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The substantial rally in US treasury bonds in August is a paradox, being both completely understandable, yet 
somehow illogical. The catalyst for the rally in US, and indeed Australian government bonds over the last few 
weeks is well known and documented, but can be summarised as a “flight to quality” with the move in US 
treasuries paralleling the upward propulsion in the gold price and inversely correlated to the performance of both 
equities and credit (more on the “quality” bit later). Yet the root cause of the crisis is debt and the fact that 
there’s too much of it.  And, wasn’t it the debilitating debate over the US debt ceiling that kicked the bond rally 
off in the first place? 
 
A more fundamental explanation of recent market developments is a pronounced downgrading of global growth 
expectations reflecting both a reassessment of the recession risk in the US economy coupled with anticipation 
that such a move would spur Bernanke and the US Federal Reserve back into action with QE3, together with 
growing concern about the European banking system. The Fed’s initial move was to declare that the Federal 
Funds rate would remain anchored at effectively 0% for the next 2 years, giving it time to evaluate what further 
steps, if any, it could take. The market’s current favourite (out of a relatively limited armoury) involves the Fed 
extending the duration of its balance sheet by selling the front end of the yield curve and buying longer dated 
bonds. European policy makers have found a substantive response much harder to come by, which has left 
markets unsatisfied. 
 
Where to now? 
 
The key philosophical tenet underpinning our ‘core-plus’ fixed income approach is the idea that fixed income is 
primarily held for defensive reasons. This means maintaining liquidity, preserving capital and diversifying equity 
risk are the primary drivers of our investment process. The benchmark (in this case the UBS Composite Bond 
Index) defines broadly the risk parameters of the strategy and the performance objective over time, but is not of 
itself a “neutral” portfolio, nor is it necessarily low risk.  
 
This has several important consequences in the current environment: 
 
− risk needs to be assessed in an ‘absolute’ context and measured against these criteria; and 
 
− ‘relative risk’ (or tracking error) is not particularly relevant in the current environment. A critical question for 

us is “how risky” when compared to these broader objectives are the assets within our investible universe, 
not how large is our tracking error. 

 
To this end, the preference of investors to push US treasury yields to record lows at the same time as pushing 
the gold price to record highs is a significant development. By taking the pricing of these assets to extreme’s, 
arguably low risk assets become high risk given the exponential increase in the risk of capital loss from 
exposure to these assets over the medium term. We view this as incompatible with the fundamental reason 
investors hold fixed income to begin with.  
 
While there is no absolute metric of applicable “fair-value”, there are several rational arguments to support the 
proposition that owning US treasuries at current yields is high risk.  
 
In the first instance, our proprietary ‘fair value’ model, based effectively on implied real bond yields has shifted 
US bonds firmly in expensive territory and similar for Australia. With inflation expectations still relatively high, 
real yields, whether estimated using our own inflation expectations series1, current core or headline inflation are 
negative. This is consistent with pricing in the US TIP’s market. This means that investors are accepting a 

                                                      
1 Inflation expectations is calculated as 2/3 x 10 year average historic headline inflation plus 1/3 x latest 12 mth core inflation 
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“negative” real return (or in effect, a rate of return which effectively sees their purchasing power diminish in real 
terms over time) for lending to the US government.  
 
Figure 1: Implied US Real Bond Yields 

 
Source: Datastream 

 
Consistent with this, a cruder (yet effective) approximation of fair value in bond markets over the longer run is 
nominal GDP growth (given that bond yields should approximate the nominal rate of growth in the economy). 
2% yields imply 2% nominal GDP growth in the US over the next decade. While we rule nothing out at this point, 
nominal growth has averaged closer to 6.7% since WW2 and 6.4% since 1900.  
 
An alternative explanation is that the market has moved to price prolonged deflation. While the Japanese 
experience suggests that deflation can’t be ruled out, we would see this as unlikely given the substantive 
increase in US money supply.  
 
Another perspective is simply to do the maths. The table below shows the return to a US dollar investor who 
buys a 10year US treasury bonds at current yields. In this example I have assumed that the current yield is 2% 
and the duration 6.2 yrs2.  
 
Figure 2: US 10Year bond returns under different yield scenarios 
 

10yr Yield 1.0% 1.5% 2.0% 2.5% 3.0% 3.5% 4.0% 4.5% 5.0% 
1 Yr Return 8.2% 5.1% 2.0% -1.1% -4.2% -7.3% -10.3% -13.4% -16.5% 

 
What becomes clear in this simple framework is that risks to the investor have become highly asymmetric. If 
yields were to revert to 2.5% (remember they were here on 5 August) the holder of a 10year bond would accrue 
a negative return. If yields were to revert back to their 2011 highs of 3.74%, the bond holder would accrue an 
8.7% loss.  In fact, 10yr bond yields only need to rise by just over 30 bps for a 10year bond holder to accrue a 
negative return.  
 
There is upside.  Prolonged deflation or ‘QE3’ could push yields lower, but the path is getting harder and the 
risks to returns (should the world turn out to be even slightly better than prevailing sentiment would suggest) is 
becoming increasingly skewed against the bond holder.  While prevailing market sentiment would clearly imply 
this is unlikely, experience tells me that sentiment can turn quickly. 
 
In Australia, the situation has become similar, albeit not as extreme. Reflecting a combination (in my view 
anyway) of weaker global growth prospects, a modest easing in local growth momentum and simply a shortage 
of quality low risk assets globally, government bond yields have plummeted.  In fact, current expectations imply 
around 1.5% of cuts to the official cash rate over the next 12 months, front loaded. 
 
                                                      
2 Source: Bloomberg and refers to the modified duration on the Dec 11 US 10yr Note futures contract 
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Figure 3: RBA Easing Expectations 
 

 
Source: Bloomberg / Datastream (as at 15 Aug 2011) 
 
A consequence of this has been a heavily inverted Australian yield curve, with both bonds across the curve 
tracking historic lows. In order to validate current pricing, the RBA must deliver on the 1.5% of rate cuts that the 
market is expecting and soon, bearing in mind as well, that that would only align the cash rate with what the 
market has already priced. 
 
Figure 4: Australian Commonwealth Government Yield Curve 

 
Source: Bloomberg (as at 15 Aug 2011) 
 
 
So, with the shape of the local yield curve already heavily inverted, in order to justify holding Australian bonds (3 
year bonds for example) in preference to cash, it is necessary to believe that local rates will be cut by 
substantially more than 1.5%. This brings us back to the point about benchmarks. For the typical Australian 
investor utilising a sovereign based benchmark (such as the UBS Sovereign Bond Index or the UBS Composite 
Bond Index) the natural, or benchmark, duration is relatively long at 4.2 yrs and 3.8 yrs respectively, leaving 
investors highly exposed to rate shifts.  If, as we highlight substantial easing is now priced, holding this level of 
duration is an increasingly risky position for what are typically defensive investments.  
 
The flip side of the “flight to quality” is that “risk” assets have been heavily discounted. Both equities and credit 
have endured substantial falls to the point where on most metrics they would be considered cheap. For 
example, the German Dax index is trading on a trailing P/E multiple of just over 9 times and with a cash 
dividend yield of 4.66%, 2.5 times the German 10 year bond yield of 1.79%.  
 
Credit, which is clearly more relevant in the defensive space, has also cheapened significantly.  Again, while 
there is no simple measure of “fair” value in credit, one approach is to assess the appropriateness of credit 
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pricing is an assessment based on rock-bottom-spreads. In effect, this compares the current spread to the 
spread required to compensate for the standardised risk of default, adjusted for typical recovery rates prevailing 
on average through the cycle.  
 
Figure 5: Rock-Bottom-Spread Analysis of Australian Credit & Global High Yield 

 
Source: Moody’s/Schroders/Bloomberg 

 
Viewed in this way, the risk premium offered to credit investors is substantial and consistent with an extremely 
negative default environment. For example, we estimate that current BBB spreads are sufficient to 
accommodate almost 3 times the average historical default experience for BBB rated credits. In fact, the peak 
annual default rate for BBB rated credit was just under 2% in 1938, less than the current BBB spread with no 
allowance for recovery.  So while we would not rule out a more negative scenario being priced, substantial bad 
news is already in the price. 
 
Drawing this together: 
 
− While concerns about global economic conditions are legitimate, the investor response has fundamentally 

altered the balance between “risky” and “defensive” investments. 
− In the defensive space this shift is particularly significant. Capital risk has grown in US treasuries (and to a 

lesser extent Australia government bonds) and reduced substantially in credit. 
− The relevance of benchmarks in this environment in defining risk is limited. If capital preservation is 

paramount than being overexposed to US Treasuries and Aussie bonds at these levels is increasingly 
risky. The lower risk strategy may well be to shift exposure to more heavily discounted “riskier” assets, and 
cash. 

− While in the short run performance may suffer compared to the benchmark, longer run performance goals 
are more likely to be reached. 

− Furthermore, more fundamentally important goals related to the delivery of positive absolute returns and 
the maintenance of capital are more likely to be achieved. 

− This also highlights the benefits of an active, aggregated approach to managing fixed income. Shifting risk 
towards those assets where it is being rewarded and away from those assets where it’s not is critical to 
maintaining returns through the cycle. 

− While the veracity and extent of the bond rally was more substantial than we had anticipated, our views and 
positioning haven’t changed. We remain short duration and comfortable with investment grade credit in our 
defensive fixed income accounts. 
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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.   


