With interest rates on the way up, how is MLC
managing this risk to its bond portfolios?
February 2019

Bonds are an important source of diversification in a balanced investment portfolio. However, one of the key risks of investing in
bonds is that interest rates will rise. When this happens, bond prices fall and so does the value of your portfolio.

After a decade of unusually low interest rates in response to the GFC, central banks are returning to more normal monetary
policies, which means interest rates globally have started to rise and bond prices to fall. So how is MLC managing the bond
strategies in its multi-asset portfolios?

An active approach to bond investing

At MLC, we've always believed that the best way to manage interest rate risk is by carefully selecting the bonds we invest in, rather
than investing passively in line with a bond index. Active management also helps us to manage other risks of bond investing and
find more ways to make returns. As a result, we actively manage bonds in all our multi-asset portfolios: MLC Horizon, MLC Inflation
Plus and even our lower cost MLC Index Plus portfolios.

We can help manage interest rate risk by actively managing duration

Buying a bond is similar to making a loan to the issuer, which could be a government or a company. Like a loan, you receive
interest along the way and your money back at the end unless the issuer defaults. However, like other investments, the value of
the bond can rise and fall.

Duration measures how sensitive a bond is to movements in interest rates — the longer the duration, the more sensitive, and
therefore the more risky, it is. The time to repayment and the interest payments determine duration.

By actively managing the duration of our bond portfolios, we can better manage interest rate risk. For example, Chart 1 shows that
since the GFC, the duration of a typical global bond index has increased from five to seven years, while the return (or ‘yield to
maturity’) fell from 4.5% to almost 1.5%. This was because bonds were issued with low interest payments and long terms to
maturity. The combination of higher risk and reduced return potential led us to reduce our allocation to government bonds.

In contrast to the index, in MLC’s most popular multi-asset portfolios we’ve reduced the duration of the actively managed bond
strategies to between four and five years to reduce our exposure to rising interest rates. This gives our bond investors much more
protection against rate rises than index investors, while giving up only a marginal amount of return. This careful weighing of the
potential risks and returns of an investment opportunity is the core of active investing.

Chart 1: In a typical global bond index, returns have fallen and duration (interest rate sensitivity) has risen
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Source: NAB Asset Management Services Limited.
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We can limit exposure to riskier issuers

Passive, or index, investing means you’re exposed to all the bonds in the index - the good and the bad. Unlike a share index,
which is usually weighted according to the size of the companies in it, a bond index is weighted according to the volume of issuers’
debt. Some of the world’s most highly indebted countries and companies are also the riskiest and are a large part of the index.
Rather than exposing investors to this level of risk, we select bonds that we think have the right balance of risk and return.

We can find return opportunities in a wider range of bonds

Through active investing, we can also choose bonds we expect will provide better returns than those in an index. For example,
bonds issued by governments may seem very safe investments, but in fact up to a quarter of these (mostly from Europe and
Japan) currently have negative yields. This means that even if interest rates don’t change, they will deliver negative returns. If
interest rates rise, they could perform very badly indeed. MLC has been able to avoid these.

Many types of bonds and other fixed income securities aren’t available to passive investors as they aren’t included in typical bond
indices. At MLC, we can invest in other parts of the fixed income market that may provide good return opportunities for an
acceptable level of risk, including global high yield bonds and global bank loans. These are complex investments and to manage
them we use specialist firms that are experts in these parts of the bond market.

We can exploit structural aspects of the index

When bonds reach maturity, they may be reissued if the issuer rolls them over to keep loan funds flowing. However, new bonds are
only added to an index at the end of the month in which they're issued. Issuers typically try to make sure all their new bonds are
purchased by offering a discount to investors who buy on the issue date, so active managers like MLC can benefit from the new
issue discounts. If a large amount of debt is being rolled over and the issuer particularly needs the funds, there may be
opportunities for further discounts.

In addition, when bonds have less than one year to maturity, they are automatically removed from indices, which means managers
of passive portfolios are forced to sell them. This can provide buying opportunities for active managers like MLC.

Conclusion

Actively managing bonds in MLC’s multi-asset portfolios is not just an effective way to manage interest rate risk. It makes a real
difference to our portfolios by providing ways to manage other risks, and find opportunities for returns, that aren’t available to index
investors.

Important information

This communication is provided by MLC Investments Limited (ABN 30 002 641 661, AFSL 230705) (MLC), a member of the National Australia
Bank Limited (ABN 12 004 044 937, AFSL 230686) (NAB) group of companies (NAB Group), 105-153 Miller Street, North Sydney 2060. NAB
does not guarantee or otherwise accept any liability in respect of any financial product referred to in this communication.

The information in this communication may constitute general advice. It has been prepared without taking account of individual objectives,
financial situation or needs and because of that you should, before acting on the advice, consider the appropriateness of the advice having
regard to your personal objectives, financial situation and needs.

You should obtain a Product Disclosure Statement (PDS) relating to the financial products mentioned in this communication issued by MLC
Investments Limited, and consider it before making any decision about whether to acquire or continue to hold these products. A copy of the
PDS is available upon request by phoning the MLC call centre on 132 652 or on our website at mic.com.au or micinvestmenttrust.com.au
MLC believes that the information contained in this communication is correct and that any estimates, opinions, conclusions or
recommendations are reasonably held or made as at the time of compilation. However, no warranty is made as to the accuracy or reliability of
this information (which may change without notice). MLC relies on third parties to provide certain information and is not responsible for its
accuracy, nor is MLC liable for any loss arising from a person relying on information provided by third parties.

Past performance is not a reliable indicator of future performance. The value of an investment may rise or fall with the changes in the market.
The performance returns in this communication are reported before deducting management fees and taxes.

This information is directed to and prepared for Australian residents only.

MLC may use the services of NAB Group companies where it makes good business sense to do so and will benefit customers. Amounts paid
for these services are always negotiated on an arm’s length basis.
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