portfolio. Especially given the returns on
both are relatively attractive at present. My personal view is that bonds currently offer a healthy yield
premium over term deposits for only a relatively minimal increase in risk and much greater flexibility. The
ability to lock in attractive returns at, or near, the top of the interest rate cycle also makes bonds look very
appealing at present. So, | am currently favouring a stronger weighting to bonds over term deposits.

*BBB is the weakest investment grade rating.
** Note that a default does not automatically mean a 100% loss.
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Research Report Disclosure

IAM Capital Markets Limited (AFSL 283119) ('|AM Capital Markets') is a financial service business and provides general financial product advice
only. As a result, this document, the Content and the Reports are not intended to provide financial product advice and must not be relied upon
or construed as such. IAM Capital Markets does not express any opinion on the future or expected value of any financial product and does not
explicitly or implicitly recommend or suggest an investment strategy of any kind. The Content and the Reports provided in this document have
been prepared based on available data to which IAM Capital Markets have access. Neither the accuracy of that data nor the research
methodology used to produce the Content and Reports can be or is guaranteed or warranted. Some of the research used to create the
Content and the Reports is based on past performance. Past performance is not an indicator of future performance. Any forecasts are
predictive in character and based on specified assumptions 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. The
data generated by the research in the Content or the Reports is based on research methodology that has limitations; and some of the
information in the Content or the Reports is based on information from third parties. IAM Capital Markets does not guarantee the currency of
the Content or the Reports. If you would like to assess the currency, you should compare the Content or the Reports with more recent
characteristics and performance of the assets mentioned within it.

You acknowledge that investment can give rise to substantial risk and a product mentioned in the Content or the Reports may not be suitable
to you. The Content and Reports have been provided or made available by IAM Capital Markets without taking account of your objectives,
financial situation, and needs. IAM Capital Markets 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. Neither IAM Capital Markets,
nor any of its directors, authorised representatives, employees, or agents, makes any representation or warranty as to the reliability, accuracy,
or completeness, of the Content and Reports. Nor does IAM Capital Markets accept any liability or responsibility arising in any way (including
negligence) for errors in, or omissions from the Content and Reports. IAM Capital Markets, 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). IAM Capital Markets does not provide tax advice and is not a registered tax agent or tax (financial)
advisor, nor are any of IAM Capital Markets' staff or authorised representatives. IAM Capital Markets does not make a market in the securities
or products that may be referred to in this document.

An investment in notes, corporate bonds, syndicated loans, or any debt instrument should not be compared to a bank deposit. Notes,
corporate bonds, syndicated loans, or any debt instrument have a greater risk of loss of some or all an investor’s capital when compared to
bank deposits. IAM Capital Markets is not licensed to provide foreign exchange hedging or deal in foreign exchange contracts services. IAM
Capital Markets may quote to you an estimated yield when you purchase a bond. This yield may be calculated by IAM Capital Markets 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 IAM Capital Markets
at the time of your purchase.

To the extent IAM Capital Markets has utilised research from BondAdvisor, the following Disclaimer applies. BondAdviser has acted on
information provided to it and our research is subject to change based on legal offering documents. This research is for informational
purposes only. We note that this security offering is only being made to investors who are not retail clients under the Corporations Act nor
located outside Australia This information discusses general market activity, industry or sector trends, or other broad-based economic, market
or political conditions and should not be construed as research or investment advice. The Content of this Report is not intended to provide
financial product advice and must not be relied upon as such. The Content and the Reports are not and shall not be construed as financial
product advice. The statements and/or recommendations on this web application, the Content and/or the Reports are our opinions only. We
do not express any opinion on the future or expected value of any Security and do not explicitly or implicitly recommend or suggest an
investment strategy of any kind. The Content and Reports provided have been prepared based on available data to which we have access.
Neither the accuracy of that data nor the methodology used to produce the Report can be guaranteed or warranted. Some of the research
used to create the Content is based on past performance. Past performance is not an indicator of future performance. We have taken all
reasonable steps to ensure that any opinion or recommendation is based on reasonable grounds. The data generated by the research is
based on methodology that has limitations; and some of the information in the Reports is based on information from third parties. We do not
guarantee the currency of the Report. If you would like to assess the currency, you should compare the Reports with more recent
characteristics and performance of the assets mentioned within it. You acknowledge that investment can give rise to substantial risk and a
product mentioned in the Reports may not be suitable to you. You should obtain independent advice specific to your particular circumstances,
make your own enquiries and satisfy yourself before you make any investment decisions or use the Report for any purpose. This Report
provides general information only. There has been no regard whatsoever to your own personal or business needs, your individual
circumstances, your own financial position or investment objectives in preparing the information. We do not accept responsibility for any loss
or damage, however caused (including through negligence), which you may directly or indirectly suffer in connection with your use of this
Report, nor do we accept any responsibility for any such loss arising out of your use of, or reliance on, information contained on or accessed
through this Report.
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The information in this website is for general information purposes only and does not purport to contain all matters relevant to any particular
or financial instrument. It is not intended to be a recommendation, offer or invitation to purchase, sell or otherwise deal in securities or other
investments. Before making any decision in respect to a financial product, you should read the relevant Financial Services Guide and Product
Disclosure Statement available from IAM Group https://www.incomeam.com and seek independent and specific advice from an appropriately
qualified professional. IAM Group shall not be liable for any errors, omissions, defects or misrepresentations in the information or for any loss
or damage (whether direct or indirect) suffered by persons who use or rely on the information contained here.
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