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Consider the classic cartoon character standing 
on the edge of a cliff, his foot tied by a long 
rope to a heavy anchor. The villain then throws 
the anchor into the canyon below. As the rope 
uncoils, he realises the situation. Will the rope  
be longer than the canyon is deep, or will he  
be pulled over the edge? In this case, his 
choices are to hope the canyon isn’t too deep, 
to hope for some elasticity, to cut the rope 
completely or to tie his other foot to the nearby 
tree. Our hapless hero is paralysed by the 
choice, but there is clearly a finite amount of time 
in which he must decide what to do.

FlexIble OuTCOmes 
FrOm FIxed InCOme



A FrAmeWOrk FOr geTTIng WhAT yOu  
need FrOm A ChAnged AsseT ClAss 
The past three decades have been exceptionally kind to traditional bond 
investors. Steadily falling yields, globalisation and a generally-conducive regulatory 
environment have meant that bond beta has delivered on multiple fronts. Whether 
investing for income, a real return, to hedge liabilities or to diversify more risky 
assets, fixed income portfolios have largely obliged.

As the end of this bull market looms nearer, bringing a future where simple bond 
exposure may not deliver on any of these fronts, let alone on all of them, it is time to 
review institutional investors’ objectives for their bond portfolios and make strategic 
adjustments. Most institutional bond portfolios are designed to generate returns 
from being in the correct part of the duration curve; if it doesn’t pay any more, 
then portfolios tethered to a duration anchor will disappoint. The environment has 
undeniably changed – to us, persisting with old strategies and expecting the same 
outcome is irrational.

Unfortunately, there does not appear to be a single ‘magic bullet’ replacement for 
the multi-faceted solution bonds have delivered in years gone by. Therefore, we 
believe investors need to build portfolios to meet their specific needs and accept 
that these probably will not come with the free added extras many bondholders 
have become used to over the past 30 years. We outline the main reasons why 
institutions have held bonds as a key part of their portfolio, and provide a framework 
for investors to assess their own fundamental requirements.

We look at some potential solutions, each aimed at meeting particular investor 
needs. Common threads across these are de-emphasising the use of duration beta 
and expanding flexibility for active managers. We conclude that the next steps for 
investors can be categorised under three broad headings:

Loosen constraints Focused beta Outcome-oriented

 » Retain bond beta, 
broaden scope, 
allow greater active 
manager flexibility

 » Consider adding a  
secondary objective

 » Take a more targeted  
approach to fixed income

 » Make distinct allocations 
to asset sub-classes 
such as EMD, HY, ABS, 
inflation-linked etc.

 » Drop the beta anchor 
completely, and rely  
more on manager skill

 » Target absolute returns  
and/or specific risk levels

These are not necessarily mutually exclusive strategies and indeed we have helped 
clients to build solutions combining elements of each of these. This is a significant 
issue and clearly daunting to approach. Overcoming the paralysis many investors 
are currently suffering will take time, resource and conviction. We believe that 
acceptable solutions are achievable for investors of all different governance levels 
and encourage the use of our framework to ignite the movement. This is no time  
for complacency.
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The wealth of beneficial 
features of traditional bond 
investment is coming to an 
end. Investors are running 
out of time to decide what  
to do next.



At the point of writing, and for the foreseeable future, conditions in developed fixed income markets 
are challenging, and very different from those to which investors have become accustomed over the 
past 30 years. Institutional investors who have traditionally held large proportions of their portfolios 
in their domestic government bond market, and even those who have diversified to global bond 
portfolios dominated by G7 economies, have benefited greatly as yields fell to current low levels, 
defaults and restructuring events were few and of negligible impact, and their appointed active 
managers could generate alpha performance from apparently low-risk strategies.

Figure 1 – Falling rates have provided a 30-year tailwind for bond investors
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As of December 2012.

Experience over the past few years has shown that the booming days are decidedly over, and  
the new environment requires a re-think of how fixed income is used and managed within  
investors’ portfolios.

Figure 2 – Real yields fell dramatically following the financial crisis
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Source: US 10-year Government Bond Yields; Schroders, Bloomberg, to December 2012.

Figure 2 shows clearly the impact of the 2008 crisis, with real yields even falling below zero in 
several cases. Negative real yields mean that bond-holders are, in effect, paying for the privilege of 
lending money to developed market governments. In anyone’s terms, this does not appear to be a 
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1. The FInAnCIAl envIrOnmenT

The 30-year tailwind has 
pushed interest rates 
to historic lows. The 

2008 crisis was simply 
the latest dip in a much 

longer trend.



clever thing to do; especially now, with heightened political risks and relatively precarious economic 
positioning, there are very few upsides to lending.

Many investors have historically held sovereign bonds to meet future payments with some degree  
of certainty – fixed liability payment streams can be matched using fixed income instruments, credit 
risk was considered negligible and a wide range of maturity profiles is available in many markets. 
However, we see from the negative real yields in many markets that simple exposure  
to developed bond markets will no longer meet investors’ needs.

This may have prompted investors to rush towards ‘safer’ assets, for example cash deposits.  
Many did this, although central bank action also pushed returns down here, in many cases  
eroding the purchasing power of such deposits – see figure 3.

Figure 3 – Real returns on cash deposits also shifted downwards 
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Government reaction to the crisis has led to the huge levels of public debt in the so-called advanced 
economies, as shown in Figure 4.

Figure 4 – Government borrowing has reached record levels
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The long term challenge is unprecedented and the difficulty of bringing government debt under 
control is most likely to mean that debt levels will remain uncomfortably high, feeding continuing high 
volatility, and periodic panics. Fiscal policy is stunting growth and exacerbating the economic cycle. 
We think that the path back to ‘normality’ will be long and difficult for most of these economies and 
bond markets.

At the same time as advanced economy markets have experienced these issues, emerging markets 
economies have been strengthening, relatively speaking. In particular, structural growth in Asian 
markets has dramatically improved their competitive positioning, as shown in Figures 5 and 6.

Figures 5 and 6: Asian economies appear far stronger than Western counterparts
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Not only are Asian economies far less indebted than their western counterparts, the trends in 
economic growth suggest that the gap will continue to widen. The enhanced competition from 
Asia gives a further headwind to the recovery prospects of developed economies.

With this backdrop as a starting point, traditional buy-and-hold investment in developed bond 
markets appears precarious and insufficient, no longer the low-risk option it once was (perceived 
to be). Institutional investors are therefore increasingly looking to find different, and hopefully better, 
ways to build their fixed income portfolios.

4

Stronger Asian economic 
fundamentals give a further 

headwind to western 
recovery prospects



We are faced with very different economic and market conditions to those pre-crisis. Investors 
broadly acknowledge that return expectations are below historical averages for developed bond 
markets – indeed, we may look back on the past 30 years as being a Great Bull Market for 
government bonds.

The expected results from an investment strategy can be thought  
of as a function of the Environment and the Approach taken:

Expected Result = f(Environment, Approach)

Therefore, when there is a significant change to the Environment, we would  
expect to see a significant change in the Results, for the same Approach:

Δ(Environment) => Δ(Expected Result)

If we want to maintain a similar Expected Result under the new  
Environment, we will need a new Approach.

Investors’ fundamental requirements have not necessarily changed much: real returns are still 
needed, liability payments must still be met, incomes must still be supported. As demonstrated 
earlier, traditional bond market beta is unlikely to meet these requirements, even over the long run 
given today’s starting point. Based on what we expect of the future environment, investors are 
demanding new approaches to meet their objectives.

drOp The beTA
Many institutional investors are by now acutely aware of the vulnerability of their traditional fixed 
income portfolios. Individual starting points vary a lot, but extensive allocations to domestic 
government bonds are not unusual and index-anchored ‘core’ bond mandates are widely prevalent. 
Such has been the historic panacea of the asset class, easily and adequately captured by the 
benchmark indices, these have been valid and worthwhile strategies.

We see several key drawbacks to the use of traditional fixed income benchmarks, the most  
commonly understood being:

 » Composition of a fixed income index is generally determined by the volume of debt 
issuance. This leads index-constrained investors to concentrate more lending to 
those governments or corporations which have already borrowed the most,

 » Not all bonds in a fixed income index are investable, leading to potential 
unintended performance mismatches beyond the control of the investor,

 » Benchmark indices are not stable over time, so tracking them through 
re-compositions can incur significant transaction costs.

While active management can mitigate some of these factors by investing away from the benchmark, 
the index-anchoring restrictions in most mandates still serve to limit this mitigation. Even using 
the standard indices, there can be anomalies, an example of which is illustrated in figure 7. Based 
on prevailing economic considerations, not many global investors would be comfortable with the 
European and Asian exposures inherent in one of the most commonly-used bond indices.
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Figure 7: Asia is under-represented in global bond indices
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Diversification within bond allocations is often targeted through broadly static allocations to a range  
of fixed income sectors. The dominant return source exploited in this way is that of duration, and 
although most investors allow active managers some flexibility around their market benchmarks,  
the risks from credit, currency and yield have had secondary influence on overall results.

The basic strategies bond managers have historically used in the context of a benchmark-related 
portfolio are: duration, credit, curve, currency management. Many of the strategies traditionally 
used have been highly correlated to the markets themselves, in effect one-way trades, with rewards 
available simply for being there – but not for much longer. Trends may not exactly reverse, but will 
likely become more volatile, thus potentially providing good opportunities for (brave, high-conviction) 
active managers to differentiate themselves. We believe institutional investors will need to be 
commensurately bold to embrace these too.

The opportunity costs of being early are very low from this starting point (yields cannot fall much 
further). The risk of being late (i.e. staying in index-anchored treasuries when yields start to rise)  
could be significant. We do not think that this is a time for complacency.

Our discussions with institutional clients and prospects have highlighted a number of common issues:

 » Investors are generally aware of the uncertain outlook for bonds 
and consequently for their existing portfolios

 » The debate on interest rate hikes is much more about ‘when’ rather than ‘if’, with the end of QE 
often viewed as a key catalyst. This affords investors an indefinite amount of time to take action

 » The decisions to be made are sufficiently daunting to have caused a degree of ‘analysis 
paralysis’ amongst many investors, in part also because the road ahead has many forks.

The first step in our framework is therefore for investors to consider why they hold bonds in the  
first place.
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undersTAndIng The rATIOnAle FOr bOnd InvesTIng
Investors have held bonds over the years for a variety of reasons. We outline these below as we see 
it, in broad terms.

Figure 8 – Different investor types have differing rationale for bond investment
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This is not exhaustive and we have included above examples of what the main motivating factors 
are for fixed income investors – it is a symptom of past experience that almost every investor will 
want to tick almost every box on figure 8! However, it provides a framework to help consider the 
fundamental objectives on a case-by-case basis. From this, investors will be able to assess whether 
their objectives have been met in the past, and the likelihood of future success. While investors may 
have had specific requirements from their bond portfolios in two or three of these categories, recent 
historic experience has been generally strong across all. Bond beta has come with a lot of free added 
extras; we believe this is unlikely to continue.

In the absence of a sustainably attractive duration beta, investors must find efficient ways to 
meet their needs without giving up too many of additional benefits to which they have become 
accustomed. In some cases, regulation may compel ongoing investment in traditional bond beta, 
within which the room for manoeuvre will be very limited. For those investors who have a wider 
opportunity set, the available solutions can be quite convincing. The next steps can be seen as  
a move from bond beta to either focused bond beta or bond alpha.

sTICkIng WITh bOnd beTA – brOAden OuT,  
lOOsen The COnsTrAInTs
For those who need to retain bond beta exposures and market index benchmarks, we encourage a 
loosening of mandate restrictions to allow the active manager(s) potentially to exploit the  
market opportunity set more readily and protect the portfolios against the pitfalls. In order to 
communicate the intentions of the added flexibility, many investors combine this with the provision of 
a ‘secondary objective’ to the manager, which might be to position the portfolio for real returns, or a 
certain level of income generation.

The traditional constraints on a core or core-plus bond portfolio typically do not allow for much 
deviation from the referenced market benchmark; even if the managers outperform by, say, 1% per 
annum (an outstanding result in these types of portfolios), the overall results will still be sub-standard 
if the market itself experiences a large correction. The active manager might do everything possible  
to counter this, but the portfolio will go down with the market when the time comes.
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FOCusIng The beTA
Some objectives might be fulfilled simply by focusing on a distinct subset of the broader asset class, 
more targeted towards the required outcome. By making allocations to, for example, Emerging 
Markets Debt or High Yield, bond exposures can be tailored at a strategic level, rather than at the 
manager’s more tactical level. Many investors have made such allocations to enhance expected 
returns or reduce the perceived risk of their wider bond portfolios.

This implies a belief in the chosen asset sub-class beta to deliver a certain risk-return profile. In these 
cases, a market-related benchmark will normally be used, specifically selected to fulfil the required 
objective. The degree of active management flexibility around that benchmark may be varied, but it 
seems more likely to be tight, given the implied belief in the beta.

It could be argued that Liability-Driven Investment falls into this category, as it essentially positions the 
liabilities as being the benchmark of the asset portfolio.

mOvIng TO bOnd AlphA – OuTCOme-OrIenTed 
sTrATegIes
Where it is possible to drop the market benchmark entirely, the use of outcome-oriented investment 
targets can be considered. By this, we mean specific fundamental targets, such as delivery of x% 
income per annum, or a return above a cash rate (Libor+), for example. The index might still be a 
good proxy for the market (by design!), but it is no longer a good proxy for what an investor hopes to 
get from the investment.

Having such a target leaves nowhere to ‘hide’, and therefore a clearer link between the objective and 
the solution. From the manager’s perspective, not having to manage volatility in a benchmark-relative 
manner may open up more opportunities to meet these fundamental investment targets

We believe that the reduction of constraints on managers will make the delivery of fundamental 
outcomes more sustainable. A basic re-alignment of target outcome, clearly stated and understood 
by all parties, would focus the manager on that objective above all others, and away from the 
benchmark-sensitive pseudo-active strategies of recent years.
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The dIFFICulTIes
By giving active managers far more freedom, either in the context of loosening constraints on broad 
beta portfolios or moving to outcome-oriented solutions, the investor clearly doesn’t close the door 
on potential disappointment. Managing such bond portfolios can often take a different skill-set and 
outlook from traditional bond investing; the definition of risk is changed, from trading error to an 
absolute volatility level, for example. Fortunately, in the fixed income world, the tools exist to permit 
managers a great deal of flexibility in portfolio construction. Similar alpha strategies can be used to 
add value over a cash benchmark as for market benchmarks, for example, although consideration 
must be given to sensitivities to absolute losses of capital.

Investors became used to dependable bond beta and less-than-reliable alpha – therefore it might feel 
unintuitive to throw away (or at least reduce anchoring to) the beta and place more emphasis on the 
alpha. We have explained above why the former makes sense, and the latter can be seen as more 
of a refocusing rather than magnifying the lackluster track record from many core portfolios. Ensuring 
that the right manager is in place for each component part will be ever more important when affording 
broader scope to active management.

Fortunately, even if duration beta is dead (to use technical terms) the new environment is highly 
conducive to alpha generation. Economic uncertainty and precariousness, coupled with the 
Developed/Emerging divergence, is likely to lead to more volatility in most components of the fixed 
income arena. Volatility produces risk, risk produces mispricing; mispricing, correctly identified and 
exploited, produces alpha.

In short, we expect the market to provide ample opportunities for alpha strategies to make up for the 
anticipated shortfalls in the beta. Clearly, this implies an updating of the approach taken to portfolio 
management – the next two sections of this paper examines the theory and practice of more flexible 
bond portfolios.

Investment Perspectives
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As investors shift away from core benchmark-relative portfolios, towards strategies more targeted  
at their fundamental investment needs, approaches are likely to include:

1. Loosening constraints on the existing portfolios;
2. Adding separate allocations to specific bond sub-sectors, i.e. focusing bond beta; and
3. Adopting outcome-oriented strategies, with LIBOR+ targets, for example.

Understanding how these three approaches work in practice can be challenging, we provide 
guidance on the key features of each of these below. We start with a typical benchmark-relative core 
portfolio, then, moving left to right, loosen the constraints while keeping the benchmark in place, and 
finally show two versions of LIBOR+ strategies, where the market benchmark is dropped entirely and 
an absolute return or volatility is targeted. For the purposes of this paper, we consider Focused Beta 
portfolios to have similar mandate characteristics to benchmark-relative, albeit with some fine-tuning 
of the benchmark used.

Figure 9 – The evolution of mandate characteristics

Strategy type Benchmark-relative
Unconstrained 

benchmark LIBOR+

Typical return  
sources

Often constrained in  
ability to exploit one  

or a number of  
alpha sources

Seek to generate total 
return through the use of 
opportunities across range 

of alpha sources

Seek to generate absolute  
returns through the exploitation  
of opportunities across a range  

of alpha sources

Portfolio construction Investment in  
benchmark-like assets 

even where these are 
seen as unattractive

Investment in best ideas 
which may or  

may not include  
benchmark assets

Investment often in cash  
or cash-like assets (short dated bonds, 
floating rate notes, commercial paper 

etc.)

Liquidity profile and 
style of management

Liquidity preference 
varies, portfolio will 

typically hold less liquid 
securities partly as they 

are in benchmark

Liquidity preference 
varies, depending on 

investment focus. More 
use of derivatives than 

benchmark-relative strategies

Liquidity paramount.  
Underlying cash portfolio conservatively 

managed,  
alpha generated primarily  

through derivative instruments

Sensitivity to  
capital loss

Low, in absolute terms, 
focus on generating index 

outperformance only

Medium, focus both  
on beating benchmark  
and generation of high  

total return

High, focus on generation  
of consistently high absolute  

return per unit of risk

Typical performance 
measurement period

Rolling  
3 year periods

3-5 years 1 year or shorter

Typical return target Index +0.5-1.5% pa Index +4-5% pa Cash +3-4% pa 8% volatility  
– with Sharpe Ratio 

of 1

Typical benchmark Domestic Government 
Bond Index

Barclays Capital Global 
Aggregate Index

3-month LIBOR 3-month LIBOR

Tracking error Low to medium High N/A Volatility target

Portfolio experience 
driven by

Index 80%

Investment strategy 20%

Index 50%

Investment strategy 50%

Investment 
strategy 100%

Investment strategy 
100%

Source: Schroders. Strategies shown for illustrative purposes only and should not be viewed as a recommendation to buy/sell.

The type of constraints embedded into mandates varies significantly case-by-case, mostly  
reflecting the strategies the investor expects the manager to use in pursuit of return generation  
or risk mitigation. Active bond managers typically use a variety of strategies to meet their goals  
in varying economic environments:
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Figure 10 – Active bond managers use a wide range of alpha strategies

A strategy that aims to exploit non-parallel movements in sections of the yield curve.  
For example, an expected steepening of the 2s10s part of the US Treasury yield curve as a 
consequence of 2 year Treasuries outperforming 10 year Treasuries could be exploited by 
positioning the portfolio with a long position in the 2 year against a short position in the 10 year.

Positions taken in a particular currency based on the expectation that it will strengthen/weaken. 
For example, Selling JPY to buy USD based on an expectation that the Japanese yen will 
weaken as the Japanese government seeks to reflate the economy.

Positions taken to either under- or over-weight the credit market. Credit indices provide a useful 
tool in managing this exposure. For example, a portfolio’s credit beta can be reduced by buying 
protection in the CDS market. Alternatively, credit beta can be increased by selling protection. 
The same could be achieved by increasing/decreasing  
the actual corporate bond holdings.

Through the investment cycle different credit sectors will perform differently. Credit sector 
focused strategies aim to exploit this differential. For example, during periods of the market 
cycle where growth is expected to increase financials will typically outperform. An example 
strategy might therefore be to overweight the financial sector. Similarly, when economic growth 
is expected to be weaker, non-cyclical issuers typically do better. 

Relative value strategies aim to capture the differential between issuers. This will typically 
involve a long and a short position. For example, in corporate allocations an investor might 
choose to buy protection through a single name CDS to an issuer while simultaneously selling 
CDS protection against another issuer in the same sector. 

Country strategies aim to exploit the differential in performance between 2 countries’ bonds. 
This has recently been very evident in the eurozone where the difference in  
bond yields between countries has increased. An example strategy that would seek  
to exploit this differential might be to have exposure to so called peripheral sovereigns. This 
strategy would then benefit from a fall in these countries bond yields.

Duration strategies are directional aiming to capture either an increase/decrease in yields 
by under/overweighting the portfolios duration exposure. For example, in periods where it 
is expected that yields might move higher duration is typically sold. Conversely if yields are 
expected to fall duration would be bought.

  Source: Schroders. Strategies shown for illustrative purposes only and should not be viewed as a 
recommendation to buy/sell.

Many of these strategies work well within traditional portfolios, with different degrees of flexibility 
afforded relative to the given market benchmark, in terms of capital allocation or relative duration 
ranges. This ensures the delivery of a portfolio of index-like characteristics, with varying degrees of 
differentiating active positions. The active manager’s role in this case is often seen as ‘taking the 
edges off’ volatility and benchmark shortcomings. Regardless, these served to tie the portfolio to 
the market, and therefore to the bull market of the past few decades.
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Loosening the constraints on the mandate, either around the benchmark index or by dropping it 
completely, will place more emphasis on these alpha strategies. This increases the importance of the 
manager selection process as compared to traditional portfolios. Where more focused bond beta is 
adopted, for example Emerging Markets Debt or Inflation-Linked Bonds, similar alpha strategies may 
be used to add value or mitigate risk around the selected focused benchmark.

Successful implementation of these new types of strategies will not be straightforward. There are 
significant governance implications for both the asset owner and the asset manager. The former has 
the challenge of integrating a new approach into their existing framework as well as selecting and 
monitoring a suitable manager. The latter must build a robust method of managing such portfolios 
from a risk control perspective.

AsseT-OWner gOvernAnCe
Institutional investors are faced with a potentially huge problem and a range of possible solutions. 
We have outlined a framework to help investors consider their fundamental requirements and then 
provided guidance on the available strategies to meet these objectives. In deciding which strategy 
is most suitable, a further consideration must be given to the governance capacity, i.e. the time, 
resources and expertise available. Clearly the different solutions have varying governance demands, 
in terms of determining the most suitable approach, understanding the required strategies, identifying 
a suitable manager, and monitoring the investment.

We consider that using focused beta strategies is the highest governance solution of the three,  
as it requires, in effect, an increased granularity at the strategic asset allocation level. This decision  
would generally be taken with the long term in mind, and represents a belief in the ability of the asset 
sub-class to deliver strong (risk-adjusted) returns. Making the decision to invest, for example, in a 
High Yield portfolio, would be expected to have a more significant impact on the overall portfolio than 
loosening benchmark-relative constraints on existing mandates, either partially or fully.

Fully outcome-oriented approaches could be considered to be a subset of focused beta, where the 
investor does not have to specify a lasting belief in a single underlying sub-class. Rather,  
the choice of strategy is outsourced to the manager, who will vary exposures in accordance  
with the required outcomes and his/her prevailing market views.

Simply broadening the constraints on a benchmark-relative portfolio does, of course, imply an 
increased governance requirement, but to a lesser degree than the others. The extent of investment 
freedom would have to be debated, understood and agreed upon, and then perhaps a revised 
monitoring approach would be taken. These decisions are arguably less impactful  
than the others and may not even require a new investment manager to be selected.
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Figures 11 and 12 – Governance implications of broader bond portfolios
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Over the past few decades, as bonds have delivered an incredibly investor-friendly package of real 
returns, yield, diversification and liquidity, investors have focused their governance spend mostly on 
the growth element of the investment portfolios. Perhaps now is the time to allocate some of those 
resources towards preparing their bond portfolios for the next few decades.



AsseT mAnAger gOvernAnCe  
And rIsk mAnAgemenT
For less constrained and outcome-oriented strategies, given the enhanced role of the active 
manager, a robust approach to risk management approach is required. There are multiple ways  
to do this, often dependent on the objectives of the portfolio. From an institutional investor’s point of 
view, the key considerations in designing a mandate include:

1. Clear and consistent communication of the portfolio objectives and tolerances
2. Guidelines commensurate with these objectives, agreed to by all concerned parties  

at outset
3. Implementation of a suitable portfolio monitoring process, taking into account the risk  

and return objectives, using a relevant time horizon
4. A willingness to permit risk-taking during volatile times, coupled with being prepared  

to stay neutral when the opportunities are scarce or marginal.

From the asset manager’s perspective, the move from traditional portfolios to outcome- 
oriented portfolios entails, in addition to the above, the following adjustments to the risk  
management approach:

1. An understanding of the intended risk of each position, and how it interacts with  
aggregate of the other portfolio positions.

2. Closer detailed monitoring of each position’s actual contribution to return and risk  
(from monthly to daily and then intraday)

3. Clear limits and guidelines set for each alpha strategy consistent with required compliance 
rules, alpha generation and volatility characteristic objectives

4. Availability and understanding of the broadest possible range of instruments  
for implementation

5. Integration with portfolio construction, allowing pre-trade analysis and scenario testing
6. Full transparency of risk exposures and attribution.
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An upgrade may be 
needed within many 

asset managers, as well 
as asset owners.



In the first section of this paper, we have highlighted the vulnerabilities we see currently existing 
in traditional fixed income portfolios. Investors generally have benefitted greatly from a long-term 
tailwind for the broad asset class and the duration risk premium in particular. A standard long-only, 
market-benchmarked global fixed income portfolio has delivered good real returns at relatively benign 
volatility levels, together with attractive yields and liquidity characteristics, in a form which provided 
effective diversification from riskier, return-seeking assets. This cannot be reasonably expected to 
continue, especially after the seismic structural changes of the past five years.

Faced with this outlook, index-anchored bondholders can start by considering their basic rationale  
for investment. We have constructed a framework that we believe helps investors focus on their  
core requirements.

Type of investor

Central Banks SWFs DB DC Insurer Retail
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Income 
Capital preservation    
Absolute returns  
Diversification    
Liability-matching   
Liquidity    
Inflation hedge   

Source: Schroders, for illustration purposes only. SWFs = Sovereign Wealth funds, DB = Defined Benefit, DC = Defined Contribution.

The framework should ideally be reviewed on a case-by-case basis, as fundamental requirements, 
tolerances and governance capabilities will vary dramatically between investors, even those of  
the same broad type. We have set out a menu of some of the potential solutions available on the 
market today.

Loosen constraints Focused beta Outcome-oriented

 » Retain bond beta, broaden 
scope, allow greater active 
manager flexibility

 » Consider adding a 
secondary objective

 » Take a more targeted 
approach to fixed income

 » Make distinct allocations to 
asset sub-classes such as EMD, 
HY, ABS, inflation-linked etc.

 » Drop the beta anchor completely, 
and rely more on manager skill

 » Target absolute returns and/
or specific risk levels

These solutions do not have to be considered in isolation – depending on governance levels,  
we believe that bespoke combinations of the above generic solutions can be assembled, to help 
investors get what they need from their bond investments over the next few decades.

Overcoming the paralysis many investors are currently suffering will take time, resource and 
conviction. We believe that acceptable solutions are achievable for investors of all governance levels 
and encourage the use of our framework to ignite the movement. This is no time for complacency.

Investment Perspectives
Flexible outcomes from fixed income
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 » Alan Brown – Senior Adviser, Head of Investment
 » Manu George – Head of Fixed Income Product Management – EMEA
 » Mark Humphreys – Head of UK Strategic Solutions
 » Bob Jolly – Head of Global Macro
 » Philippe Lespinard – Co-Head of Fixed Income
 » Scott Lothian – Senior Strategist, Global Strategic Solutions
 » Paul Marsden – Analyst, Global Strategic Solutions
 » Lesley-Ann Morgan – Head of Global Strategic Solutions
 » Gavin Ralston – Head of Official Institutions, Global Head of Product
 » Robert Scott – Business Development Manager, Official Institutions
 » Mike Tolcher – Product Executive, Fixed Income
 » Neil Walton – Head of UK Institutional Business Development Group

ImpOrTAnT InFOrmATIOn
The views and opinions contained herein are those of Scott Lothian, Senior Strategist - Global Strategic Solutions, and do not necessarily 
represent Schroder Investment Management North America Inc.’s house view and are subject to change.

This newsletter is intended to be for information purposes only and it is not intended as promotional material in any respect. The material 
is not intended as an offer or solicitation for the purchase or sale of any financial instrument mentioned in this commentary. The material 
is not intended to provide, and should not be relied on for accounting, legal or tax advice, or investment recommendations. Information 
herein has been obtained from sources we believe to be reliable but Schroder Investment Management North America Inc. (SIMNA) 
does not warrant its completeness or accuracy. No responsibility can be accepted for errors of facts obtained from third parties. Reliance 
should not be placed on the views and information in the document when taking individual investment and/or strategic decisions.

The information and opinions contained in this document have been obtained from sources we consider reliable. No responsibility can be 
accepted for errors of fact obtained from third parties. The opinions stated in this document include some forecasted views. We believe 
that we are basing our expectations and beliefs on reasonable assumptions within the bounds of what we currently know. However, there 
is no guarantee that any forecasts or opinions will be realized.

Past performance is no guarantee of future results. Sectors/Indices mentioned for illustrative purposes only and should not be viewed as 
a recommendation to buy/sell.

Schroder Investment Management North America Inc. (“SIMNA Inc.”) is an investment advisor registered with the U.S. SEC. It provides 
asset management products and services to clients in the U.S. and Canada including Schroder Capital Funds (Delaware), Schroder 
Series Trust and Schroder Global Series Trust, investment companies registered with the SEC (the “Schroder Funds”.) Shares of the 
Schroder Funds are distributed by Schroder Fund Advisors LLC, a member of the FINRA. SIMNA Inc. and Schroder Fund Advisors LLC. 
are indirect, wholly-owned subsidiaries of Schroders plc, a UK public company with shares listed on the London Stock Exchange.

Schroder Investment Management North America Inc. is an indirect wholly owned subsidiary of Schroders plc and is a SEC registered 
investment adviser and registered in Canada in the capacity of Portfolio Manager with the Securities Commission in Alberta, British 
Columbia, Manitoba, Nova Scotia, Ontario, Quebec, and Saskatchewan providing asset management products and services to 
clients in Canada. This document does not purport to provide investment advice and the information contained in this newsletter is 
for informational purposes and not to engage in a trading activities. It does not purport to describe the business or affairs of any issuer 
and is not being provided for delivery to or review by any prospective purchaser so as to assist the prospective purchaser to make an 
investment decision in respect of securities being sold in a distribution.

Further information about Schroders can be found at www.schroders.com/us

Further information on FINRA can be found at www.finra.org

Further information on SIPC can be found at www.sipc.org

Schroder Fund Advisors LLC, Member FINRA, SIPC 875 Third Avenue, New York, NY 10022-6225
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