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Overview 

 
After enjoying a remarkable post-GFC renaissance characterised by solid returns and strong investor demand, 
some investors are again questioning the role of fixed income in their portfolios.  In our view, there are 
effectively two reasons for this:  

 Returns have declined and the gap between return expectations for fixed income and perceived safer 
alternative such as cash, term deposits and residential property has narrowed.  Investors fear losses on 
their fixed income investments (deja vu 1994).  

 A decline in overall market volatility and rising equity markets has dulled investor sensitivity to risk 
(underfunded investors are happy to take risk to close the funding gap - what have they got to lose, right?) 

Some investors have responded to these factors by either: 1) shifting to cash or term deposits (or residential 
real estate in the case of many SMSF investors), or 2) seeking higher yielding alternative investments – either 
anchored in the debt asset class but with a cash or absolute return benchmark, and/or shifting out the risk curve 
to capture a higher yield and a higher expected return (such as domestic bank hybrids).  

While it is logical for investors to evaluate their options, we argue in this article that investors need to take 
considerable care in how they respond. 

Replacing defensive fixed income strategies with high yield / higher return investments is dangerous.  This is in 
part because it effectively involves stepping out along the risk curve, but more importantly because the timing is 
wrong.  Risk premia on yield based investments have compressed significantly and the risk is rising.  The irony 
being that pursuing these strategies could well increase an investor’s chances of achieving the precise result 
they are seeking to avoid. 

Cash (or term deposits) is not a complete solution either.  Cash and fixed income investments have distinct 
roles to play in a well-constructed portfolio. They should co-exist with fixed income viewed as a long run store of 
value and as the primary deflation / recession hedge in a portfolio, cash as a source of liquidity, positive nominal 
returns and as a call option on future investment opportunities. 

While current valuations mean there is no easy solution, fixed income still has an important role to play. 

Understanding the role of fixed income 

One of the challenges investors have in understanding fixed income investments is simply that it is such a 
diverse asset class.  Fixed income investments encapsulate a broad array of investments including cash, 
government bonds, corporate bonds, higher yielding and subordinated securities, hybrids, structured  
investments like CDO’s and mortgages and emerging market debt.  In addition, investors need to consider 
factors such as the sensitivity of their fixed income investments against other factors such shifts in the level of 
interest rates (duration), to changes in the shape of the yield curve as well as the credit quality and liquidity of 
the securities they are investing in.  Importantly, it is the combination of these exposures that matter in 
determining how they are used and how “fit for purpose” a particular set of fixed income investments will be.  

To be clear, this article focusses on fixed income for its defensive attributes.  That is, its ability to help preserve 
investor capital, diversify equity risk, provide liquidity and as an ongoing source of income at a portfolio level.  
This is a critical point because one of the main reasons fixed income has these attributes is due to the 
relationship between fixed income investments and the economy – or more specifically monetary policy and 
interest rates – ie. typically interest rates decline when economies slow and/or inflation moderates.  This is 
captured in fixed income assets via duration, meaning that it is a fixed income asset’s embedded duration that 
provides the first and most effective line of defence in a downturn (or risk-off) environment.  Without delving too 
deeply into the mechanics, since for bonds, prices rise when yields fall, capital gains (and thereby outsized 
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returns) accrue to investors holding these instruments in a declining rate environment.  Declining inflation 
expectations will have the same effect on yields and returns.  In short, all else being equal, it is the duration 
aspect of bonds that makes the biggest contribution to its defensive characteristics.   

In contrast, weakness in economic activity or declining inflation expectations will likely lower returns on cash as 
cash rates fall, and for term deposits increase the risk that at maturity reinvestment rates will be lower. If 
investors remove this embedded duration from their “defensive” fixed income allocation by replacing it with 
either a cash plus approach or cash, they are making it structurally more difficult to achieve several of their 
underlying objectives from this part of the portfolio, namely capital stability and diversification of equity risk. 

Is the worst behind us? 

While momentum to shift away from fixed income is being driven by current low current yields and the fear that 
these will rise, it is worth remembering that the world is highly uncertain, risks to the downside abound and 
further declines in yields can’t be ruled out.  That said, it is interesting to note 2013 was the 4th worst year since 
1900 for US 10 Year Treasury Bonds, accruing a return of –7.8% (refer Chart 1). 

Chart 1: US 10 Year Treasury Bond Returns (by calendar year) 

 

Source: Datastream, Global Financial Data, Schroders, 31 December 2013 

Clearly, if your defensive fixed income portfolio consisted entirely of US 10 year treasury bonds then 2013 was a 
poor one.  I raise this point for 2 reasons: 

Firstly, and fortunately, despite the fact that US 10 Year Treasury Bonds have such a high profile in fixed 
income markets, few investors hold such a concentrated fixed income portfolio with such long duration (circa 8.5 
years).  This means that the actual experience for investors who typically held more diversified fixed income 
portfolios (particularly in the adviser directed market) has been significantly better than this.  This will have 
reflected a combination of factors but most likely that the typical active fixed income portfolio would have held 
significantly less duration than implied by a US 10 year Treasury Bond as well as benefitting from exposure to 
credit which has enjoyed strong performance as credit spreads have compressed. 

Secondly, while investors continue to worry about rising yields, we need to remember that we’ve already had a 
significant repricing of yields.  While further rises in yields can’t be ruled out any repricing is not starting from 
scratch.  The fact that yields have already moved up, actually increases the value of duration as higher yields 
make the risks around duration more symmetric. 

It is also worth observing from Chart 1 that the worst years for US Treasuries were typically followed by good 
years.  In other words, while the bad years were painful, the experience wasn’t as painful as missing out on the 
recovery.  If nothing else, this is a useful reminder that past investment performance is not a good guide to 
future returns. 

The perils of seeking high returns in a low yield world  

Another important point is timing.  It is here that I think there is a substantial disconnect between what investors 
are aiming to achieve by switching to more absolute return / cash benchmarked strategies and higher yielding / 
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higher risk strategies, and what they are likely to achieve from these investments.  Investors who are switching 
from fixed income to absolute return oriented defensive strategies are doing so in response to a reduction in 
historic returns from duration oriented approaches and a subsequent lowering of future return expectations, and 
are being attracted to strategies that are offering higher yields and higher returns.  

While there is some logic to this, it has several potentially fatal flaws.  Firstly, by switching into higher returning 
strategies investors are shifting out the risk curve – in some cases significantly.  A significant amount of this 
exposure is shifting into strategies that are heavily credit dependent.  Credit has performed exceptionally well in 
recent years but spreads have narrowed significantly in most cases back to pre-GFC levels.  For higher risk / 
higher yielding credit securities we would argue that credit is starting to look expensive and this is being 
matched by “late-cycle” behaviour on the part of issuers.  By this I mean we are seeing an increasing number of 
new issuers to the market, many of whom we have never seen before seeking to take advantage of strong 
investor demand and this is being matched by a reduction in the protections available to investors in these 
securities. This not only limits future returns from credit, but also raises the risks of poor / negative returns 
should investor risk appetite turn.  So for investors motivated by potentially poor returns from their defensive 
fixed income investments, they are ironically increasing the likelihood that this occurs.  It’s only necessary to 
think back to the later part of 2006 and 2007 to draw parallels. 

Chart 2 highlights the performance of cash funds and short duration credit funds that became popular in 2006-7 
in an attempt to generate returns above what at the time was a relatively high cash rate and an inverted yield 
curve.  The bottom line was that once the credit cycle turned these strategies performed poorly.  As both the 
median and range of outcomes show many produced negative (and in some cases large negative returns).  
While there are some differences today, there are also plenty of similarities that should serve as a potent 
reminder of what can happen if the cycle turns.  Clearly what was expected and what happened were very 
different. 

Chart 2: Performance of cash funds and short duration credit funds during GFC (2008) 

 
 

Source: Mercer, Schroders 

Another particularly good example of this is with respect to the strong demand for the post Basle III compliant 
hybrid securities issued by the major Australian banks.  Strong investor demand, driven by both high nominal 
yields and their solid names (the 4 majors), has led to both misallocation in portfolios and a mispricing of the risk 
of these securities.  We have seen numerous examples of investor portfolios with highly concentrated positions 
in these securities which have neither the characteristics of defensive debt nor are they appropriately priced for 
their risk.  Given these securities offer investors no upside and unlimited downside, they should be viewed and 
priced against equity, not seen as a defensive substitute.  

Consistent with this is the fact that higher yield / higher risk approaches typically have a substantially higher 
correlation to equities than duration based approaches. There is therefore a greater likelihood that in the event 
of a significant setback in equities and risk appetite generally investors will gain no material offset from their 
defensive exposures.  The validity of the arguments would be lessened if asset valuations were supportive, but 
this does not appear to be the case today.  As mentioned above, credit, particularly higher yield / higher risk 
credit is starting to look expensive and equities are on the fuller side of “fair value”.  Ironically, investors are now 
being rewarded for term risk given the steepness in both the local and key global yield curves.  
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Chart 3: Credit valuations starting to look stretched 

 

 

 

It is also worth mentioning that in the case of Self-Managed Super Funds (SMSFs) investors have typically by-
passed fixed income altogether seeking safety and income in residential property.  As a general observation, I’d 
argue this is increasingly bearing the same risk as parts of the credit and equity markets.  Investor interest, 
backed by low borrowing costs, has fuelled significant growth in house prices to the point where even the 
Reserve Bank is also now starting to flag its concern.  House prices are expensive – yields are low, and the risk 
of losses, particularly after costs, is high. 

Chart 4: Australian house prices (by capital city) & rental yields 

Source: RP Data-Rismark, UBS, REIA 

 
Portfolio construction considerations 

Investors (us included) are clearly faced with some tough investment choices against an uncertain economic 
backdrop.  In finding workable and sensible investment solutions, the premise on which investment choices are 
made is vital.  Good portfolio construction is in our view key, not only because it is probably one of the few “free-
lunches” in investments, but also because it is the one thing over which we genuinely have control.  

The starting premise for any investment is why am I holding it?  What role do I need this asset to play in my 
portfolio?  Equities are the primary driver of long run growth, cash is for liquidity and bonds have usually been 
seen as an important source of diversification.  
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Schroder Fixed Income Fund 

In my view the role of bonds and cash is significantly broader than this, and, importantly I do not see bonds and 
cash as mutually exclusive investments.  In fact the role of bonds is twofold.  In the first instance as the primary 
defensive asset, over time it should provide a return commensurate with the maintenance of an investor’s 
purchasing power by delivering returns consistent with growth in the economy.  In addition it is also an investor’s 
primary source of protection against deflation.  Cash, on the other hand, is amongst the most effective forms of 
protection against an inflation surprise given the likely monetary policy response.  Replacing bonds with cash, 
(irrespective of the level of yields) leaves the portfolio vulnerable to any downside surprise to growth or inflation. 
The developed world’s experience in recent years with low official rates and low yields across the curve is a 
potent reminder of what can happen – irrespective of our forecasting abilities.  

Likewise, replacing bonds with higher yielding / higher returning investments has a similar effect.  Higher yield 
means higher risk, which also means the price investors pay for this additional “return” is incredibly important. 
Timing matters.  As I have noted in the text above, risk premium in yield based assets are tight as investors 
have been chasing yield aggressively for the last couple of years. While investors pursuing this course are in 
part motivated by the 1994 sell-off in sovereign bonds, they would be well served to recall their experiences in 
2007 and 2008 where similar motivations (at the time to get returns above higher cash rates) led to significant 
losses in higher yielding strategies – simply because they added expensive assets to their portfolios at the 
wrong time.  These investments will correlate to equities especially in the event that risk assets weaken. 

Conclusion 

As a portfolio manager I am faced with the same choices as most investors.  The reality though is that I can’t 
make assets deliver me returns beyond which they are capable of delivering so I need to be patient.  In reality 
this means that we are actively managing exposures across the risk curve, but not buying expensive assets to 
try to boost short run returns (total returns matter more to us than income or distributions).  Fixed income and 
the duration that comes with it is still an important element in our portfolios.  Sure bond yields are low and we 
are managing the size of our exposure, but this is not a lever that I want to discard from my portfolio at this time. 
As Chart 5 shows, I want the fixed income part of my portfolio to diversify equity risk when I need it – not add to 
it. 

Chart 5: Correlation of Schroder Fixed Income Fund to Australian Equities 

 

 

 

 

 

 

 

 

 

 

Source: Schroders 

Deflation risk globally is real even if it may not seem like the most likely way forward today.  Likewise I am 
comfortable to hold some of my defensive allocation in cash.  This is because it acts as a store of value (in the 
short run anyway) but also because it gives me the option to invest when markets reprice, future returns look 
better and the risk of making these investments low.  

There is no easy solution.  Fixed income, and by extension duration, still has an important role to play – but 
alongside (not in place of) cash, higher yielding credit and absolute return style strategies (whether in the fixed 
income space or broader).  Just don’t expect these other investments to play the same role and work in the 
same way when you need them to work.  Duration still matters.  
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Disclaimer 

Opinions, estimates and projections in this article constitute the current judgement of the author as of the date of this article.  
They do not necessarily reflect the opinions of Schroder Investment Management Australia Limited, ABN 22 000 443 274, 
AFS Licence 226473 ("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. 
 
 


