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What is it good for? 
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The goal of fixed income is to achieve a balance between providing the diversification that fixed income offers 
to riskier parts of a broader portfolio, and being defensive in its own right through low-risk income generation, 
maintenance of capital stability and high liquidity. Each of these goals is compromised to some degree by low 
yields. Low yields reduce the degree to which further duration gains can help offset equity losses, income 
levels are lower, capital stability is threatened as meagre income offers little buffer to (considerable) downside 
risk to bond prices, while liquidity is diminished as investors are herded into a diminishing pool of positively 
yielding securities. 
 
Adding to this already considerable challenge for fixed income investors posed by low yields, popular fixed 
income benchmarks force investors to make a trade-off between the high absolute risks (tied to low yields) 
embedded in benchmarks and high relative risks of investing away from the benchmark. Managing the 
balance between the different elements of defensiveness, and between absolute and relative outcomes, is a 
difficult task.  
 
Outlook and strategy 
We have for some time been acknowledging that in spite of structural expensiveness, bonds were unlikely to 
have a significant cyclically-driven sell-off because of the fragility of the global recovery. Consequently we had 
been progressively reducing our aggregate short duration position since late 2015. Initially this involved buying 
back some of our short Treasury position as US rates underperformed into the Fed hike in December. In April 
and May 2016 we increased our Australian duration on expectation the RBA would ease further following low 
inflation readings and a strengthening AUD (as central banks elsewhere turned more dovish.  
 
In spite of the ongoing relative short duration position, it’s worth noting that with benchmark duration 
lengthening materially as the government has both increased and lengthened the maturity of its debt, current 
absolute duration is close to the longest it’s been since the Strategy’s inception.  We hold a long absolute / 
neutral relative position in Australian duration on our view that cyclical downside risks to the Australian 
economy will keep easing pressure on the RBA, while our short duration positions remain in the US (on the 
basis of the relative cyclical strength of the US economy) and in Germany (against negative yields and where 
valuations appear worst).  
 
Our credit positioning has also moderated. Having added to domestic and global investment grade allocations 
early in the year as spreads widened, we’ve progressively reduced our exposure since. Our preference has 
been to reduce global exposure, which we have effectively pared to zero.  
 
While credit is favoured by a continuation of the low-volatility economic environment and by ongoing central 
bank market participation (which in addition to encouraging buying of riskier assets also dampens volatility), 
we’re cautious about credit from here owing to concerns about the US credit cycle. With valuations back close 
to fair value, having been cheap early in the year, we prefer high quality short tenor bonds issued by 
Australian non-financials, and RMBS.  
 
The cash weighting of the Portfolio has remained elevated at around 20%, both as a function of our relative 
short duration positioning and our absolute caution on credit. Cash helps keep the portfolio liquid, provides an 
absolute anchor and affords us flexibility to respond to emerging opportunities.  
 
The full portfolio commentary can be found in the Monthly Report due out around the 12th business day on our 
website: http://www.schroders.com/en/au/advisers/funds/fixed-income/fixed-income-fund/ 
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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.  
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