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Bonds are back,  
in a brand new regime
The Great Moderation, a period of largely stable economic activity and inflation, is behind 
us. A new regime is playing out, where central banks, including the Reserve Bank of 
Australia (RBA), are engaging in a tightening cycle as they seek to curb inflation. Against 
that backdrop, fixed income finally offers decade-high levels of income, reigniting the 
appeal of bonds after investors were starved for yield for years.

However, this new regime brings heightened macro and market volatility. Equities 
may struggle if rate hikes trigger a growth downturn, while bond prices would suffer if 
policymakers tolerate higher inflation. Either way, the current macro landscape does 
not seem conducive to a sustained bull market in both stocks and bonds, in our view. 
Consequently, the traditional one-stop approach of stock-bond portfolios modelled 
based on historical relationships may no longer be effective.

A new playbook is needed – one that calls for more granular and nimble portfolio 
allocations. The good news is that investors now have the opportunity to revamp 
portfolio construction through a reallocation to fixed income – moving up in credit 
quality, liquidity and transparency. This can be achieved using a comprehensive toolkit 
comprised of low-cost index building blocks and bond ETFs.

In this paper, we explore how bond ETFs play a central role in the modern day portfolio. 
Investors now have access to costeffective, actionable exposures that simplify fixed 
income exposure construction, in the pursuit of building more robust portfolios with the 
right investment outcomes.
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01   |   Bond yields are attractive today

Source: BlackRock, Bloomberg, as of 28 February 2023. Past performance does not guarantee future results. For illustrative purposes only. This is not a 
recommendation to invest in any particular financial product. Past performance is not a reliable indicator of future performance. Index performance returns do not 
reflect any management fees, transaction costs or expenses. Indexes are unmanaged and one cannot invest directly in an index.

FOR WHOLESALE CLIENTS ONLY –NOT FOR DISTRIBUTION TO RETAIL CLIENTS (PLEASE READ IMPORTANT DISCLAIMERS)

The rapid pace of rate hikes in 2022 has made bond yields far more appealing than they were previously, both 
on an outright basis and even relative to equities and private assets.

Just a year ago, investing in cash funds (represented by the AusBond Bank Bill Index) would have yielded 
close to 0% in income. Today, the same investment could generate a yield of around 3.5% (as illustrated 
in Figure 1). Investors who used to seek yields and returns by overweighting equities, or venturing down 
the credit quality and liquidity spectrum, no longer need to assume such risks to attain a reasonable level 
of income today. This development introduces greater portfolio flexibility and the potential for better risk-
adjusted return outcomes.

FIGURE 1: BONDS ARE NOW OFFERING THEIR HIGHEST YIELDS IN OVER A DECADE
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02   |    Higher yields have reset the opportunity for    
 Fixed Income
In response to the pandemic and the subsequent plunge of interest rates to record lows, investors turned to 
stocks to do most of the heavy lifting for their portfolios. Historically, portfolios needed to take on more equity 
risk to achieve higher returns – a 65/35 stocks/bonds mix would have yielded a modest 6%.

Today, advisers can enjoy higher levels of income with their fixed income investments which means taking on 
substantial equity risk is no longer be necessary to reach the stated return target.

To construct a portfolio targeting a 6% yield, the asset mix has now shifted to more of an equally- weighted 
portfolio, with a 50% allocation to both stocks and bonds. This change results in lower risk exposure through 
allocating more to bonds, given fixed income tends to have lower volatility compared to stocks, which can lead 
to better risk adjusted return outcomes.

FIGURE 2: RETHINK YOUR FIXED INCOME ALLOCATION
Fixed income is now delivering yields to which an investor can significantly de-risk their portfolio while 
achieving similar levels of potential returns.
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Source: BlackRock, Bloomberg, chart by iShares Investment Strategy. As of February 28, 2023. “Fixed income” represented by a set weight of different fixed income 
allocations (40% in Australian Corporate Bonds, as represented by Bloomberg AusBond Credit 0+ Yr Index, 30% Emerging Market Debt, as represented by J.P. Morgan 
EMBI Global Core Index, 10% Australian Treasuries, as represented by Bloomberg AusBond Treasury Index, and 20% High Yield Bonds, as represented by the Markit 
iBoxx Global Developed Markets Liquid High Yield Capped Index (AUD Hedged)). “Equity” represented by S&P/ASX 200 Index dividend yield. Index performance is 
for illustrative purposes only. Index performance does not reflect any management fees, transaction costs or expenses. Indexes are unmanaged and one 
cannot invest directly in an index. Past performance does not guarantee future results.
Parametric ex-ante risk measure based portfolio return standard deviation over 1-year risk horizon. “Fixed income” represented by a set weight of different fixed 
income allocations listed above, has ex-ante risk of 6.29% compared to “Equity” represented by S&P/ASX 200 Index with 16.18%.
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03   |    Financial markets are in a new paradigm 
 Shift, one with volatility front and centre
We have entered a new regime characterised by supply trade-offs between inflation and growth, largely due 
to persistent production constraints in the economy. Central bankers are now focused on reining in inflation 
even at the expense of growth. This means they are unlikely to ride to the rescue when growth slows in this 
new regime, contrary to what investors have come to expect.

As a result, we anticipate heightened macro and market volatility, accompanied by shorter economic cycles. 
The MOVE index, the benchmark measuring Treasury rate volatility (Figure 3), has begun to reflect this trend 
since the pandemic in 2020.

In Australia, the RBA has initiated a hiking cycle at a pace as unprecedented as other major economies 
(Figure 4). Granted, the wage-price spiral in Australia has not yet materialised as strongly as in countries 
like the US, but there is debate over a potential “wage price denial”. This could give policymakers more room 
to adopt either a tough or lenient stance on inflation, which brings one certainty: investors should brace for 
uncertainty.

FIGURE 3: A REGIME OF HIGHER
MACROECONOMIC VOLATILITY IS PLAYING OUT
Market Volatility Indices

FIGURE 4: CENTRAL BANKS HAVE BEEN RAISING
RATES TO COMBAT PERSISTENTLY HIGH INFLATION
Central Bank Interest Rates

Source: BlackRock, as of 28 February 2023. Past performance does not guarantee future results.
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04   |    So it pays to be precise in your allocation
Inevitably, the rate hikes led to drawdowns in most bond exposures, except for those in the lowest duration 
bucket. 2022 also saw the inverse correlation between stocks and bonds break down, resulting in many 
traditional portfolios – typically comprising 65% stocks and 35% bonds, the cornerstone of many investors’ 
asset allocations – to experience their worst calendar-year performance on record. A simple one-stop shop 
approach to a single broad bond exposure, was no longer sufficient.

Investors who adopted a more granular approach in their bond allocation may have seen their

efforts rewarded. This is evident through the dispersion of returns across different segments of the bond 
market (Figure 5). Investors must delve deeper and understand the role bonds play in their portfolios. The 
good news is, a wide range of low-cost building blocks are available today to achieve investors’ desired 
investment outcomes.

FIGURE 5: DISPERSION OF RETURNS ACROSS DIFFERENT PARTS OF AUSTRALIAN BOND MARKET
Australian bond market 2022 performance
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Source: BlackRock, as of 30 December 2022. Past performance does not guarantee future results. For illustrative purposes only. This is not a recommendation to 
invest in any particular financial product. Index performance returns do not reflect any management fees, transaction costs or expenses. Indexes are unmanaged and 
one cannot invest directly in an index.
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Source: BlackRock, as of 28 February 2023. Past performance does not guarantee future results.

Bond ETFs play a  
central role in the new 
investment playbook, in 
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Delivering increasingly precise sources of returns

Allowing for nimble portfolio adjustments
Bond ETFs are cheap, efficient ways for investors to gain quick access to a diversified, broad bond market, 
saving the need to source for hundreds/thousands of individual bonds. At the same time, bond ETFs are 
powerful tools providing investors with real-time price discovery throughout both Australian ASX and 
international exchange market hours. This means when market conditions change very quickly, investors can 
nimbly adjust their portfolios to manage risk in real-time.

Constant innovation also means investors can also tap on local time-zone trading and in- demand building 
blocks including wrapping global exposures, enabling investors to capture global opportunities in local time-
zone, all in a single unit.

Today, newer bond ETFs break down bond market into more precise exposures across credit, sectors, 
durations, sustainability, and other risk factors. This increasing granularity enables investors to redefine their 
desired market exposure, build increasingly customisable portfolios, hedge risks and capture opportunities.

For example, the new bond ETF toolkit allows investors to deconstruct a conventional broad- based market 
exposure (such as the AusBond Composite Index, tracked by IAF AU), single out corporate bond exposure 
(ICOR AU), implement inflation protection using inflation-linked bond exposure (ILB AU), and/or seek short 
duration exposure using multiple ETFs targeting the shorter duration segments of the Australian bond curve 
(BILL AU, ISEC AU, IYLD AU). These exposures will continue to help diversify the sources of potential yield 
for investors.

Reimagining the traditional balanced portfolio
By assessing the mix of return sources, investors can better identify alpha opportunities, understand the 
broader portfolio impact, and evaluate cost. Since the majority of fixed income returns stem from macro 
factors, low-cost ETFs can serve as a core, freeing up resources to implement higher conviction ideas. This 
means evolving portfolio allocation to reach for better risk-adjusted investment outcomes, as shown in the 
‘Evolved Portfolio’ in Figure 6 below:

FIGURE 6: GOING GRANULAR WITH BOND ALLOCATION
Being selective and granular allows you to free up capital to pursue high-conviction, unconstrained strategies 
for alpha

Source: BlackRock. 28 February 2023. For illustrative purposes only. Different colour code represents building blocks according to The BlackRock Fixed Income 
Pyramid. See p.9.
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Source: BlackRock, as of 28 February 2023. Past performance does not guarantee future results.

Because no one bond fund 
can do it all.
The bond pyramid is a construct used to help investors understand the three most important uses for bonds 
in a portfolio (see Figure 7). At the top of the pyramid is income, where investors seek to generate income and 
may prefer higher-risk segments of the fixed income market such as high yield or emerging market debt.

Capital preservation is the next level, focusing on stable, consistent returns, often achieved through low 
duration or flexible bond strategies. This includes strategies such as ultrashort, floating rate exposures, 
which typically have lower interest rate risk.

At the base of the pyramid lies the core of the portfolio – bond exposures that provide diversification from 
equities, offering protection when stocks sell off. These typically involve longer duration or aggregate type of 
exposures.

In each of these three areas, investors’ tolerance for negative return outcomes will vary.

FIGURE 7: THE BLACKROCK FIXED INCOME PYRAMID
Know what role bonds play in a portfolio

You seek the potential for 

Diversification / Asset Allocation
Core bonds, investment grade, longer duration

Capital Preservation
Low duration / flexible strategies

Income
Credit/High Yield

Higher income

Consistent returns 
across various markets

Protection when stocks 
sell off / growth 

opportunities

The BlackRock 
Fixed Income Pyramid

Source: BlackRock. For illustrative purposes only.
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FIGURE 8: SELECTED ISHARES FIXED INCOME FOR AUSTRALIAN INVESTORS
Being selective and granular allows you to free up capital to pursue high-conviction, unconstrained strategies 
for alpha

Source: BlackRock, as of 28 February 2023. This information is for illustration purposes only.  It should not be relied upon by the reader as investment advice or 
recommendation regarding the iShares funds. This includes ASX-listed bond ETFs only and AUD-hedged bond ETFs domiciled in Ireland. ^indicates AUD-hedged share 
class. ILB = Inflation-Linked Bonds.

Source: BlackRock, as of 28 February 2023. This information is for illustration purposes only.  It should not be relied upon by the reader as investment advice or 
recommendation regarding the iShares funds. This includes ASX-listed bond ETFs and *denotes AUD-hedged ETF listed on CBOE Europe.
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*Source: Morningstar, as of 30 December 2022.

Conclusion: The future  
looks bright for bond ETFs
The swift repricing of markets is mobilising billions of dollars of assets, much of which moved out of fixed 
income mutual funds in 2022 as yields shot up*.

However, bond ETF growth persisted even in the face of mounting inflation and rising rates as investors 
looked for better ways to access fixed income returns.

FIGURE 9: GROWTH OF BOND ETFS IN AUSTRALIA
Australian-listed bond ETFs are offering exposure to an increasing number of bond markets and sectors. 
AUM in AUD millions.

Looking forward, the future is bright for bond ETFs as investors seek to de-risk and recalibrate portfolios 
to attractive yield levels. This speaks much to the acceptance of the benefits of bond ETFs – transparency, 
access, liquidity, and efficiency. 

More than ever, we believe investors will continue turning to bond ETFs as integral portfolio construction 
building blocks and to navigate rapidly changing market dynamics. 

    The reason:   
   

Bond ETFs have become fundamental to fixed income investing.

Source: BlackRock, Global Business Intelligence, as of 28 February 2023.
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Why iShares for Bond ETFs?

Expertise
iShares pioneered the first fixed income ETF in 2002 
and is the world’s largest fixed income ETF provider1

Wide range of solutions
With the world’s largest range of fixed income ETFs2, 
iShares offers solutions to maximize portfolio potential

Competitive Performance
iShares ETFs perform as designed and have delivered 
strong market performance, even in times of volatility

Quality at a Low Cost
iShares ETFs are low cost and help you invest more of 
your clients’ hard earned money

1 BlackRock; BlackRock’s AUM was at US$ 7.96 trillion as of 30 September 2022. All figures are represented in USD.

2 Shares Global Business Intelligence, as of 30 September 2022. iShares has fixed income ETFs listed in Australia, Canada, Germany, Hong Kong, Japan, Mexico, 
Singapore, Switzerland, United Kingdom and United States.
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PERFORMANCE DATA

Performance figures represent past performance and are not indicative of future performance. Current performance may be higher or lower than that shown. Net 
performance figures are calculated after fund management fees and expenses, and assume reinvestment of distributions. Gross performance figures are calculated 
gross of ongoing fees and expenses. Unless otherwise stated, performance for periods greater than one year is annualised and performance calculated to the last 
business day of the month.

IMPORTANT INFORMATION

Issued by BlackRock Investment Management (Australia) Limited ABN 13 006 165 975, AFSL 230 523 (BIMAL) for the exclusive use of the recipient, which warrants by 
receipt of this material that it is a wholesale client as defined under the Australian Corporations Act 2001 (Cth).

This material provides general information only and does not take into account your individual objectives, financial situation, needs or circumstances. Before making any 
investment decision, you should assess whether the material is appropriate for you and obtain financial advice tailored to you having regard to your individual objectives, 
financial situation, needs and circumstances. Refer to BIMAL’s Financial Services Guide on its website for more information. This material is not a financial product 
recommendation or an offer or solicitation with respect to the purchase or sale of any financial product in any jurisdiction.

Information provided is for illustrative and informational purposes and is subject to change. It has not been approved by any regulator.

This material is not intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution or use would be contrary to local law 
or regulation. BIMAL is a part of the global BlackRock Group which comprises of financial product issuers and investment managers around the world. BIMAL is the issuer 
of financial products and acts as an investment manager in Australia.

BIMAL is the responsible entity and issuer of units in the Australian domiciled managed investment schemes referred to in this material, including the Australian domiciled 
iShares ETFs. Any potential investor should consider the latest product disclosure statement (PDS) before deciding whether to acquire, or continue to hold, an investment 
in any BlackRock fund. BlackRock has also issued a target market determination (TMD) that describes the class of consumers that comprises the target market for each 
BlackRock fund and matters relevant to their distribution and review. The PDS and the TMD can be obtained by contacting the BIMAL Client Services Centre on 1300 366 
100. In some instances the PDS and the TMD are also available on the BIMAL website at www.blackrock.com/au. An iShares ETF is not sponsored, endorsed, issued, sold or 
promoted by the provider of the index which a particular iShares ETF seeks to track. No index provider makes any representation regarding the advisability of investing in the 
iShares ETFs. Further information on the index providers can be found in the BIMAL website terms and conditions at www.blackrock.com/au.

This material may include references to funds that are not registered for public distribution in Australia. Any such funds will be subject to the laws and regulations as 
required by their country of domicile and registration which may differ from those in Australia and therefore may not necessarily provide the same level of protection to 
investors as schemes registered in Australia and subject to Australian regulations and conditions.

This material has not been prepared specifically for Australian investors. It may contain references to dollar amounts which are not Australian dollars and may contain 
financial information which is not prepared in accordance with Australian law or practices. The funds detailed in this material may not be registered for public distribution 
in Australia. The laws and regulations of any such fund’s country of domicile and registration may differ from those in Australia and therefore may not necessarily provide 
the same level of protection to investors as schemes registered in Australia and subject to Australian regulations and conditions.

BIMAL, its officers, employees and agents believe that the information in this material and the sources on which it is based (which may be sourced from third parties) are 
correct as at the date of publication. While every care has been taken in the preparation of this material, no warranty of accuracy or reliability is given and no responsibility 
for the information is accepted by BIMAL, its officers, employees or agents. Except where contrary to law, BIMAL excludes all liability for this information.

Any investment is subject to investment risk, including delays on the payment of withdrawal proceeds and the loss of income or the principal invested. While any 
forecasts, estimates and opinions in this material are made on a reasonable basis, actual future results and operations may differ materially from the forecasts, estimates 
and opinions set out in this material. No guarantee as to the repayment of capital or the performance of any product or rate of return referred to in this material is made by 
BIMAL or any entity in the BlackRock group of companies.

No part of this material may be reproduced or distributed in any manner without the prior written permission of BIMAL.

©2023 BlackRock, Inc. or its affiliates. All Rights reserved. BLACKROCK, BLACKROCK SOLUTIONS, ALADDIN, iSHARES and the stylised i logo are registered and 
unregistered trademarks of BlackRock, Inc. or its affiliates. All other trademarks are those of their respective owners.

ISH7788–05.04.23. 

Want to know more?
Choosing an index strategy is far from a passive approach. To learn more on implementing using ETFs and 
index solutions and the role they can play in your portfolio, please visit the BlackRock website or contact 
your BlackRock representative.

blackrock.com/au/intermediaries/ishares   |   ishares.Australia@blackrock.com   |   1300 474 273
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