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Introduction 

Credit is a broad, diverse and multi-faceted asset class that plays an important role in client portfolios. It 
typically delivers income in a yield constrained world with predictable cash flows and less downside risk than 
equities. We believe that for many investors the best way to approach the asset class is through an actively 
managed, diversified, multi-strategy approach. This allows investors to adjust risk exposures and rotate 
through segments in the asset class to target those with the greatest valuation support and the best prospects 
to deliver returns. Periods of uncertainty and market volatility further highlight the importance of being active 
and diversified as opposed to focusing on a single credit strategy.  

Broad opportunity set 

Credit is an extremely broad opportunity set. The choice of different geographies and currencies, credit 
qualities, term structures and seniority levels provide investors with a broad range of investment opportunities 
with varying income and volatility profiles. With such diverse characteristics, credit instruments can be used to 
access everything from short dated high quality bonds to low quality subordinated exposures that look and feel 
more like equities. As such credit can fulfil many roles in a portfolio depending on how it is accessed and 
which segments of the market are used and when.  
 
Supporting the point on the breadth of the credit opportunity, the analytics in the table below show the differing 
characteristics of key sectors in the asset class. As can be seen there are significant differences across the 
credit universe. We have chosen the period from 2002 as this is from where we have a reliable data series on 
Australian Hybrids.  
 
Figure 1: Characteristics of different Fixed Income asset classes - June 2002 to June 2016 
 

 
Source: Datastream 

 
A few points to note: 

- Returns vary significantly across asset classes despite them all being part of the universe of fixed 
income securities. They vary from cash at 4.6% to Global High Yield, which at 11.4% looks more akin 
to equity like returns and reflects the growth characteristics of the asset class.  

- Volatility varies considerably, demonstrating the differing risk profiles across the assets and reflecting 
differences in quality and seniority. The volatility profile is important when blending assets and sizing 
positions.  
 

Returns p.a Volatility p.a Max 
Drawdown

Correlation to 
ASX 200

Cash 4.6% 0.4% 0.0% -0.14
Australian Governement Bonds 6.1% 3.5% -4.8% -0.35
Australian Credit 6.4% 2.0% -1.8% -0.18
Australian Hybrids 6.8% 4.4% -19.6% 0.54
Global IG Credit ($A Hedged) 8.1% 4.5% -11.0% 0.32
Global HY Credit ($A Hedged) 11.4% 10.2% -33.9% 0.61
EM Corporate Debt ($A Hedged) 10.5% 8.4% -26.6% 0.47
Leveraged Loans ($A Hedged) 7.1% 7.9% -29.0% 0.54
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- Maximum drawdowns can be very significant particularly in the lower quality assets. This is an 

important consideration in portfolios that are more defensive in nature. The capital risks that are 
inherent in some of the asset classes highlight the importance of active management in avoiding these 
large drawdown periods. 

Blending Credit and Government Bonds 

In considering returns over time, there are relationships within the fixed income asset class that are important 
when blending assets. If we compare 1 year rolling returns for Australian Government Bonds to Global High 
Yield, it’s clear that they can play a complementary and diversifying role in a portfolio. In Figure 2 below we 
have highlighted two periods. The first was through the GFC when Global High Yield had a significant 
drawdown. Holding some duration as a risk management tool counteracted the drawdown, to an extent, and 
hence helped protect returns. Conversely when Global High Yield subsequently rallied in the risk-on phase, 
the Australian Government Bond returns dropped to around zero.  
 
Importantly, correlations vary over time as can be seen in Figure 3 below which demonstrates the relationship 
between Australian Government Bonds and Global High Yield AUD hedged. For example, when government 
bonds are expensive their ability to diversify risk is arguably compromised. This further supports the idea that 
active diversified portfolios allow investors to adjust risk exposures and rotate through segments in the asset 
class to target those that have the greatest valuation support and the best prospects to deliver returns. 
         
Figure 2 Figure 3  

 
Source: Datastream, Bloomberg 

A Multi-Strategy approach  

A multi-strategy approach to investing in credit markets using the broad opportunity set can build a diversified 
credit portfolio to deliver income whilst managing volatility and downside risk. With a key focus on valuations 
and the flexibility to move across the key credit asset classes, we combine a top down asset allocation 
approach with bottom up stock selection that is focused on avoiding defaults. In our view this provides the 
most flexible and appropriate approach in an uncertain and variable world. 
 
We don’t believe only targeting a specific individual class of credit or using concentrated portfolios is 
appropriate in credit markets. It appears counterintuitive that one segment of such a broad asset class will 
always provide the best opportunities for investors and in fact unnecessarily locks investors into the beta of 
one investment market without regard for valuation, cycle or liquidity. For example in the lead up to the GFC, 
Global High Yield as an asset class was, in our view, extremely expensive. Post the sell-off, despite the 
extreme volatility, the risk in the asset class was at decade lows with elevated valuation.  
Had an investor held a single strategy approach across this time they would not have been able to mange the 
market beta through this period. Having a one way bet on a cyclical asset class can be a risky approach.  

Portfolio Construction 

One way to visualise the advantages of a multi-strategy approach is to consider different optimised portfolios 
in comparison to single asset classes. Using historic returns and correlations we can model an efficient frontier 
representing a range of optimised portfolios for a series of risk and return outcomes using different 
combinations of assets.  
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In Figure 4 below we use historic returns and correlations from June 2002 to June 2016. The major credit 
asset classes are marked as blue dots with the orange line showing the range of optimised portfolios. By 
combining different assets we vary the characteristics of the portfolios and can achieve a better risk and 
reward payoff than compared to holding a single asset class.  
 
For example in the case of Global Investment Grade Credit hedged to AUD we can move to a more efficient 
portfolio on the frontier by adding Australian Credit and Global High Yield to the mix. In this example we 
reduce portfolio volatility by 33% whilst maintaining return levels.    
 
Figure 4   

 
Source: Schroders, Datastream, Bloomberg as at 30 June 2016 
 
Blending assets in an active multi-strategy approach can achieve improved risk and return outcomes for 
investors.   

Importance of Stock Selection 

We also believe stock selection is important. The asymmetric risk profile of credit instruments results in 
unlimited downside with limited upside in the return profile. Hence minimising the downside by avoiding 
issuers likely to default is essential. This is in contrast to an index approach that fails to consider security level 
fundamentals and relies on market capitalisation weight based rules to derive benchmark composition.  
 
The Global High Yield market provides clear evidence of the importance of active stock selection as opposed 
to a passive benchmark approach. Each year in the Global High Yield market there are at least one, and often 
multiple industries, that suffer high default rates. Even when overall default rates are low as was the case in 
2015 at 1.8%, the Metals and Mining sector suffered a 14.95% default rate. Avoiding such defaults through 
stock and sector selection adds value and manages the downside risk across market cycles. 
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History shows that default intensity is typically within just 1-2 industries each year 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 

Schroders’ Views 

Our key views across the various classes of credit are as follows:  
- Australian Investment Grade Credit continues to be a core holding and delivers exposure to high 

quality issuers with low probabilities of default. Valuations are above our breakeven fair value levels 
and we see this as a lower risk way to access income. 
 

- Domestic hybrids valuations have improved. Taking a case by case approach we have recently been 
adding to ASX listed and unlisted Tier 1 and Tier 2 bank securities. Solid valuations are required to 
compensate for risk and liquidity.   
 

- Global Investment Grade Credit provides geographic diversity and exposures to sectors and issuers 
not represented in Australia. A hedged back yield of over 4% and trading around fair value, investors 
are being paid an appropriate spread. 
 

- Global High Yield also has some attractive qualities. The estimated AUD Hedged Yield of close to 
10% is attractive. However, it should not be seen as a defensive asset, rather a high yielding, low risk 
proxy for growth and/or alternative assets.  
 

- Cash continues to play an important role in portfolios. It has a stable capital value, provides option 
value by allowing holders to purchase cheap assets as they appear, and provides liquidity to meet 
portfolio cash flows. 
 

- Leveraged Loans are an asset class we do not hold. They are typically secured and floating rate but 
are essentially sub-investment grade and very similar to High Yield Bonds. Interestingly Global High 
Yield has outperformed Leveraged Loans for 8 of the past 10 years.  
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Risks to our views 

The key risk to our positioning is that of a US recession. In our view there is currently a low risk of this and as 
such we see a low probability of a significant and sustained widening in credit risk premium. That said credit 
metrics are weakening and hence we continue to be active and focus our holdings where we have the most 
valuation support. Fragility in the global economy continues and as we have seen in the case of “Brexit” 
uncertainty can result in significant market moves.  

Conclusion 

With falling cash rates and the search for yield continuing, we see credit as an asset class that can provide 
investors with a source of income without the risk and volatility of equities. As a broad, diverse and multi-
faceted asset class it plays an important role in client portfolios.  
 
We believe the best way to approach credit is through an actively managed diversified multi-strategy 
approach. This allows investors to adjust risk exposures through time and rotate through segments in the 
asset class to target those that have the greatest valuation support and hence give the best chance to deliver. 
Periods of uncertainty and volatility, such as in the case of the Oil price weakness that induced a risk off period 
in the months leading up to February this year, in our view further highlights the importance of a multi-strategy 
approach as opposed to a single strategy.  
 
It is important to note we are not suggesting that credit is a risk free asset class. Rather we see particular 
segments as providing adequate compensation for the level of risk. We also strongly believe the best way to 
invest in credit is through an active and diversified approach. More specifically, active management through 
top down asset allocation with a focus on valuation to ensure you are in the right markets at the right time, 
combined with bottom up stock selection based on fundamental credit research with a focus on avoiding 
default, is vital.  
 
 
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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