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Simon Doyle, Head of Fixed 
Income and Multi-Asset, talks 
about his views on domestic 
and global debt markets and 
the portfolio positioning for the 
Schroder Fixed Income Fund. 
 
Performance to 31 March 
2013 net of fees 
 

* February 2004 
Past performance is not a reliable indicator of 
future performance. 

There’s considerable talk in the media about a bubble building 
in fixed income markets.  What’s your opinion on this?  
It’s important to clarify what we mean by ‘fixed income’.  Unlike equities, 
which are a single asset class, ‘fixed income’ includes everything from cash 
through to highly structured, high yielding investments, with government 
bonds, mortgages and the vast array of credit assets in between.  In other 
words, we can’t generalise about fixed income as each asset within it has 
its own return distribution and behaves very differently to the others.  
 
I do think that some fixed income assets (like government bonds) are 
expensive, but given nominal growth globally is weak and deflation a 
genuine possibility, I’d stop short of describing them as a bubble.  Most 
other assets within the fixed income umbrella are still a long way from 
bubble territory.  
 
 
Is now the time for clients to be investing in fixed income? 
The key questions investors need to ask are what role do I expect fixed 
income to play and how well can it do this today.  For most investors, fixed 
income is held in their portfolio to diversify equity risk and to generate 
stable income.  Low bond yields do not change the fact that fixed income is 
still one of the few investments that can fulfil this role even if the extent to 
which fixed income can do this has been reduced (given low yields do limit 
the upside in future fixed income returns).  However, if the ability of fixed 
income to diversify equity risk is reduced then the logical response may 
actually be to reduce overall equity exposure (as equity risk gets more 
difficult to diversify away), not the fixed income allocation.  
 
Investors also need to consider just how uncertain the future is.  If global 
growth were to falter from here (I’d argue not a big stretch of the 
imagination) bond yields could continue to fall dragging up returns from 
bonds.  Significantly, faltering growth would put equity returns under 
pressure again – so exactly the situation that you need decent returns from 
fixed income to lift returns.  If things turn out better than expected then 
equity returns will likely be solid offset by a drag from weaker fixed income 
returns.  I’d argue this is exactly the outcome investors should want, and 
supporting the argument that fixed income still has an important role to play 
in a client’s portfolio. 
 
 
Should investors be looking at other assets for income? 
Clearly, lower yields reduce the income flowing from bond portfolios, but 
this reflects the reality of a low nominal growth world.  In any case, bond 
yields remain above cash reflecting the additional liquidity and credit risk 
premium available to investors in this space.  In my opinion, one of the 
most dangerous things investors can do at this point is increase risk in their 
portfolios in search of better yield.  Higher yields generally mean higher 
risk.  While in the short run this could result in higher returns, if growth 
falters then the ability of this component of the broader portfolio to achieve 
this defensive objective will be jeopardised.  In other words, the more you 
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make the defensive part of your portfolio look like equity (even if it is in 
search of yield), the more it will behave like equity.  Investors only need to 
look back to 2008 to see how quickly many so called defensive / income 
focussed strategies unravelled. 

 
What is the outlook for fixed income returns over the next 12 
months?  
Highly uncertain and will depend on how an investor’s fixed income 
portfolio is positioned. For our Fund, my best estimate of returns is in the 
order of 4-5% reflecting relatively stable sovereign yields and steady 
demand for credit. The risks around this though are significant.  We could 
see stronger returns (6-8%) should either renewed global economic 
weakness or Federal Reserve/Bank of Japan “quantitative easing” 
programs suppress sovereign yields further to promote recovery.  The bear 
case is that economic recovery unfolds raising speculation about policy 
normalisation, pushing sovereign yields markedly higher.  Under this 
scenario we would anticipate annualised returns of around 0-3% (but with a 
few negative monthly returns thrown in). 
 
 
Should investors be reconsidering their approach to fixed 
income? 
Not surprisingly I’m a strong advocate of an active approach to fixed 
income.  The current environment lends plenty of support to the active 
case.  There are 2 key reasons for this.  The first relates to fixed income 
benchmarks, which, being predominately market cap based suit the 
preferences of the issuers (ie. the borrowers), not the investors.  Investors 
should ask how much duration they need in the context of their broader 
portfolio objectives, not how much they get because that’s what the index 
has.  The second reason is simply that fixed income is an incredibly broad 
universe (much more so than the benchmark) with lots of different 
characteristics.  Investors should use this to their advantage, investing in 
those parts of the universe that make the most sense and avoiding those 
areas where they are likely to lose money. 
 
 
Do you think interest rates will be further reduced in Australia?
The RBA appears reasonably comfortable with where rates are currently 
and is assessing the economy’s response to rate cuts over the last 18 
months. Our view is that it is likely to cut again over the next 12 months as 
a combination of ongoing global uncertainty, a substantial slowdown in 
mining investment and the negative shock to national income from a 
declining “terms of trade” wash through the economy.  Lower rates will also 
help take pressure off the AUD and ease some of the strain on the local 
manufacturing sector. 
 
 
How are Australian bonds travelling compared with 
international bonds? 
Australian bond yields remain higher than that of their global peers and as 
a consequence have remained well supported by global investors 
searching for yield in a yield constrained world.  Actions by US Federal 
Reserve and more recently announced by the Bank of Japan to 
aggressively purchase US Treasuries and Japanese Government Bonds 
will ensure continued foreign demand for the relatively high yielding 
Australian debt market as both a sources of yield as well as bringing 
important diversification benefits.  
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The Schroder Fixed Income Fund holds around 9% 
international bonds.  Can you please explain why you don’t 
hold more (or less) than this amount?   
The Schroder Fixed Income Fund is benchmarked to the UBS Composite 
Bond Index – the main local market index.  This reflects the fact that the 
Fund is designed for local investors with local liabilities.  The 9% the Fund 
holds in international bonds is invested in investment grade corporate 
securities on the basis that this provides both diversification of credit 
exposure away from the local market (especially the dominant Australian 
banking sector) as well as offering a marginally higher yield once hedged 
back to Australian dollars.  This represents around 1/3 of the Fund’s overall 
credit exposure.  Given our concerns about the sustainability of sovereign 
yields in global markets and the relatively high local yield structure, we 
prefer to maintain our non-credit exposure via the local market, especially 
in cash and semi-government securities.  It is worth noting that we are 
explicitly short duration in the US.   
 
Where are you currently seeing good opportunities for fixed 
income? 
 
Yields are low across the fixed income universe so there are no genuinely 
high return / low risk investments on offer.  That said, our biases are to 
semi-government bonds (mainly Queensland Treasury Corp), Australian 
AAA rated mortgages, good quality investment grade corporates (both local 
and global) and cash. We like cash because of the relatively flat Australian 
yield curve and the fact that cash gives the ability to easily change 
positioning as prospective returns and risk across the market change.  

 
 
Investment in the Schroder Fixed Income Fund may be made on an application form in the current Product Disclosure Statement  
which is 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 
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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 
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