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Mihkel Kase, Portfolio Manager 
for the Schroder Hybrid Securities 
Fund talks about the end of the 
credit crisis that rocked markets 
and the outlook for the Australian 
credit and hybrid securities market 
in the year ahead. 
 
 
 
 
 
 
“New and existing 
investors still have the 
ability to earn solid yields 
given credit spreads are 
still at elevated levels.” 
 
 
 
 
 
 
 
 
 
 

The Schroder Hybrid Securities Fund has had a great year on the back of the 
market’s recovery.  Have new investors missed their opportunity?   
We still see value in credit so investors haven’t entirely missed their opportunity.  
What has happened though is that a lot of the capital gain has accrued to existing 
investors.  Going forward, new and existing investors still have the ability to earn 
solid yields given credit spreads are still at elevated levels.  However, we are going 
into more of a ‘carry phase’ rather than a capital appreciation phase.   
 
 
Do you think we have seen the end of the credit crisis and its impact on the 
Fund?   
Credit markets have returned to more normal conditions. Globally, credit spreads 
have narrowed and default rates appear to have peaked.  We have started to see 
new company issuance come through as companies resume more normal 
functioning and raising of capital has become easier.  I think the height of the credit 
crisis has passed but I think there are sections of the credit market that do remain 
fragile and subject to shocks.  So, while the credit crisis has passed it’s not to say 
that we won’t see more volatility and bouts of aversion to risk coming through from 
time to time.   
 
 
How stable are credit markets now? 
Since the depths of the crisis, credit strength has broadly improved across markets 
globally.  Many companies have raised equity and termed out their debt profile 
which has improved balance sheet strength and so too credit quality.  Moving 
forward we expect corporate credit default rates to continue trending down from 
current levels. 
 
In terms of hybrid securities, I think it’s important to note that hybrids offer a 
subordinated position in the capital structure with a higher credit spread to 
compensate for that step down the capital structure.  Any volatility coming through 
markets will also be felt in hybrids.  At a portfolio level, we are biased to the higher 
quality credits and we focus on avoiding defaults. 
 
 
What’s happening with credit spreads and their impact on Fund performance? 
Credit spreads have been going sideways for the last few months.  While they are 
still at elevated levels relative to longer term averages, a large amount of the credit 
compression has already occurred.  That’s not to say this is all bad.  Actually it’s 
probably quite a good outcome as markets have stabilised and spreads remain at 
elevated levels so clients are still receiving a solid carry from their credit 
investments.   
 
 
How are rising interest rates impacting the performance of hybrids? What 
about the Fund? 
Most hybrid securities are floating rate note format so the coupon typically resets 
every 3-6 months.  So, in a rising interest rate environment the coupon will rise 
with the cash rate.  Overall, the Fund has a very low duration of 0.4 years which 
means that the Fund is well positioned for a rising interest rate environment in 
Australia. 
 
 
Hybrids used to be the darling of risk averse investors.  Following 
unprecedented capital losses over the past 18 months has this reputation 
been tarnished forever?   
We have never viewed hybrids as risk free.  Our view has been that in order to 
deliver a return above cash you have to take risk.  There are ‘no free lunches’.   
 
 



March 2010         For professional advisers only 
 
 

 

Schroder Hybrid Securities 
Fund 
 
Asset allocation % as at 28 February 
2010 

 

Hybrids and 
convertibles

40.1%

Australian 
bonds
16.3%

High yield
10.1%

Asian bonds
5.2%

International 
bonds
10.2%

Cash and 
cash 

equivalents
17.4%

Structured 
credit
0.4%

Interest rate 
strategies

0.4%

 
 
 

These instruments are delivering a return for taking on credit risk or the risk of  
default.   
 
Having said that I don’t think the reputation for hybrids as a diversifier to a broader 
portfolio or a source of income to clients has been tarnished.  The realisation for 
investors has been that hybrids look and behave like credit instruments rather than 
a proxy for cash.   
 
 
How has the Schroder Hybrid Securities Fund fared over the last year? 
In the last year given the significant compression in credit spreads globally the 
Schroder Hybrid Securities Fund has delivered a return of 26.6% versus a cash rate 
of 3.3% for the year to February 2010.  We have seen an extraordinary return 
outcome given that risk assets have had a very strong run.  We wouldn’t expect the 
same results going forward given we are back to a more normal phase in credit 
markets.  
  
Performance net of fees to 28 February 2010 

 3 mths 
% 

6 mths 
% 

1 yr 
% 

2 yrs 
%pa 

3 yrs 
%pa 

4 yrs % 
pa 

5 yrs % 
pa 

Since 
inception 
%pa 

Schroder 
Hybrid 
Securities Fund

2.5 6.5 26.6 5.6 3.6 4.5 4.9 6.6 

RBA Cash Rate 0.9 1.7 3.3 4.6 3.5 3.8 4.4 4.9 
Excess return +1.6 +4.7 +23.3 +1.0 +0.1 +0.7 +0.5 +1.7 

 
 
What’s the current structure of the Fund? 
The portfolio has a core of Australian hybrids at 40% with satellite exposures of 
10.1% global high yield, 10.2% global corporate bonds, 16.3% domestic Australian 
bonds and 5% Asian bonds and the balance in cash. 
 
 
Over the last couple of years the Fund has held large amounts of cash at 
various times.  What’s your position now? 
In July and August 2007 we upped our cash levels to the maximum level of 25% 
allowed under our guidelines as a defensive measure in response to the unfolding 
credit crisis at that time.  Cash is now around 17% of the portfolio.  This is still 
elevated versus a normal holding of around 5% but we have been investing since 
the end of 2008 when we started to selectively put some of that cash to work.   
 
 
How would you describe the Fund to a potential new investor? 
The Schroder Hybrid Securities Fund is an actively managed portfolio that will give 
exposure to a core of domestic hybrid securities with satellite exposures to credit 
investments both locally and globally.  We manage from a top down asset allocation 
perspective both in terms of aggregate credit risk and in which parts of the world we 
take it.  We also actively manage the credit stock selection process from a bottom 
up perspective with a view to minimising the probability of default in the underlying 
securities.  
 

Investment in the Schroder Hybrid Securities Fund or the Schroder Hybrid Securities Fund Standard Class may be made on an application form in the Fund’s Product Disclosure 
Statement dated 1 December 2008 which available from Schroder Investment Management Australia Limited, ABN 22 000 443 274, AFS Licence 226473 ("Schroders") .  
Opinions, estimates and projections in this report constitute the current judgement of the author as of the date of this article.  They do not necessarily reflect the opinions of 
Schroders or any member of the Schroders Group and are subject to change without notice.  In preparing this document, we have relied upon and assumed, without independent 
verification, the accuracy and completeness of all information available from public sources or which was otherwise reviewed by us.  Schroders does not give any warranty as to 
the accuracy, reliability or completeness of information which is contained in this article. Except insofar as liability under any statute cannot be excluded, Schroders and its 
directors, employees, consultants or any company in the Schroders Group do not accept any liability (whether arising in contract, in tort or negligence or otherwise) for any error 
or omission in this article or for any resulting loss or damage (whether direct, indirect, consequential or otherwise) suffered by the recipient of this article or any other person. This 
document does not contain, and should not be relied on as containing any investment, accounting, legal or tax advice. Past performance is not a reliable indicator of future 
performance. Unless otherwise stated the source for all graphs and tables contained in this document is Schroders.  For security purposes telephone calls may be taped. 


