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As global yields remain at historic lows, and many investors search for higher 
returns, we talk to Mihkel Kase, Portfolio Manager of the Schroder Credit Se-
curities Fund about the lack of volatility in markets and whether investors have 
become complacent about increasing levels of risk. He also shares his views 
on the growing popularity of hybrid markets and green bonds, and the chal-
lenges facing credit investors in today’s environment.  
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We’ve seen a major decline in yields 
globally over the last 12 months. What 
do you think are the driving factors 
behind this and how has this impacted 
the fund?  

The mixed trajectory of the global      
economy along with low inflation rates 
have seen central banks around the globe 
adopt measures where they are buying 
debt based assets while keeping official 
interest rates close to zero. This is putting 
downward pressure on yields and      
propping up asset prices. As a result we 
are in an environment where yields     
remain at historic lows and expected  
future returns are understandably       
subdued as a result.   

The impact to the Fund has been to see a 
reduction in returns over time. With cash 
rates falling and the credit risk premium 
reducing, the available premium to deliver 
returns to clients has also reduced. The 
natural extension of this low yield world is 
to understand returns are likely to be  
subdued. That said, segments of the 
credit market, particularly within the    
investment grade space, do provide   
investors the opportunity to access a 
credit risk premium that can generate a 
return above cash without the volatility of 
equities or the valuation concerns of   
sovereign bonds. 

Do you think credit investors are be-
coming complacent given low levels of 
volatility?  

Low levels of volatility can give investors 
a false sense of security that risk of loss 
is low. Where risk premia are tight and 
volatility is low, risks can actually be quite 
high as the market is not pricing in      
sufficient downside risks. Whilst we don’t 
see a high risk that a recession will derail 
the credit markets we are conscious that 

a softening of risk appetite can cause    
markets to reprice and negatively impact 
the market, particularly the higher risk 
segment, where valuations are expensive.  
We don’t think investors are necessarily 
pricing in this risk and with a low volatility 
and a low yield environment, we have 
seen investors looking to push out the risk 
spectrum into more expensive assets to 
generate the types of returns to which 
they have become accustomed.   

How are you currently seeing liquidity 
in credit markets? 

Liquidity in credit markets is one dynamic 
we are very attuned to. In a post GFC 
world where banks are required to hold 
more capital and that capital is more    
expensive, traditional brokers hold less 
credit inventory on their balance sheets. 
This has influenced a decline in         
transactional liquidity in the secondary 
market as brokers participate less and are 
not as inclined to take the other side of a 
potential trade. Overlay the increasing 
size of the ETF market, a downturn could 
see heightened liquidity concerns priced 
into the market.   

Given this dynamic we are conscious of 
the liquidity in portfolios. Cash is important 
given it is highly liquid and we have built 
elevated cash levels to benefit the overall 
portfolio liquidity. Our preference for   
higher quality credit securities which are 
widely traded and more likely to be liquid 
is also a focus, while the maturity profile of 
the underlying securities also provides 
liquidity points over time. As such we   
believe we are well positioned given the 
current liquidity dynamics of the market.  

We have seen Green Bonds receive an 
increasing amount of interest. What are 
they and are they lower risk?  

A Green Bond (GB) is typically a bond 
where the proceeds will be applied    
towards new or existing green projects 
defined as activities that promote       
climate or other environmental           
sustainability purposes.  Examples   
include renewable energy, sustainable 
waste management, clean transport and 
biodiversity conservation to name a few. 

 
GBs have been receiving an increasing 
amount of interest from both issuers and 
investors alike as they look for ways to 
improve their green credentials. We 
view the green element as only one of 
many factors. As with traditional bonds, 
GBs are subject to credit risk, term risk, 
liquidity risk and structural risk          
considerations and importantly they are 
also subject to environmental default 
risk. It could be argued that the         
additional risk of environmental default 
requires an additional risk premium to 
compensate for this and potential      
liquidity concerns.  

 
We would suggest that simply because 
a bond is labelled “green” it doesn’t          
circumvent the investment disciplines 
when assessing the risk and return. 
Each investment needs to be subject to 
a fundamental credit assessment no 
matter what the proceeds are to be used 
for. Calling something green does not 
make it risk free.  

“Low levels of volatility can 
give investors a false sense 
of security that risk of loss 
is low. Where risk premia 
are tight and volatility is low, 
risks can actually be quite 
high.” 



global assets, as well as those assets 
across the risk spectrum and capital 
structure.  

What are the biggest risks to the   
assets in the portfolio? 

The biggest risk for the portfolio is the 
potential pick up in volatility and a     
softening of risk assets as the US starts 
to raise rates. Typically in the early 
phase of the rate rise cycle credit assets 
remain supported as economic growth is 
improving which is typically positive for 
corporates. That said the transition to a 
more normal rate environment is not 
without risks which could spill over into 
credit assets. In light of this possibility 
we are positioned with elevated levels of 
cash and a predominantly investment 
grade portfolio which is reasonably    
defensive. We also can further reduce 
risk in the portfolio if required. 

What is your approach to managing 
the Schroder Credit Securities Fund 
in today’s market environment? 

We remain cautious in an environment 
where we see some investors are     
becoming complacent about potential 
risks. We would argue capital preserva-
tion is critical in an environment of low 
yields, extended valuations and rising 
risks. We believe investors need to be 
patient with a continued focus on quality 
assets and remain disciplined in their 
search for yield. 

We’ve seen a lot of interest in hybrid 
instruments recently given the higher 
yield they provide in relation to more 
traditional fixed income. What is your 
view?  

With yields at historic lows globally, we 
have witnessed an ongoing search for 
yield, particularly in bond markets. Here in 
Australia, we have seen the same trend 
where investors in their search for yield 
have increasingly turned their attention to 
hybrids, particularly as Term Deposit rates 
have fallen.   

Our view is that hybrids are essentially 
mispriced, misallocated and                 
misunderstood. In the post GFC world the 
structural characteristics of hybrid       
securities have changed and made them 
more complex and more equity-like in 
nature. Weaker investor protections and 
increased risk of loss where an issuer 
faces solvency or liquidity problems lead 
us to take a more cautious approach to 
these instruments. 

Based on our analysis the recent crop of 
issuance also appears expensive. With 
unlimited downside, limited upside, risk of 
coupon deferral and extension risk to 
name a few, we see the required risk   
premium to be significantly higher than 
what is currently on offer. Interestingly we 
have recently seen these newer issues 
come under price pressure and are     
trading below par. 

At Schroders we have been avoiding the 
recent financial hybrid issuance. We   
continue to hold select pre GFC style  
issuance which we see as better value 
and stronger in structure. As a result our 
hybrid exposures have been reducing 
overtime. We remain engaged in the   
hybrid market and alert to opportunities 
however at current prices we see better 
opportunities elsewhere. 

“… some investors are becoming complacent about potential 
risks. We would argue capital preservation is critical in an 
environment of low yields, extended valuations and rising risks.” 

Is now the time for investors to be 
investing in fixed income, particularly 
credit? 

I believe credit still has a role to play in 
client portfolios. Investment grade credit 
in particular is one asset in the fixed 
income universe that has valuation   
support where investors are still being 
compensated for default risk, albeit the 
level of risk premium has reduced. In 
addition to valuation support, the current 
point of the economic cycle should   
remain constructive for credit even if we 
see a pickup in volatility. This said we 
would caution investors from taking  
excessive exposure to higher risks   
assets, particularly High Yield, and we 
would be cautious about going down the 
capital structure as the subordination 
risk premium in many cases has     
evaporated. 

I also think it is important as to how the 
credit exposure is achieved. DIY bond 
portfolios appear to be rising in         
popularity as access for retail investors 
becomes easier and they look to build 
their own direct portfolios. We would 
sound a note of caution in this area. 
Whilst access for retail investors is 
broadly positive we view the current 
direct opportunities as limited and hence 
diversification and liquidity are potential 
concerns. We advocate investors     
consider the broadest opportunity set to 
maximise the possibility of meeting their 
desired outcomes and believe a       
well-constructed portfolio should have 
the ability to access both local and   

Performance as at 31 May 2015 % 1 mth 3 mths 1 yr 3 yrs p.a. 5 yrs p.a. 10 yrs p.a. 

Schroder Credit Securities Fund*  
(post fee)           

0.02 0.32 2.79 5.32 6.09 5.22 

RBA Cash Rate 0.17 0.54 2.40 2.71 3.45 3.79 

*Wholesale fund. Past performance is not a reliable indicator of future performance 

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. Investment in the Schroder Credit Securities Fund (“the Fund”) may be made on 
an application form in the current Product Disclosure Statement, available from Schroder Investment Management Australia Limited (ABN 22 000 443 274, AFSL 226473) 
(“Schroders”). 
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Mik joined Schroders in June 2003 and is responsible for Schroders Australian credit portfolio management and construction        
including the Schroder Credit Securities Strategy. Prior to joining Schroders, Mik spent 6 years at BT Financial Group, most recently 
as the Head of Credit Wealth Management and prior to that as a credit analyst in BT's Funds Management Division. Mik holds a 
Bachelor degree in Economics and Government from the University of Sydney. He is a qualified chartered accountant and a member 
of Institute of Chartered Accountants. 


